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ABSTRACT

The project is about Discriminate Analysis and prediction of corporate Bankruptcy as it
applies to Banking Industry.

Essentidly it is the use, simultaneoudly, of several financia ratios to discriminate between
bankrupt and non bankrupt firms, and to predict the likelihood of failure of any corporate
entity. The focd point is the applicability of this dtatistical technique to predicting
Banking failure in Nigeria. The Bank chosen for this study in UNITED BANK FOR
AFRICA (UBA) PLC.

The research was conducted using a multiplicity of approaches. Library review was
conducted to peruse the relevant books that had so far been written on the subject. The
literature review brought to light the working of other researchers from the introduction of
multiple Discriminate Analysis to date. Notably, the Osaze's index was used for assessing
the likelihood of success or bankruptcy of UBA PLC. Data Analysis of the Bank was

conducted in order to discover the degree of applicability of the method in Nigerian
Banking industry.

Finally the research reveals that U.B.A. PLC is a successful organisation.
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CHAPTER |

INTRODUCTION

1.1 GENERAL BACKGROUND

Finance as a field of study i1s the cornerstone of the enterprise system. General financial
management is virtually important to the economy, health of business firms, and to the nation
and the world at large. However, proper financial management within the firm will help the
business to provide better products at reasonable prices to its customers, to pay higher wages
and salaries to its workers and managers and to provide greater returns to the investors who
put up the capital needed to form and operate the business. Since the economy - both
national and world consists of customers, employees and investors, sound financial
management contributes 1o both individual well - being and the well - being of the general
population. Considering its importance, finance should be widely and thoroughly understood,
but this is easier said than done. The field is relatively complies, and it is undergoing
consistent change in response to shifts in economic condition.

All of these not only make finance stimulating and exciting but also challenging and some

times perplexing ".'

Finance as a ficld of study - and an arca of responsibility in business organisation, was
recognised in the early part of this century. At first it deals with only the instruments,
institution and procedural aspects of capital market. However as the century progresses to
1920, technical importation and new industries created a need for more funds. These
development resulted in emphasis on financial management rather internal management. The
depression of the 1930s necessarily focused the study of finance on defensive aspect of
survival, preservation of liquidity, bankruptey, liquidation, and reorganisations while as the
century moved to 1950s finance function took more dynamic roles in modern Company's
development. With growing influence it goes far beyond in the records, report, paying bills
and obtaining funds, to the more sophisticated analytical process of impressing funds in
assets and promulgating the last mix of financing and dividend decisions.

Among the functions of finance is the analysis of financial data. Analysis of financial data, to
quote Meticalf and Fitard, "Is a process of evaluating the relationship  between component
parts of a financial statement  of obtain a better understanding of financial position and
performance.” In this direction, for the financial manager to undertake his responsibility
effectively and efficiently there must be some tools and techniques which he can rely on to
obtain desired result. In recent years one of the widely used and important tool or and
techniques is the financial ratio analysis. Studies have shown that financial ratios can be used
for the purpose of evaluating a firm performance over a wide range of time, It is useful both
as a way of anticipating future conditions and more importantly as a starting point for
planning actions 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.



Some of the Uses of Financial Ratios are:-

Provision of comprehensive information about a prime financial condition;

Determination of firms performance of a prime by the use of standards whenever possible;
Unveiling the problem areas of the firm's resources for necessary connections;
Comparison of firm performance with other firms in the same industry;

Determination of eredit worthiness of the borrowing firm;

However, for ratio analysis to be meaningfully interpreted it has to be compared with some
standards. The standards used for companion are:

Ratios calculated from the past financial statements of the same firm which can be
used to predict future performance;

Ratios caleulated using the projected or pro-forma financial statements of the firm;

Ratios of some selected firms especially, the most progressive and successful at the
same point in time; and

Ratios of the industry to which the firm belongs.

To this end therefore, there is the need for proper understanding of the efficiency of financial
ratio in predicting corporate bankruptey.

1.2 STATEMENT OF THE PROBLEM

The basic assumption is that Banks as business outfits are always growing concerns.
Nevertheless, we must not lose sight of the fact that some banks have high probability of
failure, which need to be scrutinised properly before a decision is taken as to their potentials
for bankruptey or success.

A Bank is regarded as technically insolvent if it is unable to meet its current obligations.
However, insolvency may be only temporary and subject to remedy. Technical insolvency
may be only temporary and subject to remedy. Technical insolvency, then denote only a
lack of liquidity. Insolvency in bankruptey, on the other hand, means that the liabilities of a
bank exceed its assets. In other words, the sharcholders equity of the Banks is negative.
Financial failure thus includes that entire race of possibilities between these two existence,

b3



The remedies for a failing Bank vary in harshness according to the degree of financial
difficulty. If the outlook is sufficiently hopeless, liquidation may be the only feasible
alternative. However, the failing Bank can be rehabilitated to the gain of creditors,
shareholders and society.

It is important to know who gets what if a Bank fails. Notably, in the event of bankruptcy
creditors have a prior claim over the claim of other common and preferred sharcholders of the

- % . 4
firms income, as well as 11s assets, ©

Considering the views presented above, a close observation needs to be given Banks in order
to ascertain the position of their healthiness or otherwise.

1.3 OBJECTIVES OF THE STUDY

Indeed, the need for this study cannot be over emphasised considering the importance of the
topic under study. Over time, a lot of research work has been done on the use of financial
ratio analysis in predicting corporate bankruptcy or failure but all the models that were
developed in Europe and America have little use and application in less developed economies
like Nigeria because:

(a) The ratios developed in these environments (Europe and America) have been generated
from large Compantes in contrast to those operating in developing countries and:

(b) They are more useful to the developed economies as the availability of sophisticated
computing facilities have ensured the generation of large data bases for developing
predictive models on business operation.

Based on the above reasons, this study is aimed at testing the Osaze's index of risk in
determining whether or not the firm under study is unlikely to fail (successful), have a high

probability of failure (need scripted) and or failed (bankrupt).

1.4  SIGNIFICANCE OF THE STUDY

The financial position of the firm is of special interest to a number of people. The suppliers of
capital to a firm attempt to analyse the risks and returns associated with supplying that
capital. Labour variously try to evaluate the firms ability to pay higher wages and benefits.
Government regulatory agencies establish rates and regulations based on analysis of the
financial position of given firms.

Finally, the management of the firm may analyse itself in order to identify the potential
strengths and weaknesses of the firm. All these people have to do is to evaluate the firm and
the process is called Financial Analysis.

[t is the responsibility of management of any business organisation to see that resources are
utilised efficiently and effectively, and that the firm’s financial condition is sound and
encouraging for the achievement of organisational objective. Performance should be an
indication of achievement m terms of good management of organisational resources.



The ability to predict performance 1s useful and important 10 management, investors,
creditors and individuals 1n order to take preventive measure such as changing operating
policy and re-organisation of the financial structure in case of financial distress. The
shareholders being interested in present and future earnings, naturally pay attention to the
measure of liquidity and leverage in order to determine the likelihood of a firm’s continued
existence and also evaluate its profitability.

The firm’s creditors are interested in how the firm uses its short-term loan to service its debts
in the long-run while also interested in the firms solvency. Hence management can use
financial ratios to monitor the firms position from time to time and to be able to predict future
performance. In the light of the above, this study hopefully, tends to provide a framework of
reference for investors, sharcholders, creditors, management and the entire public.

1.5 SCOPE AND LIMITATION OF THE STUDY

The study covers the pertod of five years from 1993 - 1997. It seeks to evaluate and test the
use of financial ration analysis in predicting corporate bankruptcy at it applies to bank firms.
The model employed in testing this study is professor Osaze’s index of business failure. In
this study liquidity, activity, debt and profitability ratios are adequately examined.

Some of the limitations encountered by the researcher are as follows:-

Despite the fact that financial ratios have their own analytical limitations which inevitably
applied to this study, some financial statements do not contain enough information for
accurate ratios analysis. Another is the unwillingness of the bank under study to give
adequate financial statement of their operations,

1.6 DEFINITIONS OF TERMS

The following key terms appear frequently in the course of investigation and their definitions
are useful in understanding the text.

WORKING CAPITAL MANAGEMENT: The administration of firms current assets and
financing needed to support current assets.

GROSS WORKING CAPITAL: The firm’s investment in current assets (like cash,
& . . 5
marketable securities, recetvable and inventory)

NET WORKING CAPITAL: Current asset minus current liabilities.

SHAREHOLDERS EQUITY (NET WORTH): The capital supplied by stockholders - capital
stock, paid-in capital, retained carnings and occasionally certain reserves.

RETAINED EARNINGS: The Balance Sheet account which indicates the total amount of
carnings the firm has not paid out as dividends throughout its history; these earnings have
been re-invested in the firm.



EARNING PER SHARE (EPS): The net income of the firm divided by the number of shares
of common stock outstanding. °

DIVIDEND FOR SHARE (DPS) 7; Represent The basic cash flows passed from the firms to
its stockholders.

CASH FLOW: The actual net cash, as opposed to accounting net income that flows in (or
out of) a firm during some specified periods.

WINDOW DRESSING TECHNIQUES: Techniques employed by a firm to make its
financial statements look better to credit analysis.

ASSETS * * Representing economic resources, are the valuable possessions owned by the

firm ?

o . . . .
LIABILITIES: ~ Are debts payable in future by the firms to its creditors. They represent
cconomic obligations to pay cash or provide goods or service in some future period.

ACCOUNT RECEIVABLES OR BOOK DEBTS: Are the amounts due from debtors
(Customers) to whom goods and services have been sold on credit.

BAD DEBTS:"" The debts which will never be collected.
INSOLVENCY* "' The inability to pay debt in full prior to bankrupt Act 1861.0
INSOLVENCY IN BANKRUPTCY:

Means that the liabilitics of a company exceeds its assets: In other word the network of the
Company is negative.

BANKRUPTCY: Preceding in the high court (or certain country courts) for the distribution
of the property of insolvent person among his creditors and to relieve him of the unpaid
balance of his liabilities.

LIQUIDITY: 2 The ability of an asset to be converted into cash without a significant price
concession,

LIQUIDITY RATIOS: " (1) Ratios that show the relationship of the firm’s cash and other
current assets to its current obligation (11) Ratios that measures a firm’s ability to meet short-
term obligation '

DEBT MANAGEMENT RATIOS/FINANCIAL LEVERAGE: Ratios that show the extent
to which the firm uses debt financing " (ii) The extent to which a firm uses debt financing. '

ACTIVITY RATIO/ASSET MANAGMENT RATIO: Ratios that measure how effectively
the firm is using its assets 17 (ii) A set of ratios designed to measure how effectively a firm is
managing its assets. '



PROFITABILITY RATIOS: A group of ratios showing the combined effect of liquidity,
asset management and debt management on operating results " (ii) Ratios that relates profits
to sales and measurement.

MARKET VALUE RATIOS: A set of ratios that relates the firms stock price to its earning
and book value per share, *’

ANNUAL REPORT: A report issued annually by corporations to their stockholders that
containg basic financial statements as. \\t.‘ll as management opinion of the past year’s
operations and the firm future prospect.

FINANCIAL RATIO: An index which relates two accounting numbers and is obtained by
L g 73 . . . 5
dividing one number by the other ** To new changes and avail itself to new opportunity.”

COVERAGE RATIOS: Ratios that relates the financial changes of a firm to its ability to
service or cover them.,

LIQUID ASSET: These are assets which are either cashed easily or can be converted into
cash.

DISTRESS: 7 Is the unhealthy condition of a firm.

STOCK BROKERS: Agents that deals with the exchange of stocks such as shares,
debentures and bonds.

C.B.N.: Central Bank Of Nigeria (The apex government bank).
COMMERCIAL BANKS: Bank that accept deposit from individuals and organisations.

MERCHANT BANKS: A merchant bank is a financial institution which performs wide
range of activities; financing international trade, accepting bills of exchange etc.

MORTGAGE BANKS: This 1s a banking designed to encourage financial development in
rural communities.

COMMUNITY BANKS: This is a Banking designed to encourage financial development in
Rural Areas.

EXOGENQUS FACTORS: Outside organisation factors that influenced the operation of an
organisation.

ENDOGENOUS FACTORS: Inside organisation factors that influenced the operation of an
organisation,

6
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CHAPTER TWO

CONCEPTUAL FRAME WORK

2.1 CONCEPT OF FINANCIAL RATIOS

To evaluate a firm’s financial condition and performance, the financial analyst needs to
perform “check-ups™ on various aspects of a firm’s financial health. A tool frequently used
during these check-ups is a Fancial Ratio, or Index, which relates two pieces of financial
data by dividing one quantity by the other. A ratio is defined as “the indicated quotient of
two mathematical expression” and as ™ the relationship between two or more things.”

In financial analysis, a ratio is used as an index or yardstick for evaluating the financial
position and performance of a firm.  Financial analysis is the process of identifying the
inancial strengths and weaknesses of the firm by properly establishing relationship between
the items of balance sheet and profit and loss account . Financial analysis can be undertaken
by management of the firm, or parties outside the firm such as owners, creditor, investors and
others. The nature of analysis differs depending on the interest of the analyst for example,
trade creditors: are interested in the firm’s ability to meet their claims over a very short period
of time, Their analysis is therefore, confirmed to the evaluation of the firm’s liquidity
position. The supplier of long-term debt. on the other hand, are concerned with the firms
long-term solvency and survival. They analyse the firm’s profitability over time; its ability 1o
generate cash to be able to pay interest and repay principal and the relationship between
various sources of funds (capital structure relationships). Long-term creditors do analyse the
historical financial statements, but they place more emphasis on the firm’s projected or pro-
forma financial statements to make this analysis about its future solvency and profitability.
Similarly, investors; who have invested their money in the firm’s earnings. They restore more
confidence in those firms that show steady growth in earnings. As such, they concentrate on
the analysis of the firm’s present and future profitability., They are also interested in the
firm’s financial structure to the extent that influences the firms earning ability and risk.
Moreso, the ability of the firm to pay dividends and avoid bankruptey. Finally, management
of the firm would be interested in every aspect of the financial analysis. It is their overall
responsibility to see that the resources of the firm are used most effectively and efficiently,
and that the firms financial positional is sound.

2.2 STANDARDS OF COMPARISON

The ratio analysis involves comparison for a useful interpretation of the financial statements.
A single ratio in itself docs not indicate favourable or unfavourable condition © It should be
compared with some standard of comparison which consists of:

{a) Ratios calculated from the past financial statement of the firm:



(b)
(c)

(d)

2.3

Ratios developed using the projected or pro-forma, financial statements of the firm.
Ratios of selected firms, especially the most progressive and successful, at the
same point in time, and

Ratios of the indusiry to which the firm betongs.

TYPES OF COMPARISON

There are three basic ways in which financial ratios are used.

(1)  Inacross-sectional approach and
(2)  Intime scries analysis
(3)  Current ratio (the ratio of current assets to current liabilities)

The cross sectional approach involves the comparison of different firms’ financial
ratios at the same point in time. The typical business firm is interested in how well it
has performed in relation to its competitors. If the competitors are also corporations,
then their financial siatement should be available for analysis. Often the firms
performance will be compared to that of the industry leader, This comparison may
allow the hrm to uncover major operational difference, which 1f changed, will
increase its efficiency. Another very popular type of cross-sectional comparison is 1o
compare the firm’s ratio to industry’s average.

Time-series analysis is done when the financial analyst measures a firms performance
over time. Comparison of the firm’s current performance to past performance
utilising ratio analysis allows the firm to determine whether it is progressing as
planned. Developing trends can be seen by using multi-year comparisons; a
knowledge of these trends should assist the firm in planning future operations. The
rattonale behind time series analysis is that the firm must be evalnated in relation to
its past performance, any developing trends must be 1solated, and  appropriate action
must be taken to dircctl the firm towards its immediate and long-term goals. Time
series analysis is ollen heipful in checking the reasonableness of a firm’s projected
financial statements.

A comparison of current and past ratio to those resulting from an analysis of proforma
statements may reveal discrepancies or over optimism in the pro-forma statements.

The current ratio (The ratio of current assets to current liability’s) for the present year
end could be compared with the current ratio for the preceding year end.

10



It is important to note that a single ratio does not gencrally provide sufficient information to
judge the overall performance of the firms, only when a group of ratios is used that a
reasonable judgement concerning the (irm's overall financial statement can be made. Finally,
it is necessary to make surc that the data in the financial statements being compared have
been developed in the same way.

24 TYPES OF RATIOS

The basic types of financial ratios are classified into five fundamental types:

L. Liquidity Ratio
2. Leverage Ratio/Debt management ratio
3. Activity Ratio/Assct Management ratio

4, Profitability ratio
5. Coverage Ratio

As stated earlicr no one ratio give sufficient information by which the financial condition and
performance of the firm can be judged. Only when group of ratios are analysed could a
reasonable judgement be made. Although the number of financial ratios that might be
computed increases geometrically with the amount of financial data.

However, for the purpose ol this study, we concentrate only on the important ratios.

2.4.1 LIQIDITY RATIOS

It is extremcly necessary for a firm to meet its obligations as they become due. Liquidity
ratios measure that ability of the firm to meet its current (short-term obligations}. From these
ratios, much insight can be obtained into the present cash solving of the firm and its abilily to
remain solvent in the event of adversities. The most common ratios which indicate the extent
of liquidity or lack of it are:

i) Current ratio, and

ii) Quick or Acid Test Ratio

i) Current ratio 1s given as:-

Current_Assets
Current Liabilities




The current ratio 1s a measure of the firm’s short term solvency. It indicates the extent to
which the claims of shori-term creditors are covered by assets expected to be converted to
cash in the near future . As a conventional rule, a current ratio of two to one or more is
considered satisfactory. This rule is based on the logic that in worse situation, even if the
value of current assets becomes half, the firm will be able to meet its obligation. The current
ratio represents a margin of safety, that is a “Cushion” of protection for creditors.

The higher the current ratio, the greater the margin of safety; the larger the amount of current

assets in relation to current labilities, the more the firms ability to meet its current
obligations. However, the current ratio 1s a crude and quick measure of the firm’s liquidity.

1. Quick/Acid Test Ratio:

The Acid Test (Quick) ratio is obtained by the total of quick assets divided by total
current liabilities "
Acid test (Quick) ratio is given as:

Current Assets - inventory/Stock
Current Liabilities

The acid test ratio is similar to the current ratio, except for the fact that it excludes inventory
from the firm’s current asscts. The basic assumption is that inventory is generally the least
liquid current asset and should therefore be ignored. An asset is liquid, if it can be converted
into cash immediately or reasonably soon without a loss of value. This ratio provides a more
penetrating measure of liquidity than does the current ratio. Generally a quick ratio of one to
one (1:1) is considered to represent a satisfactory current financial condition ' Again, which
is considered an acceptable value depends highly on the industry in which the company
operates.

2.4.2 LEVERAGE/DEBT MANAGEMENT RATIOS

Leverage ratios, which measure the funds supplied by owners as compared with the financing
provided by the firm’s creditors, have a number of implications ''. First, creditors look to the
equity, or owner supplied funds, to provide a margin of safety. [f owners have provided only
a small proportion of the total financing, the risks of the enterprise are borne mainly by its
creditors. Second, by raising funds through debt. the owners gain the benefits of maintaining
control with a limited investment. Third, if the firm earns more on the borrowed funds than it
pays in interest, the return to the owners is magnified '°. For example, if assets earn 10 (ten)
percent and debt cost only 8 { cight) percent, there is a 2 (two) percent differential accruing
to the stockholders. Leverage cuts both ways, however, if the return on assets fails to 3
(three) percent, the differential between that figure and the cost of debt must be made up from
equity’s share of total profits. In the first instance, assets earn more than the cost of debt, so
leverage is favourable, in the second, it is unfavourable ™,



Fourthly, between debt and equity, debt is more risky from the firms point of view. The firm
has legal obligation to pay interest to creditors irrespective of the profit made or losses
incurred by the firm. I the firm fails to pay to creditors in time, they can take legal action
against it to get payments and in extreme cases, they can take the firm into liquidation '

i Tatal Debt-to-total Asset-The debt to total assets ratio is derived by dividing a firm’s
total debt by its total assets;'

Debt to-total assets ratio is given as:

Total debt
Total Assets

The ratio of total debt to total assets, generally called debt ratio, measures the
percentage of total funds provided by creditors '“Debt is defined to include both
current habilities and long-term debt,

il. Debt-to-Equity (Networth): The debt -to-equity ratio is computed by simply dividing
the total debt of the firm (including current liabilities) by its shareholders equity.17

Debt - to - equity ratio is given as:

Total debt

Shareholders’ equity

It measures the relationship between creditors contribution and those provide by the owners.
The creditors would generally like this ratio to be low. The lower the ratio, the higher the
level of the firms™ financing that is being provided by sharcholders, and the larger is the
creditor cushion (margin of protection) in the event of shrinking asset values or outright
losses.

2.4.3. ACTIVITY/ASSET MANAGEMENT RATIOS

This is designed 1o measure how effectively a firm is managing its assets, the better the
management of asset the larger the amount of sales.'” Activity ratios are employed to
evaluate the efficiency with which the firm manages and utilises it assets. Moreso, it
involves a relationship between sales and assets. A proper balance between sales and assets
generally reflect that the assets are managed well. Several activity ratios can be calculated to
judge the effectiveness of asset utilisation.

i Inventory Turnover - Ratio,

Also called the inventory utilisation ratio, is defined as sales dividend by inventorics.



Inventory turnover ratio is given as ;

al
Inventory

The inventory turnover shows how rapidly the inventory is turning into receivable through
sales. Generally a high inventory turnover suggests a good inventory management and a
lower inventory turn-over implies excessive inventory levels than warranted by production
and sales activities, or a show moving or obsolete inventory.”

il Average Collection Period:

The average collection period {ACP) is used to appraise amounts receivable and it is

computed by dividing average daily sales into accounts receivable to find the number
. . . 2

of days that sales tied up in receivable '

ACP ratio is given as:

Receivable = R eceivable :
Average Sales per day Annnal sales/360

This indicates the length of time the firm must wait after making a sale before receiving
payment. The ACP measures the quality of debtors since it indicates the rapidity or slowness
of making payments. An cxcessive long collection period implies a very liberal and
inefficient credit and collection performance. On the other hand oo low a collection period
1S not necessarily favourable.”

iil. Receivables Turnover Ratio/Debtor Turnover Ratio:

It is obtained by dividing credit sales by average debtors ™

Debtors turnover ratio is given:

Total Assets

The total assets turnover ratio use the relative efficiency with which a firm utilises its total
assets to generate sales.”” As this ratio increases, there is more revenue generated per
Naira to the total investment in asset; so the higher the better,

2.4.4 Profitability Ratios

Profitability is the net result of a large number of policies and decisions. Profitability ratios
show the combined effects of liquidity, asset management and debt management on operating
results.” A company should earn profits to survive or grow over a long period of time.
Logically, it could be said that profit is the ultimate output of a company, and it will have no
future if it fails to make sufficient profits.””



Generally, two major types of profitability ratios are calculated:
I Profitability in relation to sales and

2. Profitability in relation to investment

PROFITABILITY IN RELATION TO SALES

It is not only important but necessary for firms to generate adequate profit on each unit of
sales. [If sales lack a sufficient margins of profit, it will be difficult for the firm to cover its
fixed cost, fixed charges on debts and earn profit for shareholders.

(1) Gross Profit Margin ratio: The gross profit margin indicates the percentage of each
sales Naira remaining after the ﬁ;rm has paid for  its goods ™ I is computed by
dividing gross profit by net sales.”’

Gross profit margin is given:

Net Sales - Cost of good sold = Gross profit
Sales Sales

It is a measure of the efficiency of firms operations, as well as an indication on how products
. 2 - . - . .

are priced. 2 The higher the gross profit margin the better and the lower the relative cost of

the merchandise sold.

(i1)  Net Profit Margin: Net profit is obtained when operating expresses interest and taxes
are subtracted from gross profit. The net profit margin ratio is measured by dividing
net profit after tax by sales.

= - 3 13
Net profit margin 1s given: -
Net profit after taxes
Sales

It measures the efficiency of the firm’s profitability. The ratio also indicates firms
capacity to withstand adverse economic conditions.

A firm with a high net margin ratio would be in an advantageous position to survive

in the face of falling prices, rising cost of production or declining demand for product
than would be the case were it to be low. Similarly, the higher the better.
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it)

iv)

PROFITABILITY IN RELATION TO INVESTMENT (ROI)

Making profit is not just enough, 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, 1t may be misusing its assets.

Return on investment/Return of total Assets ratio:

Measures the overall effectiveness of judgement in generating profit with its available
4 o 15

assets. It is calculated as follows,™

RIO/Return on total asset is given:

Net profit after taxes
Total Asset

The term investment may refer to the total asset or net assets, This ratio measures the
rate of return on investment (ROI), or return on assets. The higher the firm’s return
on investment the better.

Return on shareholders’ equity (Net worth) or ROE:
The ratio {ROE) compares net profit after taxes (Minus preferred stock dividends,

- . " . - 10 .
if any) to the equity that shareholders have invested in the firm " It is computed as
follows:

Return on equity (ROE) is given as:

after Net Profit taxes

Shareholders equity

Common sharcholders are entitled to residual profit.  The rate of common dividend 1s not
" . . . F = a0 - "
fixed; the earnings may be distributed or retained in the business.”™ A high return on equity
often reflects, the firm’s acceptance of strong investment opportunities and effective expenses
management.

2.4.5

COVERAGE RATIOSN

Debt ratios as earlier discussed are static, and fail to indicate the firm’s ability to meet interest

i 4l . . ; Ao :

obligations™ Coverage ratio are designed to relates the financial charges of a firm to its
‘e . )

ability to service, or cover them

Time interest eamed ** OR interest coverage ratio."'is  determined by  dividing
carnings before interest and taxed EBIT by the interest charge,
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TIE or interest coverage ratio is given by:

EBIT A
Interest charges

The ratio serves as one measure of the firm’s ability to meet its interest payments and thus
avoid bankruptey.”  Failure to meet annual interest cost can bring legal action by the firms
creditors, possibly resulting in bankruptcy.™ In general, the higher the ratio, the greater the
likelihood that the company cover is interest payments without difficulty. It also sheds some
light on the firm’s capacity to take on new debt.

.,

5 Total debt coverage ratio:

This ratio is similar to the interest coverage ratio above, except that it measure not only the
firm ability to pay its interest charges but also its ability to repay the principal of loans or
make sinking funds payments.

Total debt coverage ratio is given by: EBIT g
Interest + Principal

I-T

Wheret = Tax rate

The reason for principal repayment by I-T is that interest is paid before tax and since both are
ta be used as denominators, then, the lower the ratio the more risky, that is, from the point of
view of the creditor. And the higher the ratio the better for both the owners and the creditors.

2.5 LIMITATIONS OF RATIO ANALYSIS
Although ratios are exceptionally useful tools, they do have hmitation and must be
used with caution. First, the following are some of the limitation of the ratio analysis.

. First, ratios are constructed accounting data, which are subject to  different
interpretations and even to manipulation. For example, two firms may use different
depreciation methods or inventory valuation methods, and depending on the
procedures followed, reported profit can be raised or lowered.

2. A Financial Manager must also be cautious in judging whether a particular ratio is

*good™ or “bad”, as well as i forming a composite judgement about a firm on the
basis of a set of ratios.



1

0,

2.6

For example, a higher inventory turmnover ratio could indicate efficient inventory.
Management, but it could also indicate a serious shortage of inventories and suggest
the likelihood of the firm’s running out of items in demand.

When financial ratio analysis indicates that the patterns of a firm depart from its
industry norms, this is not an absolutely certain indication that something is wrong
with the firm.

Conversely conformance to industry composite ratios does not ¢stablish with certainty
that the firm 1s performing normally and is being managed well.

Another limitation of ratio analysis arises from the fact that the methodology is
univariate - that is, each ratio is examined in isolation, and the combined effects of
several ratios are estimated  solely on the judgement of the financial analyst.

The ratios are generally calculated from past financial statement and thus are no
P e 48
indicators of factor.

When firms use difficult operating and accounting procedures, it maybe difficult 1o
compare their ratios.

The situations of companies are never the same. Similarly, the factors influencing the
performance of a company (n one year may change in  another vyear.Thus, the
comparison of the ratios of two companies becomes difficult and meaningless when
they are operating in different situations.

There is no industry standard as always recommended. To overcome this shortcoming
of rationalists, rescarchers have combine different ratios to form predictive models.
The statistical methods most commonly used for this purpose are:

i) Regression analysis, in which past data are used to predict future values of
dependent variable, and

1) Discriminate analysis, in which an index is calculated for firm and then used
to classify it with regard to its overall financial strength.””

DISCRIMINATE ANALYSIS APPROACH

A number of empirical studies have tested the predictive power of financial ratios. Reliance
on certain ratios depends on the analyst’s perception of their predictive power relative to the
problem at hand: a perception based on either subjective beliefs or empirical analysis. Most
estimates of the predictive power of financial ratios are based on the analyst’s past experience
with them. By their very nature, then these estimates tend to be subjective and to differ from
one analysis to the other.'Since the beginning of the development of financial ratios,
different researchers have in different studies discovered some predictive power of financial
ratio and they are as follows:

1.(a)

Financial ratios and corporate failure



2.(b) Financial ratios and corporate risk
3.(¢) Financial ratios and bond rating
4.(d) Financial ratios and rapid growth and profitability firms

5.4¢) The usefulness of financial ratios to investors in common stock.

FINANCIAL RATIOS AND CORPORATE FAILURE

Past research on the ability of financial ratio to predict some sort of business failure is
reviewed as follows:

First, the predictor power of individual ratios based on either the ratios trend or its magnitude
and the second category or predictive ability studies. Utilised a multivariate approach.
Relying primarily on the statistical techniques, discriminate analysis researchers have been
able to use sets of ratios to predict the continuation or otherwise of the firm. The works of
the following people in the first category are taken into consideration,

Smtith and Winakon (1935) " studied a sample of 182 {irms which have experienced financial
difficulties during the period of 1923-31 and had failed by 1931. They analysed the prior ten
years trends of  the means of 21 ratios and concluded that the ratio of net working capital to
total assets, whose decline began ten years before the occurrence of financial difficulties, was
the most accurate and steady indicator of failure. Actually their data indicated that the long-
term solvency ratios were equally good indicators.

Fitz Patrick (1931 and 1932) - Followed a different approach by analysing the prior three
to five years trends of thirteen ratios of twenty firms that had failed during 1920-29. He
studied the data on a case-by-case method of analysis and followed it up by comparative
analysis and matched sample of nineteen successful firms. He concluded that his ratios
predicted failure to some extent through declining trends, but his best predictors were the net
profit to net worth and the net worth to total debt ratios.

Charles L. Merwin (1942). Both of the above studies were culminated in Merwinn’s study of
a sample of 939. Firms in the period 1926-36. He divided his sample into two groups
“continuing” (Successful) and “discontinuing” (unsuccessful) firms and analysed number of
ratios of each group. He accomplished this by comparing industry mean ratios of
discontinuing firms with “estimated normal™ ratios which were estimates of what the
discontinuing firms ratios would have been had they maintained the same average ratios as
continuing firms. He concluded that three ratios were very sensitive predictors of
discontinuance, up to as four to five in some instances, These ratios were net working capital
to total assets, net worth to total dept and the current ratio. They all exhibited declining
trends before discontinuance and were also below the estimated normal ratios.
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Beaver (1967) Considered a sample of seventy-nine (79) large firms that failed and compared
with corresponding non-failed companies of the same size and industry. The data collected
were for the same years. These samples were used to test the predictive ability of thirty
financial ratios. The mean values of the ratios for the two samples were compared over the
five years prior to failure. He discovered that the mean ratios of the failed firms differs
significantly from that for the non-failed firms. It also deteriorated markedly as failure
approach. In another study, Beaned (1968) examined the ability to predict failure from
changes in market price of stock comprising of four ratios: cash flow to total liabilities, net
income to total assets, total dept to total assets with the market behaviours of price on a
sample of seventy-nine (79) failed and corresponding number of non-failed firms of
approximately same size and Industry. He found that the median market price of the failed
companies. The largest price decline occurred in the final year. Beaver concluded that
investors adjust stock prices to the deteriorating condition of falling companies. Moreover, he
found the evidence to be consistent with investors assessing likelihood for failure on the basis
of financial ratios.

Daniel (1968)  Employed correction factor analysis and wise regression to select financial
statement data and ratios which best correlated with failure and non failure as the dependent
variable. The discriminate function was found to have considerable power in identifying
failing firms.

Dealing (1972) ° Using fourteen ratios, studied a pair of thirty two failed and non failed
firms for the period between 1964-70 in a discriminant function and he discovered that he
could predict bankruptey three years before the failure,

Administer (1972)™° Tested the predictive ability of financial ratios on small business starting
with fifteen ratios. He concluded that quick assets to correct liabilitics, working capital to
sales, net income plus depreciation and amortisation to current liabilities, net worth tassels,
current liabilities to net worth, inventory to sales incorporated in discriminant function
predicted failure for up to three years on commutative data analysis.

Wilcox (1973)57 used a pair samples of fifty failed and non-failed firms over a period of
1949-7. He adjusted both the cash position and cash flow for both samples and used the
gambler’s run model in which he ranked the risk of bankruptey of all firms in the sample for
five years prior to failure,

Mover (1977)58  Employed Altman’s discriminant functions of ratios as parameters
generated from a different period (1946-65) on a newly generated data (1965-75) and found
that the predictive ability of the model has dropped considerably. He found that the
predictive ability of the model to be increasing as he excluded “Super flows™ variable from it.
He also found the model to be a better failure predictor than other models when he compared
them.
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Altman (1968)59 used mulliple discriminant analysis (MDA) as no one particular ratio is
strong enough to measurc the performance of a firm. Altman therefore used various ratios on
varabic tn a discriminant function to predict and categorise finms into banrkrupt and non-
bankrupt. He took 22 ratios and submitted them to linear Discriminant approach (LDA) and
came out with * ratios.

He took 66 organisations, 33 bankruptcy and 33 non-bankruptcy and mixed them up. Then,

finally calculated their Z values He defined Z as the overall index or baromcter or the
temperature and finally arrived at the following:

Z=alxl+a2x2+a3+3 adxd+a5x5

Z=012x1+0014x2+0033x3+0006x4+099x5

Where x1 = The ratio of working capital to total assets
%2 = Retained earning to total assets
x3 = EBIT to total assets
x4 = Market value of equity to Book value of total debt

x5 = Sales to total assets

Altman vuscd Z valucs as follows:
If Z valuc is greater than 2,99, the firm is healthy

If Z value is less than 1.81 then, the firm is bankrupt.

He later discovered the critical or grey zone to be 2.675 and maintained that any Z above
2.675 is non-bankrupt firm below 2.675 to be bankrupt.

Lastly, He discovered that he could predict bankrupicy with an accuracy of 50,72 and 95%
for the third, sccond and first year prior to failure respectively. The model was extremely
accuratc in classifying 95% of the total sample correct. A type 1 crror occurs when we
classify a firm as healthy when it is actually bankrupt. A type 11 error also results when a
firm is classified as bankrupt when actually it is healthy.

Altman, Haldman and Narayana (1977)_60 , reviewed Altman’s study and adopted it to the

- period 1969-75. They uscd a sample of fifty-three (53) failed and fifty-eight (58) non failed
firms including retailing firms. They employed factor analysis and seventy variables which
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were reduced to current ratio, the size of total asscts, interest ration, retained earning, return
on assets (not income to total assets) and cquity fo total assets. This was incorporated in a
discriminant {unction and the model predicted failure with 96 and 70% in the last year and
the year prior to failure respectively,

FAILURE RATIOS AND CORPORATE RISK

Most of the studics in the arca of prediction of corporate risk by means of financial ratios
were concluded in the 1970s, The following studies are considered useful to that effect.

Qgler (1970)61,

Developed a credit scoring modcl for commercial bank loans using twenty one ratios selected
from all but valuation ratios category. He found that he could predict good loans with some
degree of success. This could be considered as a risk measure for investors.

ATHMAN ETAL (1974) 67

Used discriminant analysis on [orty-one (41) ratios and use data on 134 firms. Thoey
discovered their model to be useful predictor of risky loans (those with repayment problems).

FALK AND HEINTS (1975) 63

Analysed forty-one industrics for iwo years 1971-72 using average total assets 1o sales, total
assets to working capital and average accounts receivable to sales, as a composite index for
each of the industries. Their aim was to analyse the characteristics of each industry asg
reflected in its financial ratios as to be able to rank them according to risk. They succeeded
in ranking a number of industries based on above facts.

FINANCIAL RATIOS AND BOND RATING

A study by_Hickman (1948)64 studied the return on corporate bond issued betwcen 1900-
1943. He concluded that time inierest earncd ratio and net profit to sales ratio were useful
predictors of defaults on bond issues, whether used jointly or separatcly. The firms with
higher ratio went into default less frequently than those with lower ratios.

SAULNIER EBTAL (1958)%°

Studied the U.S federal landing and loan insurance for the period of 1934-51 and conciude of
that firms lwits very low current ratio, net worth to total debt ratios were more likely to
default on loans. Also, firms with deteriorating current ratios prior to borrowing defaulted
about twice as often as those with stable or increasing ratios.
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MOQRE AND ATKINSON (1961).%°

Examincd the aggregate data involving change in bank credit use and financial ratios during
1955-57. They found that finms with higher current ratio and working capital 1o tota} assets,
net work to total debt and nct profits to net work ratios increased their usc of credit more than
other firms.

WQJEN LOWFER (1962) "

Examined the quality of bank loans and analysed those loan that were criticised loans by
banks in 1957 from threc o total assets debt 1o total capital, cocfficient of variation to total
assets, net income to interest and net profit to total assets. This analysis was limited to
investment bonds as moody rating.

WESTERN (1970)"

Used a multiple rcgression model counting four variables, the logarithms of earning
variability, period of solvency market value of all bonds outstanding and market value of
stock 1o debt ratio, to predict up to sixty-two percent of the actual rating by moody’s.

PINCHES AND MINGO (1673) ™

Analysed 182 bond for one year, 1967. Financial data were calculated on thirty-five different
variables. They used factor analysis and M-group multiple discriminant analysis, and they
devcioped a modcl consisting of six variables subordination (which represents the legal status
of bonds) year of consccutive dividends issue size (this indicated that bond ratings and the
size of bond issue are relaled, net income plus interest to inters (coverage ratio) five years
means of long term debt or total asset (measuring capital structure) and net income to total
asscts. The modcl grouped 182 bonds with 69.7 percent success of actual bond rating by
moody.

RATIO AND RAPID GROWTH FINANCIAL AND PROFITABILITY FIRMS

Some of the notable works conducted 1n this area are as foilows:
Horrigan (1965) 7,

Determined that some shot-term liquidity and profitable and unprofitable firms, that the
profitable {irms showing higher ratios but capital turnover ratios were not significantly
dilfercat.

Jackend - Off (1962) ™

Found that financial ratios consistently and clearly distinguished between profitable and
unprofitable firms in the period of 1949-1955. The current ratio, the working capital to total
assets and net work to total debt ratios of profitable fitms were consistently higher but the

T——
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relationship of total assets to tum over appeared to be inverse to the size of the firms. In |
another study of various trade industries in 1956, it indicated that short-term liquidity and
long-term solvency ratios of profitable firms were higher, profit margins and inventory

turnover of profitable trade concerns were also higher but working capital turmmover was
lower.

Osaze (1981) ™ In a study on financing rapid growth firms in Nigeria discovered that ratios
adequately discriminated between growing and non growing firm.

THE USEFULNESS OF FINANCIAL RATIOS TO INVESTORS IN COMMON STOCK

O connor (1923) 7°

Used corrclation analysis to reduce from 33 to 10 ratios, the number of variables employed in
his mode] for predicting average investors rate of relurn on common stock and noted that a
generally (i.e. less than (.25) inter-connections existed between the 10 indicated potential
effcctiveness as prediciors. It should be noted, however that O’connor research is only on
record for its conclusion has been rejected by a researcher Abdul-Khalik the regression
equation and the cstimated parameter used by O’connor were invalid for the prediction they
were meant. He went on to give his reasons (three) for the assertion he made these reason
were accepted by the first rescarchers and others.

RECENT DEVELOPMENTS IN FINACTAL RATIOS

Investment decision have assumed on important position in the development of financial
management, where the first contribution have been made in the area of financial ratio
analysis to provide more accurate tools of asscssing business performance. The prominent
among which is univariate and multivariate analysis most of this have to do with corporate
bankruptcy.

UNIVARIATE ANALYSIS

This approach is called Data Analysis. The analysis examines the association between
selative risk measures of security and a single accurating variable, The unvariate analysis
requires comparing earning with the earings of the other firms, just as ratios are compared
~ with industrial average. The unvariate analysis was first published by Hall and Brown ,1969.
~ When they examined 269 {irms quoted on New York Stock Exchange (NYSE) over the
period between 1964 and 19066.



MULTIVARIATE ANALYSIS

As an extension of financial ratio analysis, multivariate analysis deals with the predictor of
corporate bankruptcy. There are many contributions, but the most prominent is Edward .
Altman’s (1968) 7 multi discriminant analysis (MDA). It is not possible to predict the
overall financial health of an organisation by using single ratio, Altman, therefore, uses
various ratios on the variable in a discriminent function to categorise borrowers into two
groups. Those that did and those that did not go bankrupt.

BSLUM (1974) ™

Developed the failing company model. Using 115 failed and 115 non failed firms during
1954-1968. He selected for each firm in his sample a firm that did not in the same industry,
of approximately the same asset size, number of employees; and collected data for the fiscal
years.

His conclusion was that the model he used distinguished failing from non-failing firms with
accuracy of approximately 94% when failure occurred are of year from the last financial
statement date. The model was also 50% correct in predicting failure two years before its
oceurrence and 70% for three, four, five years prior to actual failure. The failing company
model of Blum is provided below

(1) Liquidity:-

(a) Short-term liguidity flow:

(1) The ** quick flow ratio” that is cash + note receivable

marketable sceurities + {annual sales) (cost of goods sold

- depreciation expenses 12 position,

(2) Net quick asset/inventory



(b)  Long-term liguidity flow:-

(3)
4
(5)
©)

{7)
(8)
9

(10-12)Standard deviation, trend breaks and scope of the ratio: net quick assets to inventory
variables 10, 11 and 12 are only used for the first and second before failure.

Cash flow 1 total liabilitics

Networth at fair market value 1 total liabilities
Net worth at book value 1 total liabilities
Profitability Rate of return io common stockholder
who tnvest from minimum of three years.
Standard deviation of net income over a period
Trend broads for net income

Scope for net income

OSAZE’S (1985) INDEX_OF RISK "

This is a financial composite index for predicting corporate failure in Nigeria, The index
was developed specially for use in development countrics like Nigeria 1o compensate for the
loo much reliancc in financial ratio analysis and other medels developed in Europe and
America for prediction of risk in a business or more clearly corporale failure. A detailed

analysis is shown in chapter 4.
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CHAPTER THREE

NVIRONMENT AND BANKING DISTRESS

In the last five years or so several terminologlies have been used to describe the state of
health of Nigerian banks and other non-bank financial institutions. These terminologies
include unhealthy, distress, technical insolvency etc. But the most commonly used term
among all the available alternative 1s distress. However, form monetary and financial point
of view the health of a financial institution is most aptly described by the terms solvency
insolvency and liquidity/illiquidity. Selvency can be defined as the ability of a bank to
adequately meet its long term obligations to its customers and banking public, while
liquidity is the ability of a bank to meet its daily obligations to its customers.

Since the commencement of deregulation in 1986 the Nigerian financial industry has
witnessed tremendous growth in terms of numbers, volume and value of transactions. This,
coupled with the upsurge in the number of banks, 500 finance houses, 256 primary mortgage
institutions about 200 burcau de change. hundreds of community banks, stock brokers,
issuing houses, ete. led to stiffer competitions in the industry. Also this unrestricted
explosion generated unethical activities and sharp practices with cut-throat competition for
survival. In short, the financial sector became a battlefield for the survival of the fittest, with
financial institution being lorced to take higher risks,

Usually, risks if not well calculated lead, ab-imtio to the depletion of financial assets.
However, in the financial sector, especially the banks, the degree of investments (risks) is
influenced by depositors funds which are short-term in nature. Thus, for a bank to survive it
must have the ability to meet its depositors” demand. Inability of any bank to meet this
customers” obligation as at when due portends a financial problem.

Typically, financial problems manifest in distress or unhealthy position. The reason for this
is simple. An establishment which is unhealthy in the short-run may likely become distressed
in the long-run. As mentioned earlier, the two most fundamental problems of a distressed
financial institution are illiquidity and insolvency. There is, often, a causal relationship
between the two - when the problem of liquidity persists for a very long time, it could lead to
forceful sale of assets below their market values. Such forced sales when so large, could lead
lo insolvency.
Basically, financial distress can manifest itself in any of the following ways:
1) [Miquidity resulting in increased demand for resources which cannot be met

in the short-run.

i) Assets liabilities mismatch resulting from poor portfolio management.

i) Negative net worth which may be covered up by paper profit.
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iv) Inproportionately high operating cost resulting from over staffing, over branching,
Jumbo remuneration packages, internal controls and erection of prestigious office.
and other white elephant projects.

v) Deterioration in the portfolio due to accumulation of bad debts and

vi) Management ineptitude - lack of experience, drive and integrity .’

In assessing the financial condition of a bank, it is customary to evaluate its capital adequacy,
its asset quality, its quality of management (and staff), its level of earnings and the adequacy
of its liquidity. Also, experience has shown in Nigeria that ownership structure and type of
banks are important factors in explaining the financial condition of a bank. [t is sometimes
sufficient to evaluate capital adeguacy, asset and management quality of a bank because these
indices determine the earning level and liquidity position.’

3.1 NATURE OF DISTRESS IN BANKING INSTITUTIONS

Up to the middle of 1980s, banking was a respected profession in Nigeria. But with the
proliferation of banks from the late 80s and unto the early 90s the quality of banking services
started to deteriorate, especially the confidence and ability of banks to honour their
obligations to their numerous clients, Great moral decadence, favouritism, avarice, etc.,
became the order of the day. Management neglect of generally approved standards becomes
so rampant that the public confidence in the banking institution became greatly eroded.

Deception, distortion and fatlure to make full disclosure became a way of life in these banks.
It came to a point where the inevitable could no longer be postponed, the bubble burst, hence
the distress in the industry.

Since 1992, the incidence of financial distress among financial institutions has become
rampant. Operators in all secgments of the financial services market have had to cry aloud as
their ability to resist further economic financial and political turmoil waned considerably.
Commercial and merchant banks, finance houses, community and mortgage banks all have
traces of the distress symptom. A good number of financial institution have already gone
under while some others are barely managing to maintain a patchy existence, Currently
about 50% of banks and non-bank institutions are distressed.

However, distress in banks and other financial institutions is not a financial phenomenon that
is peculiar to Nigeria, rather it is a world wide phenomenon which did occur in Nigeria in the
early years of banking.

Distress of a financial institution does not occur overnight. 11 is a gradual process of dccaj\/
and degeneration which can be corrected if adequate palliative measures are taken promptly.



Before any bank or finance institution can be classified as distressed using any of the

common nomenclature, it must have been examined and rated using the bank examination
e ey &

criteria of CAMEL.

C - Capital Adequacy

A - Assel Quality

M - Management Competence
E - Earning Strength and

¥ - Liquidity Sufficiency

These parameters adequately cover every factor required for a sound bank management.
Hence the nature of distress can be determined by the severity of the rating. [t is therefore
necessary at this point to examine these parameters one after the other.

3.2.1 CAPITAL ADEQUACY

This is a measure of solvency i.e. the ability of the capital of the financial institution to meet
the assets acquired. A banks capital is normally defined as the shareholder or equity funds
available to the bank. Such shareholders funds include :

(1)  Paid up capital

(2) Retained earnings

(3) Share premium

(4) Statutory reserves and

(5) The general reserve all free provisions.

Capital adequacy can be measured by the following ratios:

1) Total Capital

Total Assets
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i) Total Capital
Total Deposits

iii) Total Capital
Risk Adjusted Asscts .

V) Total Capital

Total Loans & Advances

v) Total Capital

Fixed Assets

These ratios can be computed [rom the financial statements or balance sheets of the finaacial
institution. The total capital to total assets ratio is particularly informative as the bank is
expected to finance its fixed assets from its internal capital.

3.2.2 ASSET QUALITY

Bank assels determined the extent to which the bank can perform its primary function of
credit delivery. Numerically a bank’s assets are the summation of its labilities and its net
worth or capital. There is no gain saying that the survival of a bank depends on its ability to
acquire the right kinds of assets as well as maintain the right structure and portfolio assets.
The key to sound bank management thus lie in possessing assets of the highest yield
potentials counter balanced by assets adequate liquidity.

The structure of a bank’s assets can be divided into three groups namely:
i Ligquid Assets and Short-term funds

These are assels which are either cash or can easily be converted into cash. These
assets are kept in liquid form both for satisfying CBN requirement as well as to
provide ready cash for daily transactionary needs of customers, The liquidity index of
a bank measurg by the ratio:

Casht and short-term fund

Total Assets
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ii)

It should be noted that because cash on its own cannot generate income, a highly

liquid bank may not likely be very profitable if it is not having enough investments in
Income earning assets.

INCOME Earning Assets

These are asseis that are acquired for the purpose of generating income. These assets
are selected for their mcome potentials inaddition to maintaining an acceptable level
of risk exposure and guarantee of recovery when the need arises.

The earning power of the bank is measured by the ratio of

Income Earning Assets
Total Assets

The higher the ratio the higher the profitability of a bank. Therefore, banks maximise
their earning ability by investing the greater part of their assets in [EA.
Non-income earning assets

These are non- income generating properties. They are are either operational assets or
fixed assets such as building, computer, vehicles, etc,

3.2.3 MANAGEMENT COMPETENCY

Management of a bank or any other enterprises can be said 10 be entrepreneurial spirit behind
it which optimally utilises the resources at its disposal to meet its objectives of rendering
excellent services, securing customers deposits and making profits. Some of the indices used
to assess good management in bank include the following:

)
i)
i)

1v)

v)

Vi)

Professional competence
Adherence to banking policies and regulations
Controlling all costs e.g. cost of funds and administrative  costs.

Cognitive initiative to strategically forecast and plan to meet the dynamic economic
environment.

Compliance with properly established internal checks and balances

Sterling leadership qualities which motivate employees to put in their best.



Any management that optimally satisfies these requirements must be good enough to put
bank on sound footing. Apart from these qualitative measures management performance can
be technically adjudged based on the following criteria: Capital, Growth rate, Earnings
Level, Asset quality, level of fraud, etc.

3.2.4 EARNINGS STRENGTH

This is the ability of the bank or financial institution to make money and subsequently make
profit. It is obvious that a company or any business enterprise will not survive if it fails to
make profit ensures its survival, both in the short and long run.

The caming strength of a bank can be evaluated by compiling certain ratios from the banks
financial statement, such ratio will include:

i) Total Earnings v) Profit before tax
Total Assets Total Capital
i) Toral Earnings vi) Profit before T
Toral Capital Total Number of staff
iii) Total Earnings Vi) Profit before tax
Fixed Asseis Total No. of Management staff
iv) Profit before tax viii) Profit before rax
Total Assets Total number of branches

3.2.5 LIQUIDITY SUFFICIENCY

Bank liquidity can be determined by the level of liquid assets it has. Such liguid assets like
cash and other short term funds can be employed in meeting the bank’s transactionary need,
precautionary needs against unforeseen demand for cash and CBN liquidity ratio
requirements.

As is the case with other rating factors, this can also be evaluated by generating appropriate
ratios from the balance sheet figures. These ratio will include:

i N

i) Total funds on call
Total liahilities

Does the bank have to resort to overnight borrowing in order to cover its position with the
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CBN or its bankers? Is it a regular feature or a once only feature? While a bank must
maintain adcquate liquid funds, cxcessive liquidity is not in the best interest of the bank.5

3.3. THEOQRETICAL BASIS FOR BANK DISTRESS

A number of theoretical explanations have been offered in recent times for distress among
financial institutions. Prominent among such theories are:

1) The business cycle theory
2) Credit market conditions Approach

3) Monetary Approach

(1) THE BUSINESS CYCLE THEORY

This theory holds that the financial environment responds endogenously to the state of the
business cycle or to some displacement that opens up opportunities for profit. This means
that financial institutions or businesses are generally more vulnerable to economic shocks
during the period of cxpansion while this does not imply thai financial crisis occur at the peak
of the bu{sincss cycle, it suggests that crisis results from systematic forces that develop near
the peak.”

(2) CREDIT MARKET CONDITIONS APPROACH

The basic argument here is that since the demand for credit is intcrest inclastic, at the peak of
busingss cycle, any interruption of the supply of credit would trigger a business down-fall. In
Nigeria, the high rate of interest on bank credit created debt servicing problems and resulted
in the accumulation of bad debt by banks.’

3) MONETARY APPROACH

Fricdman (1963} : _

Advocated that financial crisis need not occur at any particular stage of the business cycle but
could develop whenever the central bank’s control of the money supply or reserve money is
erratic and results in excessive monetary tightening. Banks are suddenly forced to sell assets
in order to obtain necded reserves. This forced sale of assets reduced their price, raises bank
interest rates, threatens bank solvency and reduces confidence Indeced some experts point to
such crratic monetary policics of the CBN as the frequent usc of stabilisation securities as
having contributed significantly to the current distress in the financial sector.®

37



3.4  CAUSES AND SYMPTOMS OF DISTRESS

Many factors account for the distress situation in our financial environment. These factors are
cither exogenous (outside the control of the bank) or endogenous (factors within the banking
industry). These factors are examined one after the other.”

EXOGENOUS FACTORS

/. Adverse Economic Conditions

The performance of any economy has a direct impact on the financial sector. The economic
down-turn since the early 1980s is reflected by high inflation. Large fiscal deficits, a heavy
debt burden and slow growth arising from the stress in the economy. This resulted in many
borrower not heing able to service their loans thereby making financial institutions to develop
virus. The inability of borrowers to repay their loans give rise to poor quality assets, lower
carnings and general illiquidity. 10

2 Policy Environment

The monetary and fiscal policies of Nigeria have always changed at such a pace that both
players and spectators were at a time confused. Some have been so harsh and unfavourable
that they left unhealed scars on the banking sector. Among the various unfavourable policy
measures taken., three stand out as having had the most influence on the present level of
distress in banks. They are:

1) The Abrupt withdrawal of the public funds from banks in 1989,

Apart from denying the banks the biggest source of loanable funds, this
measure was viewed by the banking public as a sign of official mistrust. If the
government that hcensed these banks cannot trust them, who else is expected
to trust them. This, to some experts, is the genesis of bank failure of today.

i) The use of stabilisation securities and the system of foreign Exchange

Stabilisation securities are instruments of indirect monetary control which is a
rigid form of open market operations. The  securities re-issued by CBN and
are directly allocated to banks without any option or choice, at a price
determined by the CBN. Frequent use of this measure renders the banks
illiguid. Similarly, the AFAM requirement that banks deposit the Naira
equivalent of the forex demand in CBN before each intervention contributes to
their illiquidity. In fact the 1994 CBN money and credit guidelines confirmed
the as one of the causes of illiquidity in banks.
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iii) Enactments Of Money Laundecering Decree

This decree set limits on cash payment through a commercial bank by a person and
corporate units to  #500,000 and #2 million respectively, and to report payments
above that limit to CBN and NDLEA. It also empowers the NDLEA to place any
bank account under surveillance and may tap telephone lines and have access to
bank’s computer data. This decree had discouraged many traders who handle large
amounts of cash from passing it through the banking system, thereby denying it much
desired liquidity.

;2 Deregulation of the Financial System

The ware of deregulation currently sweeping the industry had also impacted on the health of
some banks. It has brought about increased competition and innovation with visible traces of
strain on the financial system. Some f{inancial institutions, that had previously been protected
from competition do not have the management expertise to survive in an increasing complex,
volatile and competitive market resulting from the deregulation exercise.’’

EN NOUS FACTORS ' PR AR
A Under Capitalisation "’

Apart from the initial capital provided by shareholders most of the banks did not have more
capital injection one would read in the papers that bank “A™ has increased its share capital
from amount “Y” to “X" million Naira paid up 80% of this amount of increase. But deep
down the records i1s new funds were paid. All were a cover up, deceiving people (investors or
depositors) who rushed to the banks as being financially healthy. Yet all was a white wash or
window dressing. In fact, some of the initial capital had been eroded by over drawing of
loans granted to directors above the statutory lending limits allowable to
directors/sharcholders of the banks.

2. Board Room Crisis

There are often serious conflicts of interest among the directors. The Directors and their
companies are major borrowers of depositers funds. These conflicts of interests led to the rat
race at the expense of the banks development and progress. Some of the directors lack
vision and business acumen hence they lack the capacity for strategic or long term planning
required for continuity and stability of a business entity. They employed all shades of
characters without clean credentials. These fellows are incompetent and inexperience to
assume very senior position in the banks. Some who are competent for the job allowed
themselves to be used and this landed them into trouble.

39



Inputs from experienced expert stafl in various field within the system, were not harnessed to

enable proper appraisal on the financial and technical viability of such decisions. Most of the

time, and of the thumb approach in decision making process was adopted and failure was the
13

result,”

. A Employment of Chief Executive Officer

For appointment to the post of a chief executive officer of a bank, it is required that apart
from the requisite qualification, the person must be a high calibre staff with high moral
integrity: the person must have acquired sound experience in various facets of banking: most
essentially a sense of humour required to carry other along. “He who governs others, first
should be a master of himself”. Some worked in one or two departments, the number of vears
required just for experience to qualify for this position. Some never even become branch
managers-a position which could have exposed them to more facets of banking. This was
not the case as some who were even exposed, lacked words, discipline and leadership
qualities."?

4. Employment of Retired Staff by Chief Executive Officer:

One of the conditions the CEOS usually present to their Board when negotiating their
employment is to be allowed to employ their trusted and capable hands who they feel will
produce the needed results. Some of these supposed trusted hands have been discovered to a
ploy to deceive the board. Their employment is to clear grounds to enable them carry out
whatever they intended to do and consolidate themselves financially. These purported trusted
capable hands; associates wolves and mercenaries, are placed in strategic positions, they in
turn bring in their own lovalists also. Dividend loyaity is illegal in any establishment, if at ail
it should be done discretely. But this is openly done without regard to ownership of the
banks. In doing all these, many good and dedicated staff who are more experienced than
these staff brought in are relegated to the background. Hence frustration, low morale and
demotivation. Latent, negative informal organisation that hinder the progress of the banks are
developed. Usually employee morale and motivation are positively gingered if those
employed for higher positions are more knowledgeable and verse on the job. Some of them
who are brought in and made branch managers, never made profit in the respective branch,
they manned and are less concerned and shameless in their dealings. This shows that they are
only after the benefit of the position and not the work therein. A good manager without any
sinister motive can always work anywhere and with any competent and dedicated stafT to
achieve the best. Some of them forget that if the banks progresses, their rating go up. But if
the banks go under, they sink with the bank. "

40



5. Other Staff Employment

Generally, staff of different characters are hired. No proper screcning took place. some arc
hired on the basis of mere references on call cards. Because of this, general attitude to work is
deplorable. Some regard themselves as sacred cows, Rules of the organisation are flouted.
There is no regard to discipline or decorum staff believe in god-fatherism.

Some made management stalf abuse positions because of their lust for the opposite sex, they
go for anything in skirts and losc their sense of judgement and rationalily. They go {o the
extent of displacing fellow innocent dedicated subordinatc male staff on fabricated, flimsy
excuses to pave way for nincompoop female secret lovers. In this kind of situation, they can
not manage well or effect discipline on the staff.'® '

6. Staff Union

This has never been allowed to exist in the new generation banks which arc now mostly
distressed. The cxistence of Staff Unions in older banks madc contributions to staff welfare.
Staff unions act as check on certain decisions which are not based on equity.17

7. Ethnicity

Ethnic bias in appointiments and placements to distress in that inexperienced hands were
place in sensitive pasitions requiring tested, experienced hands. Some top management staff
tried to fill almost all the vacancies available with people from their own ethnic group
without regard to competence.

The greatest harm done to the banking system is that people who should have no business
working in banks in the sense that they have no natural calling or inclination at all have found
their way into the bank. They therefore bastardise and lower standards with-in the system. '8

SYMPTOMS OF DISTRESS

Financial distress does not come in one swoop.lt is important therefore to identify the early
warning signals that can help both management and regulatory authorities to take decisive
steps to stem the problems.”

The following are some of the negative trends evidencing potential distress In banks,”

i} Smail loan losses:1f persistent they can gradually leave a bank unable to honour
jits obligations.
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i)

i)

v)

v)

Vi)
Vi)
viil)

iX)

3.5

Drop in earnings: The net interest margin must be watched for a significant drop
could be an indicator of potential distress.

High staff Turnover: High turnover of personnel, particular at the top and middle
cadre management levels may be one of the early signals of stress.

Recovering liquidity constraints: Frequent liquidity shortfalls may be the signal of a
deep rooted problem.

Exit of some major Depositors: The lose of major industry names could be as a result
of a weekend competitive ability in the market.

Growing incidence of fraud/weak internal structure
Inability 10 meet statutory ratios
Negative examination comments

Inadequate capital cushion, eic.

REMEDIES FOR DISTRESSED BANKS AND THEIR CUSTOMERS

Having identified the causes of financial distress, it is necessary 10 suggest possible solution
{o the probiem.

Depaosit Insurance ()priun.“

A major reason for the establishment of a deposit insurance scheme is not only 1o
prevent or minimise incidence of bank failures, but also to handle bank failures and
liguidate problems bank assets. The possible options under the insurance approach are:

1) Pay-off

This entails the payment of insured deposits up to the insurable limit of
#50,000.00 to the depositors of distressed banks in case liquidation.

1) Insured Deposits Transfer
The deposits of the failed banks are transferred to another bank preferably within the

same locality. The acquiring bank will be given enough cash to cover the transferred
deposits. The NDIC then takes over the assets of the failed bank.
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1)

v}

i) Bridge Bank

This involves turning a failed bank over to a new bank specifically set up to assume
the assets and hability of the failed bank with little or no compensation to
sharcholders of the failed bank.

Purchase and Assumption (P&A)

This is a merger-type transaction which involves purchasing the assets of the failed
bank and assumption of its liabilities by another insured bank.

Open Bank Assistance

This option allows a failed bank to continue {o operate without a change in mine.
However, it will mvolves change m ownership and management of the bank;
injection of fresh funds in the form of equity and/or loan capital, reorganisation and
rationalisation.

Other strategies employed by both the CBN and the NDIC in the management of distressed
banks include the following

-

i) Reconstitution of Management of Distressed Banks:

Here the CBN and NDIC assumes control of the distressed bank, and constitute an
interim management Board for the institution. The new board is then mandated to
develop a suitable plan for revitalisation of the bank within a given period, usually
one year.

i1} Holding Action on Distressed Banks:

This measure places restriction on new lending, capital expenditure and directives on
debt recovery and recapitalization by management.

Turn around Management Option

A wm around siuauon s a special general management situation 1}1‘“-“:(] b\v’ limited resources, poor

moral, sceptical allies and urgency.The management of distressed banks have a key role to
play in evolving turn round strategies for distressed banks.

The general approaches to turnaround management are:

i) Revamping the existing strategy - after diagnosing the root causes of the
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financial decline.
i) Cost reductions - so as to improve the profitability of the bank.

i) Asset reduction/retrenchment strategy - improve the cash flow of the firm by
measures such as selling off assets no longer needed like land, plant and
equipment, reduction of workforce, etc.

iv) Revenue increasing strategy - to incrcasc volume of sales by adopting tighter
inventory control, better investments etc.

v) Combination strategy - in a hopcless situation where fast decisive actions are

required to restore the financial health of a bank a combination of the above
sirategies becomes necessary,

3.6 WORLD BANK'’S STANDARDS FOR PREDICTING BANKRUPTCY

According to the world Bank's standards, a banking industry is healthy if nearly all the banks
in the system are profitablc and non-performing loans constitute less than 2% of total assets.
On the other hand, a banking industry is tn financial distress if up to 20% or more or all banks
are non performing and most bunks are tcchnically insolvent.
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CHAPTER FOUR

RESEARCH METHODOLOGY

This chapter examines the specific procedure utilised in the course of obtaining data for the
rescarch topic under study. [t also explains the methodology utilised in the treatment and
analysis of the data with a view to providing the basis for casy understanding of the contents
of the subsequent chaptcrs.

4.1 METHOD OF DATA COLLECTION

This rescarch work has made effective use of the following as methods of the findings of the
study:

1) The use of library rcsearch method: through examination of documents; journals,
magazines, Ncwspapers, economic and financial reviews articles and literature
relevant to the topic  of the study and

2) The use of financial Staicmenls of accounts (Statement of Accounting policies, profit
and loss account, and balance sheet) obtained from the Banks under study: This
financial stalements cover five vears.

In essence, the data used for this study is purely from primary source;Indeed the annual
financial statement covering five years, (1993-1997). The followings ar¢ the two broad
methods used tn analysing these primary data,

1. Financial Ralio Analysis: As advocated by financial Management scholars like James
Van Horne:2 James Van Horne and John M. Machwicz3, Jr. J.Fred Weston and
Eugene F. Brigham,4 1. M. Pandey.5 Lawrence Gitman;6 Howard R. Elsic;7 Brcadly
and Myers 8 to menlion just a fcew in order 1o help in analysing the healthiness or
otherwisc of the Banks under study over a five year period,

2. Osaze’s index of risk: A financial composite index for predicting corporate failure in
Nigeria.9 This 15 used to help in determining the OSAZE’S INDEX OF RISK.

A financial composite {or predicting corporate failure in Nigeria was developed by
B.E. Osaze, (now a professor) in the department of Business Administration,
university of Benin. The indcx was developed to compensate for the too much
reliance on financial ratioanalysis and other models developed in Europe and America
for prediction of risk in a business or more clearly corporate failure.
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THE MODEL.:

The Osaze’s index of risk was developed after he reviewed the works of Beaver, W.N.
(1966); Altman E.L (1968); Johnson C.G. (1970; Bolton Report (1971); Deakin (1972)
Eclmister R.O. (1972); Tham (1975); libby (1975); Tamani M. (1978); Parosh and Tamati
(1979); and some other selected ratios. And these ratios in the index were selected as the
ones found to be applicable to Nigerian Situation. The table below gives the details of the
model:

OSAZE’S INDEX OF RISK

L Net Worth-to-Total Assets: Pointy
Firms with over 50% of Net worth to total assets 12
41-50% | 10
31-40% , 8
21-30% | 6
10-20% | 4
Less than 10% 0
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Retained Earnings Net Profit:

Firms With over 30% of Net profit 12
21-30% 10
16-20% 8
11-15% 6
5-10% 4
Less than 5% 0
Proift Trend Over 5 Years
Profits rising cach year for five years 16
Profits stable and level each year 12
Profits each year but unstable 10
Loss in any one of the last three years 6
Loss in the first three vears only 4
Loss in all five years 0
Earnings Before Interests And Taxes To Total Assets:
OVER 30% 12
21 - 30% 10
16 - 20% 8
11 -15% §]
5-10% 4
Less than 5% 0
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Current Ratio:

Over 2 turns

1.51 - 2.00
1.11 - 1,50
091 -1.10

0.50 - 0.90

Less than 0.50

Working Capital To Total Assets

Over 30%
21 -30%
16 - 20%
11-15%

5-10%

1.ess than 5%

Cash Flow To Total Debt

Over 5 times
4 - 5 times

2 -3 times

I -2 times
0.5 - 0.9 times

Less than 0.3 times

(Q

12

10

6O

0

0
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8. Sales Of Accounts Receivables

Over 5 times ' 12
4-5 {imes . 10
2-3 times | ' 8
1-2 times | 6.
(.5--0.9 times 4
Less than 0.5 times 0

Note: On the basis of this index 1t was concluded that;

(1)  Any firm that scores over 60 points is unlikely to fail or default on a loan.

(2) A firm with Jess than 40 points has a high probability of failure, while

3) A firm with between 40 and 60 points belongs to the grey area that must be
scrutinised properly before a decision is taken as to its poteatial for bankruptcy
or success. '

4.2 RATIONALE BENIND THE USE OF THE OSAZE'S INDEX OF RISK

Indeed, the reasons advanced by the author of this model justified its use; namety.'?

1. Even though financial ratios developed in Europe and America arc uscful indicators
of risk in a company, they have little use and application in less developed economies
like Nigeria because:

(a) The ratios developed in these environments (Europe and America) have been
penerated from large companies in contrast to those operating in developing
countries; and

(b)  They are morc uscful to the developed cconomics as the availability of
sophisticated computing facilities has ensured thc generation of large data
bases for developing productive models on business operattons.

2 The index and weight have evolved from studies of financial statement of failing and
failed firms in Nigeria.



0.

4.3

It was also determined with inputs from bankers and loans offices in Nigeria notably
the first Bank of Nigeria. New Nigeria Bank, Union Bank, Bank of the North, Nigeria
industrial Development Bank: the Nigerian Bank for Commerce and Industry: and the
Small - scale industries Credit Schemes.

The index has been tested on a sample of technically bankrupt firms and successful

firms of similar ages and sizes (turnover) in Nigeria and the result has been very

satisfactory. Example out of a sample of 30 successful manufacturing firms in
=4}/

Nigeria only 2 or (6.7%) has less than 40 points while 24 and above had 65 points.
Thus 6.7% of the successful firms were found to be misclassified as bankrupt.

On the other hand of the matching sample of bankrupt firms, 26 had less than 40
points (a success factor of 65%) and 3 had over 60 points (a misclassification of 10%.
Other firms fell into the grey are of 40-60 points thus, necessitating in-depth scrutiny.

It is less complicated model for a considered by local financial institutions and
decision-makers in determining risk in a company.

The author’s research and empirical studies reveals that a subjective index of risk,
rather than the complicated statistical models developed in Europe and America) is
more useful to investors in selecting entrepreneurs for financial assistance based on
tests that is aimed at assessing the individual’s ability to rationalise operations
entailing risks.

The model 1s casily comprehensive by  Nigerian  non-well  educated
entreprencurs/businessmen; bankers and loan officers and the financial market and
investors at large.

The index is also casily applicable and time saving for the analyst in Nigeria who has

little or no access 1o sophisticated computer facilities for univariate and multivariate
analysis.

SIGNIFICANCE OF THE INDEX

The ability to predict performance is very important to any business. Logically predicting
business performance is uscful and important to “Management”, investors, “Creditors™ and
individuals in order to make rational decisions. More specially the index indicates whether
a firm is successful, failing and entirely failed. The index highlights all pieces of information
to interested parties as stated above.

4.4

LIMITATION AND CRITICIM OF THE OSAZE INDEX OF RISK

Some limitations and criticism observed about the index are as follows:

The models cannot be termed very satisfactory as claimed at 65% Example Blair’s
model was accurate at 80% while Altman’s was 95%. He also did not measure the
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percentage (%) of failed firms he studied 3, 4 and 5 years prior to actual failing to
provide better predictive ability of it as other researchers,

Most large companies in Europe and America are multi-national companies with
branches all other the world. Some branches operate with the same environments as
companies from Africa.

Sophisticated computing facilities are now (1995) widely available in Africa; for
example, check Nigerian Banks. It was not a strong argument even in [980s when
Bob Osaze developed his model as any such models could easily be computerised by
large business in Africa including Nigeria.

Nigeria was a developing country when the model was developed in the early 80s but
was classified before the turn of the same decade by the world bank in 1987 as under-
developed.  As such the model cannot confidently be used even in Nigeria today
{1995) talk less of any African country. Besides, the model cannot be used in
isolation.

Any Company efficiently managed will succeed regardless of whether or not it is
located in developed, developing or under developed countries. This is why it is better
to use indices that are likely to indicate actual success or failure whenever they are
measured to encourage managerial and economic performances of firms and nations.
Example include, Altman’s and Blur’s indices developed in the U.K and U.S.A have
proved successful all over Europe, Japan, Germany, Canada and France and not so
rich European countries like Norway and Greece. African cannot be an isolated case.
Studied in depth “successful” firms in Nigeria may be actually “Mismanaged” in
practice, Therefore, managers in Africa have to be encouraged to acquire managerial
competence especially from managers of successful firms in developed countries.

As earlier studies like those of Tamari (1977) have pointed out, ratio analysis is
usually most problematic with respect to non-quoted firms, (90% of which make up
the Nigerian firms) since their financial statements are often incomplete and
unreliable. Therefore, the knowledge that the index is subjective prevents its being
regarded as a fail-safe analytical and decision making too."

The index still required the user to make subjective judgements, cspccially with
i i L . ]
regard to the grey areas lying between the upper and lower limits of this index.

A BRIEF HISTORY OF THE BANK UNDER STUDY

The United Bank for Africa (UBA) Plc, 1s one of Nigeria's top three commercial Banks, It
was established in 1961 by a consortium of 5§ (five) International Banks to take over the
banking business carried on in Nigeria since 1049 by the British and French Bank Limited.
With assets of over #24  billion and 199 branches spread all over Nigeria, the Bank has
recorded an impressive growth rate.



UBA is active in all aspects of commercial banking and provides International Banking,

trustecship, share registration, corporate finance and computer services through specialised
divisions and subsidiarics.

An agpgressive business promotions strategy coupled with a willingness to innovate has
earncd the bank an enviabie position in the banking industry. UBA plc is strongly committed
to its social responsibilitics and identifies with communitics in which it is represented.
Nigcerian mnterest constitule 60 percent of the shareholding of the bank. Four of the founding
International Banks, namely Banque Nationale del Lavoro and Montel dei Paschi di siena,
who altogether, own 40 percent of the sharcholding, are still represented on the Board of
Directors and continue to make their expertise and resources throughout the world available
to assist the Bank and its customers. UBA Plc has branches in New York and Grand Cayman
island and a representative office in London. [t also maintains correspondent relationship
with many banks in Africa and in major countries in the world.
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CHAPTER FIVE

DATA ANALYSIS AND INTERPRETATION

Introduction

This chapter provides a frame work of financial ratio analysis, the analysis and application of
Osaze’s index of risk associated with united Bank for Africa (UBA) plc. It highlighted the
sirength and the weakness facing the company based on the data collected from the primary
source.

The figures werc obtained from the five years (1993-1997) annual financial statements of
accounts of the Company (sec appendix).

5.1 DATA ANALYSIS AND INTERPRETATION

Below is an analysis of the financial statements of the case study company using the
following financial ratios:-

The liquidity ratios * These are ratios which measure the firms ability to meet its maturing
short-term obligations:-

L. The Current Ratio:- s the first test of the solvency of a company 1t indicates the
ability of a company (o mects it current maturing obligations. The generally accepted
standard in availablc hicrature is 2:1. 1t appears that UBA Plc current ratio is above
the recommended standard. This shows that the bank has much liquidity needed for
discharging their currcnt obligations. The current ratios are: 1.97, 2.00, 3.9, 3.10, and
3.12 in 1993, 1994, 1995, 1996 and 1997 respectively. Thercfore, going by the trend
of the ratio the resuli is quite encouraging and satisfactory.

2. Debt To total Asset Ratio:-  This ratio measure the contribution of creditors to the
total asscts of the organisation.The lower the ratio the better {or creditors loses in the
event of liquidation and the higher the better for the organisation. U.B.A debt-to-total
asscl ratio are: 0.97, 0.94, 0.92, 0.9 and 0.90 in 1993, 1994, 1995, 1996 and 1997
respectively this means that the Bank have relied mostly on outside creditors
throughout the five years to finance its total asset requirement and not raising funds
from owners equity.
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In short, by this analysis the creditors are used in magnifying the owner wealth. This, if these
trend were to continue U.B.A would find it difficult to borrow additional fund without be
reluctant to lend the firm more money and the management would probable be subjecting the
firm to risk of bankruptey 1f it sought to increase the ratio any further by borrowing funds.

0.

Debt- to - Equity/Net Worth:-  This ratio measure the relationship between creditors
contribution and those provided by the owners.Creditors would generally prefer this
ratio to be low. U.B.A’s debt -to-equity ratio are: 30,08, 14.39, 11.24, 10.02 and 3.06
in 1993, 1994, 1995, 1996 and 1997 respectively. As could be seen, the decrease
trends of the ratios is very good for both the creditors and the U.B.A. This means that
there reduction of debt financing year by vear. Thus, this shows a sign of good.

Receivable Turnover:- The debtors turnover ratio measures the  liquidity  of  the
organisations reeeivable account or how quick it takes the organisation to collect its
receivable. Generally the higher the value of the debtors turnover, the more efficient
1s the management of credit. In the case of U.B.A the value of trade debtors is
satisfactory and favourable because the trend has been on the increase over the years.
The ratios are: 1.40, 1,97, 3.42, 4.98 and 5.59 respectively. These suggest that U.B.A.
has a small recervable balance as a result of strict credit policy or an aggressive
collection policy.

Average Collection Period:- This represents the average length of time that the
organisation/firm trust wait after a wing a loan before receiving cash. The lower the
better for the orgamsation.Thus, U.B.A in 1993 allowed approximately 75 days; in
1994 it became more lentent and allowed for approximately 95 days, in 1995 it
became a bit strict by allowing only 72 days also in 1997 it maintained it strictness by
allowing only 55 days. As could be seen the days flunctuate but in recent past (i.c.
1097), the Bank became very strict in granting credit and to some extent in its
collection policy. 11 this trend continue, it will certainly help the situation.

Total Assets Turnover ;- This measure the degree of efficiency with which the
organisation is using it total assets in the generation of sales. The higher the asset
turnover the better for the organisation because it is an indication that the organisation
15 using its total assets effectively and efficiently.

Thus, UBA’s assets turnover in 1993 was very low but later increased and fell again.
The ratios are: 0.13, 0.15, 0.11, 0.15 and 0.14 in 1993, 1994, 1995, 1996 and 1997
respectively. As could be seen, as from 1993, 1995 and 1997. It thus indicated that
U.B.A assets were not used to the maximum.

Gross Profit Margin - This indicates the percentage of each Naira sales remaining
after the firm has paid for its goods. It is a measure of the efficiency of the firms
operators, as well as an indication on how loan and advances are operated The higher
the gross profit margin the better and the lower the relative losses. U.B.A’s gross
profit margin have fluctuated from year to year. The ratios are; 0.13, 0.04, 0.08,
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0.14 and 0.12 in 1993, 1994, 1995, 1996 and 1997, respectively. This resulf is not
salisfactory becausc all expenses including taxes arc yet to be deducted.

Net Profit Margin:- This ratio measure the percentage of each Naira acquired
remaining after all cxpenses, including taxes have been deducted. U.B.A’s net profit
margin are: 0.09, 0.04, 0.08,0.14 and 0.12 in 1993 , 1994, 1995, 1996 and 1997
respectively. The ratios shows that U.B.A managed its operations more efficiently in
1993, 1996 and 1997 respectively.

Retury On Assets:- This ratio measures the return on invesiment (RO1). The higher
the ROI the better because if measures the effectivencss of judgement in generating
profit with its available assets. U.B.A’s returns on assets are: 0.01, 0.0005, 0.0003,
0.02 and 0.02 in 1993, 1994, 1995, 1996 and 1997 respectively. The low ratio in
1993, 1994 and 1995 was a result of low profit margin on the operations and the low
turnover of total assets which shows that the U.B.A’s operating assets were not
properly utiliscd.

Return On Eguity:- This measure how efficiently a company’s management has work
for its sharcholdors 1.e. maximisation of sharcholder’s wealth. A high return on
cquity often reflects the firm’s acceptance of sirong investment opportunitics and
cffective expense management. U.B.A’s return on equity are: 0.36, 0.08, 0,10, 0,23
and 0.17 in 1993, 1994, 1995, 1996, and 1997 respectively. As could be seen, the
trend was on the incrcase only in 1993, but dropped drastically to 0.08, 0.10 in 1994
and 995 and improved 1o 0.23 and 0.17 in 1996 and 1997.This also calls for
improvement in cificiency or management functions so as to fully maximised the
wealth of the sharcholders of the Bank.
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FINANCIAI. RATIO ANALYSIS FOR U.B.A PL.C. FINANCIAL STATEMENT

(1 993 1997) LIQUIDITY RATIOS

Current Ratio
Debt Ratios
Debt to total Asset

Debi to Equity

Activity Ratios

Receivable Turnover ratio
Average collection/period

Total Assets Turnover

Profitability Ratios

Gross profit margin
Net profit margin
Return on Assets ratio

Return on Equity ratio

1993

1.97

0.97

30.08

1993

1.40

75

0.13

1993
0.13
.09
0.01

0.36

1994

2.00

0.94

14.39 .

1994

1.97

95

0.15

1994

0.06

G.04

0.0005

0.08

59

1995

39

0.92

11.24

1995

3.42

90

0.11

1995

0.11

.08

4.0003

0.10

1996

3.10

0.91

10.02

1996
498
72

0.15

1996
0.18
0.14
0.02

0.23

1997

K ]

0.90

3.06

1997

5.59

33

0.14

1997

0.13
0.12
.12

0.17



52  ANALYSIS AND APPLICATION OF OSAZE’S INDEX OF RISK

This section cross-examines the Osaze’s index of risk and also the application. (Predicting
corporate failure and business risk associated with U.B.A. pic).

-"sNAlJ\’L!‘]S

Below is the Osaze’s index of risk- which is a financial composite index for predicting
corporate failing in Nigeria (see explanation in chapter four) is used to help in assessing
more broadly whether the U.B.A Ple is a successful, failing or failed from entirely. Hence
the analysis.

¥; Net Worth To Toetal Asser: This ratio measure the contribution of shareholider equity
to the total assets of the organisation. The higher the better for the organisation and
the creditors. U.B.A. Net worth to total asset are 4%, 7%, 9%, 11% and 12% in
1993, 1994, 1995, 1996 and 1997 respectively. As could be seen, creditors funds only
enjoyed a considerable margin of safety in 1997. Even though from the standpoint of
the owners, they are controlling the organisation with little funds. It also indicates
that throughout the vyears the bulk of the organisation the sense that if this trend
continue U.B.A, credit worthiness will be at stake,

(%)

Retained Earning To Net Profit:- This measure what percentage (%) of net profit is
retained within the organisation. Retaining to greater amount of current earnings in
the firm means that fewer Naira will be available for current dividend payment.
[J.B.A. retained earnings to net profit are: 0.85, 0.63, 0.72, 0.80 and 0.93 in 1993,
1994, 1995, 1996 and 1997 between 85% and 93% which implies they use a large
proportion of their profit as a source of internal finance which consequently will
lower the possibilities of going out to borrow,

L 4 Profit trend over 5 years (Net profit-sales) :- This measure the relationship between
net profit and sales over a period of time. U.B.A Gross earning has been on the
increase over the vears, while the net profit also have been increasing. The U.B.A.
net profit ratio are: 9% .4% 8%, 14% and 12% in 1993, 1994, 1995, 1996 and 1997
respectively.  The increasing trend of the profit year by vear indicates UB.A
efficiently in operations.

4. Earning before interest and taxes to total asset (EBIT). This ratio indicates the
power of the firm’s assets to generate operating income. The higher the ratio the
better in the sense that it represent the contribution of every N1 in the total earmnings of
the organisation. U.B.A’s EBIT to total assets are: 13%,15%,11%,15% and 14% in
1993, 1994, 1995, 1996 and 1997 respectively. Because of the turn over ratio and low
profit margin on sale in 1993, and 1995, it is clear indication that of 1ts total assets as
was the case in 1994, 1996 and 1997.

(i}
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Current Ratio: 1s the first test of the solvency of a firm. It indicates the ability of a
company to meet it current maturing obligations. The generally acceptabie standard in
available literature is 2:1. Hence the U.B.A’s current ratio are:  1.97, 2.00, 3.9, 3.10,
3.121in 1993, 1994, 1995, 1996 and 1997 respectively. The result so far is satisfactory
because this shows that the Bank has adequate Liquidity to discharged its current
obligations.

Woarking Capital to Total Asset:- s a measure of net liquid assets of the firm relative
to the total capitalisation. Working capital is defined as the difference between current
assets and current liabilities. Liquidity and size characteristics are explicit considered.
The higher the better for the organisation. U.B.A. working capital to total assets are
47%, 46%, 50%, 50% and 50% in 1993, 1994, 1995, 1996 and 1997 respectively. As
could be seen the situation has been on the increasing rate. This shows that the Bank
has adequate working capital.

Cash flow To total debr:- This measure the relationship between total cash flow and
total debt. Where cash flow is equal to net profit afier tax is depreciation. The higher
the ratio the better for both the organisation and the creditor. U.B.A cash flow to total
debt are: 9%,9%. 12% and 13% in 1993, 1994, 1995, 1996 and 1997 respectively.
The result is a bit satisfactory because there’s increasing trend by each year. However,
the Bank should try to increase efficiency so as to be able to service its debts.

Sales - To - Account Receivable:- The debtors turnover ratio measure the liquidity of
the organisations receivable account or how quick it takes the organisation o collect
its receivable.Generally the higher the value or the debtors turnover, the more
efficient 15 the management of credit. The U.B.A. ratios are: 1.4, 1.97, 3.42, 4.98,
and 5.59 in 1993, 1994, 1995, 1996 and 1997 respectively.

The value of the trade debtors 18 quite satisfactory, because the trend has been on the
inerease over the vears.,  This means that U.B.A. has moderate receivable balance.
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TOTAL POINTS SCORED BY U.B.A., PLC. {1993 - 1997)

YEAR TOTAL P E
1993 56
1994 56
1995 58
1996 70
1997 72

According to this model (Osaze’s index of risk) ® to assess broadly whether a company is
successful; failing or a failed firm entirely (predicting corporate failure and determining risk
associated with a business); companies are classified into the three groups according to their
scores (see details in chapter four).

2 Companies that scored over 60 points when their total scores are added are unlikely
to fail.
2 Companies that scored less than 40 points when their total scores are added have a

higher probability of failure; and

'ad

Companies that scored between 40 and 60 points when their total  scores are added
need to be scrutinised properly before a decision is taken to their potentials for
bankruptey or success. And this is where other subjective factors like management
capacity and economic indicators would prove highly invaluable.

Going by the above analysis the U.B.A Plc has succeed in the above first group in 1996 and
1997 when the total scores are added 70 and 72 respectively; which means that the company
was successful (unlikely to fail). While in 1993, 1994 and 1995 U.B.A. Plc has fallen into
the above third group when the total scores are added 56, 56 and 58 points respectively;
which means that the problems lies in the management of the organisation resources and the
failure of the management to devise measure of keeping abreast with dynamics in the
economy. Hence, the need 1o be scrutinised properly before a decision is taken to their
potentials for bankruptcy or success.

However, on the average the U.B.A Plc is a successful firm. Because the organisation was
able to improve from their likelihood situation in 1993, 1994 and 1995 to a successful
situation in 1996 and 1997 respectively. Thus, it is a successful firm and there is likelihood
in future that the organisation would improve.
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CHAPTER S1X

Introduction
In this chapter a general summary of the chapters and rescarch findings arc provided.

Recommendation based on the findings are offered and an overall conclusion ol the
study is given,

6.1 GENERAL SUMMARY

The research project has tried to examined the efficiency of financial ratio analysis in
predicting corporate bankruptcy through the employment of Osaze’s index of risk with
a view of allaying peoples fcar of the financial heaithiness or otherwise.

We have in the first chapter secn the introduced, statement of the problem, the objective
and significance of the study; scope and limitation of the study.

The second chapter has exhaustively discussed the concept of financial ratios, standard
of comparison, various type of ratios such as liquidity, leverage, activity, profitability
and coverage and also reviewed the work of some researchers of financial ratios and
predictive power on various aspect of firms [rom corporatc failure and risk to bond
rating, rapid growth firms and profitability firms to the usefulness of financial to
common stock investors and recent developments in financial ratio analysis; the use of
univariate and multivariatc analysis in predicting corporate failure and bankruptey,
Lastly the work of Profcssor Bob Osaze i.e. Osaze’s index of risk applicable to
developing countries was discussed.

In chapter three distress about banking industry was discussed. The nature, causes,
symptoms and remedies aboul banking indusiry are all highlighted. Mareso, the world
bank’s standard for predicting banks bankruptcy was stated all in the chapter.

In chapter four the procedures for collection of data were highlighted. The
- rationale/significance of the index of risk were discusscd. Also criticism and or
indication of the index were made and a brief history of the bank under study was
made.

Chapter Five focuses on the analysis and interpretation of the various data collected.
Here, the financial statements of the U.B.A were critically analysed. Financial ratio
analysis; Osaze’s index of risk and computed tables were used to highlights and
verified the problem, so as to plainly convey the vital information, which was
interpreted by way of comments.
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Finally, in chapter five, the general summary of the chapter and the research findings
are offered and an overall conclusion of the study is given. Recommendation were
also offered.

6.2 CONCLUSION

Financial ratio analysis could be used to evaluate a firm’s financial condition and
performance. [t serves as check-ups on various aspects of a firms’ financial health.

Therefor, U.B.A. Plc as revealed by the study is a successful organisation which means
there is efficient management work.

SUMAMRY OF FINDINGS AND PROBLEMS FACING THE U.B.A. PLC,

This section summarises the findings of the study and some problems facing U.B.A.
Ple as discussed in the data analysis (Chapter five); viz.:

| The business of the UBA assets lies in the current assets with almost 70% of
the total assets.

2. There is too much gearing in the organisation i.¢. to say the level of debt
financing is too high.

3. The Bank does not separate the current liabilities and that of long term liabilities
in their statement of accounts, therefore this brings problems in computing
current ratio for the organisation. To make the application possible the
hypothetical figures for current liabilities 1s used (see appendix).

4. The profitablity ratios indicated that the company is not ecarming sufficient
profit compared (o its assets.

5. The bank operate a retention policy other than the dividend policy. Because
retained earnings carries about 70%. Thus,the financing 1s almost that of internal.

0. The return on the total assets is very scanty, this shows that the banks has hold
an assets above the level it support to hold

7 The osaze’s index of risk indicated that the management of the bank has
improved efficiency in 1996 and 1996 because in these vears the index has
indicated success, thus, if the management continue in this way there is every
likelihood success would always prevail.
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In the light of the findings of the study, the data analysed (in chapter five)and the
problems highlighted facing U.B.A. Ple, the following options, which are the personal
recommendations of the wniter are deemed useful for the purpose of overcoming or
minimising the problems facing the bank:

LIQUIDITY

There is a strong need for U.B.A Ple, to revise their current assets i.c. to know the
optional level of current asscts it ought to hold as there is too much current assets
lying idle.

Thus, the bank should tryv to know the desired level of their current assets, so as to
climinate the cost associated with holding idle assets.

STATEMENT OF ACCOUNTS

U.B.A  Plc should know that statements of accounts is not only useful to government
as required for tax purpose: to potential creditors who want lo know the level of
gearing so as to know whether it is appropriate to give additional financing; or to
potential investors who are interested in knowing the profitability and the viability of
the bank but it is indeed to academicians and students for an educative research and
analysis. From the foregoing therefore, UBA should please in their next statements of
accountsseparate current labilities from long term liabilities so as to allow computation
of ratios like current ratio which is current asset/current liabilities.

0.4 IMPLICATION FOR FURTHER RESEARCH

This study would be incomplete if mention is not made of certain areas where further
rescarch in greater details is desirable. The areas, to the researcher’s opinion include:

l. Determination of financial ratio analysis for African countries

% Determination of other predicting power of corporate bankruptcy model,
classified to be appropnate for under-developed, developing and developed countries.

3 Determination of an appropriate model of predicting corporate bankruptey that

take care of grey zone i.e. zone of ignorance. A model that will tell us success
or failure instantly without any further scrutiny.
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CURRENT _LIABILITIES

Year

1993

1994

19951

1996 1997

AMOUNT

#11,118.010

#11,352,293

#20,294.537

#21,817,305 #24,744,422
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GROUP BALANCE SHEET
As at 31 March, 1887 and 1996

GROUP COMPANY
1ng {1996 07 1996
Notes resn D N'ODO o0 N'000
USE OF FUNDS
Cash and Short Term Funds i 1o g 18.444 369 1902 195 18.300.482
Cash Reserve Deposits Sy ey 1,161,107 1 RRY NG 1,161,107
Stabilisation Securities AL 4,196,142 AR I E T 4,196,147
Bills Discounted 2 n o 5,990,820 Woan4 nan 5,090,820
Investments 3 AL 3,124 B4 A6R2 M 3.057.994
Loans and Advances 4 16 1, 8,986,917 Wbt o1 8,986.017
Other Assels 5 4,278,614 LEI1 596 4,240,550
Fixed Assels 6 2,025,602 21 2,011,193
Ly 4B20BATS 1w 1p¢ 47,945,205
LIABILITIES
Current, Deposit and Other Accounts 7 otk 37.019.232  rosx 972 37019232
Accaunts Payable, including items in transit,
taxation and dividends B amms ot 6.815.379 q..05 638 6,638,580
" 43,834,611 Mot pie 43,657,812
CAPITAL AND RESERVES H
S
Share Capital 4 300,000 ¢ IRt 300.000
Reseive for Bonus Issue hg e - S by "\
Other Reserves 10 W 4,073,804 A na __3.9&7_.393' ’
SHAREHOLDERS' FUNDS ' _4.373.804 Soene 4,287,393
4B20BA15 1 maap 47,945,205
Acceptances, guarantees and other
ohhgations for account of customers
{and customers’ liability thereon) 1 12.053.854 PRorens o 12,053,854

HAKEEM BELO-DSAGIE

ABRBA KYARI

)
)
} henctors
)
GASTON HOYAMI )

The accompanying notes form part of these Balance Sheets

o—




@rags Earninps

Imerest and Distount income

Interast Expense

Net Loan Loss Recovery

Met Interest Margin
Other Banking incoma

Oepreciation an Fixed Assets
Other Dperatiag Expenses

Profit Belora Taxalion

Taxation

Profit After Taxation

Approptiations;

Statutory Reserve

(ieneral Reserve

Dividend - Proposed

Relained Profit; Beginning of Year
Ralained Profit: End of Year

Earnings per 50k share
Dividands per 50k share

GROUP PROFIT AND LBSS ACCOUNTS
for the Yaar Endad 31 Barch, 1387 and 1986

Males

12 BRI

13 [ ]

R

181 [HE ]

Lol

14 T YT R

(IR T T

171

_ 19
' 19

ROUP
C 1908
N'B0D
740411

i et ey

4,416,983
188641 )

2,530,574
—. 42,853

2.5973,227
3013426

5,586,553

{171.763)

4086221 )

1,348,689
(334111

—.1.014.558

{304,367 )
(500801 }
( 200,000 )

Tha accompanying notes form part of these Profit and Luss Accounts

vk

i 4R

R TP TI N

hod furtee

RS Rt |

COMPANY
19068
w'oag
6,372,078
4,116,365
© (1500809

2.836,076
32,653

2.878.729
2,556,008

5.134.332

{167.400)
(4.021,147 )

e (30238)

¥ (283154 )

aly {460,493 )
. ) {200.000)

e rw—

200
2800



GROUP CASH FLOW STATEMENT °

For The Year Ended 31 March, 1397

Operating Profit

Adjusimeni for tems not involving cash tiow
Depreciation by
(Profit)/Loss on salg of fixed assels 1)
Increase in deposits and other accounts 1]
Increase/(Decrease) in other liabilities o} letp
Increase/(Decrease) in exchange reserves SERLL
(Increase) in loans and advances tana g
(Increase)/Decrease in other assels hilJ1n

Nel cash inflow from operaling aclivities

Returns on investments and servicing of finance
Dividend paid

Taxation

Company Tax paid

Investing activilies

Cash reserve deposit iy o
Purchase of treasury bills e 2y
Exchange dilference on lixed assels S
Purchase of fixed assets “
Purchase of Investment b it
Stabilisation Securities F 2 4
Proceeds from sale of fixed assels LR

Net cash oulflow from investing activilies
Net Increase in cash & cash equwalent
Nel increase in cash eguivalent at 1 April, 1996

Cash and cash equivalent al 31 March, 1997

1y, 1496 1596
' N'u0n N'00D
Pt Ny 1,348,669
171,763
11,341
3.857 645
(1.018,352 )
(52.063 )
(2,766,805 )
, 332,732
A 536.261
B W 1,834930
by ( 84,207 )
K 'r" ) (43,660 )
L (aremm)
(2,354,981 )
{226 )
(475,790 )
{ 54,005 )
25,942

an (3,138,173 )
'

. (1381110) &

1082547

i 18,444,369
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NOTES ON THE ACCOUNTS

Cash and Short-Term Funds
Cash and short-term funds comprise:
Cash

Balances with, and cheques 11 course
of collection on other banks.

In Nigeria

Abroad ' (note 20)
Money al call wilh Banks:
In Nigeria

Abroad {(note 20)
Negoliable certificate of Deposi

Abroad (note 20)

Provision for Interbank Placements (note 16.1)

Bills Discounted
Nigerian Government Treasury Bills

Invesimanis

1 Investment in wholly owied subsidiary
UBA Trustees Limited
Fed. Government Debt Centificales
(Par Bonds) (nole 3.2)

IR EY)
H R

tinZ bl

A 110 b

bub. 1494

Y. 00
12,706,301

19 3u3d. 10}
( 18,500
19 36y, 201

9.134.635

4,731 bbd

Investment in histed companies in Nigena (note 3.3) 44 282
Market value (N468,157,000, 1996 - N108,549,632)

Other investmeants not listed (3.4)
Less Provision For diminution in
vaiug of Par Bond (note 3.2)

201,040

11,5649 859
J.821.9249

GROUP COMPANY

1996 1507 1996
N'000 000 N'000
413203 509505  413.203
371085  4.110.150 3,566,969
2021732 696.195  2,021.732
338500 918500 338,500
10,526,578 12.796,30¢ 10,526.578
1,452,000 1,452,000

18.462,.860 10,120,695 18318982

b __(18500) (18500 ) (13,500 )
18,444,369 19,102,195 18300482
5990820 9434635 5990820
- 3,150 3,150
5417493 4731660  5.417.493
64,028 138,202 654,028
122,626 60,471 52625

) (2,479,302 ) {1,569.859 ) (2,479,302 )
3124844 2563704 3,057,994

.2 Dunng the year the Bank disposed of $10m (Nominal Value) of Par Bonds

The gutstanding batance of par bonds ($55 5 Nonunal Value) at 31 March 1897 was disposed of atter the

Balance Sheet date

o
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NOTES ON THE ACCOUNTS (cont.)

3 (Ouoted Invesimenis

PZ industries Plc

(M/Value N6,075,000 (1996 N5,625.000)
C.FA.O. Nig. Plc.

(M/Value N500,000 {1996 NG679,922)
Christiieb Plc.

{(M/Value N1,600,000 (1996 N2,000.000)
Guinness Nig. Plc.

(M/Valua N5,001,000 (1896 N3,550,710)
U.T.C. Nig. Plc.

(M/Value N1,600,000 (1996 N2,000,000)
Smithkline Beacham Plc.

(M/Value N4,500,002 (1996 N10,000,000)

WAPCO PLC

(MAValue N36,000.000 (1986 N54,000,000}

TEXAGO Nig Ple.

(M/AValue N1,800,000 (N2.000,000)
Migeria German Chemicals Pl

(M/Value N9,079,000 (1996 N9.079,000)
C.FA.0. Nig. Plc.

(MMNValue N19,615,000 (1956 N19.615,000)

Nigeria Merchant Bank Ple.

Nigeria International Debt Fund

Pruttential Provision thergon

4 Diher investments
Rivers State Veg. Ol Lid.
Nigeria Agric. Insurance Co. Ltd.
Nigaria Merchant Bank Plc.
Vehicle Insurance Sinking Fund
African Expart-lmport Bank
Central Securities Clearing System
Kano Development Bond

Prudential Provision thereon

Stalus

Floating Debenture
Floating Debentura
Floating Debenture
Fioating Debenlure
Floaling Debenture
Floating Debenture
Floating Debenture
Finaling Debenturg
Fioating Debenture
Foaling Debenture

Hoating Debentuie

Govt. Debl Certificata

Equily

Equily

Equity

Sinking Fund
Equity

Equity

Floating Debenture

Investments of subsidiary company - UBA Trusiees Lid

1997
Hwnog

7.500

500
1.600
5.001
1.600
5.000
4.000
2.000
9.079

19,615

an2.an}

138.282
138.282

4,500
500
1.B6D
41 471
10.500
800
2.000
64,301

(3.860 )

60,471

164,375
224,846

1996
N'000

7.500
833
2.000
5.001
2.000
10,000
6.000
2,000
9.079
19.615

5.455

69,483

(5455 )
64,028

2,700
500
1,850
38,425
10.500
500
2,000
56,485

)

70.000

122625



4.

NOTES ON THE ACCOUNTS (cont.)

GROUP
Loans and Advances 1y 1996
L N'000
.1 Loans and Advances Comprise:
Secured against real estate 3.yt 3,839 567
Otherwise secured B s, 174 8,247,271
Unsecured 4420404 2,746,430
Lr264 002 14,833,268
Less:
Provision under Prud. Guidelines (Note 16.3) b 423 487 _ 5,846,351
10,760,815 8,986,917
.2 The maturity profile of loans and
advances is as follows:
Overdralis b, 156,178 4,554,741
1-3 monthg TR NITE! 6,363,748
3-6 manths RUTIREP 693,003
6-12 months 713 469 658,311
Over 12 months KN RIEY] 2,563,465
15,784 302 14,833,268
3 The Loans and advances are
classitied as follows:
Performing (IR [ RTRE| 8,818,892
Nan-petforming
- Principal 2482 316 2,684,209
- Unpaid Interest 4, 1h2 ol 3,330,167
17,284 302 14,833,268
Other Assels
Payments in advance and sundry accounis 3,087,914 2,814,199
Accounts receivable 1186 94/ 1,492,827
4,973 841 4,307,026
Less: Provision lor doubliul accounts
under Prudential Guidelings Jah? o282
4,049,524 4278614

. &

Thyt
i

Sbi2 idh
8 ub 173
4,726,201
17 28,302

6,523,487
10,760,815

6,150,174
7,144,084
496,119
713,864
2,774,057

V1784367

1 71903

2.382 306
4,182 U2

17.284.302
1.771.616

1.158.472
4 930,088

Jh.ads
4.894. 540

COMPANY

1996
N'000

3,830,567
8.247,271
_2.746.430
14,833,268

5,846,351

6,986,917

4,554,741
6,363,748
693,003
658.311
2,563,465

14,833,268

8,610,892

2,684,209
3,330,167

14,833,268

2,776,135
1,492,827
4,268,962

28412
4.240,550



6. Fixed Assels

R |

GROUP

Cost

At 1 April, 1996
Additions

Transfers

Disposals
Exchange dillerence

Al 31st March, 1997

Deprecialion

At 1 April, 1996
Charge for the year
On disposals
Exchange difference

AL 3L March, 1997

Mel Book Value
Al 31 March, 1997

Al 31 March, 1996

COMPANY

Cosl

At 1 April, 1996
Additions

Transfers

Disposals

Exchange diflerence

Depreciation

At 1 April, 1996
Charge for the year
On disposals
Exchange difference

A 31 March, 1997

tiet Book Value
At 31 March, 1997

At 31 March, 1996

NOTES ON THE ACCOUNTS (cont.)

Land and Buildings Comprise:

Long-term leasehold land and buildings
Short-term leasehold land and building

Machinery i i
Land and Furniture Molar - Construclion

Bulldings and Filtings Vehicles in progress Tolal
N'000 N'000 N'000 N'000 N'000
1616977 1.060.852 125,238 26.836 2,829,903
81,661 372108 112,207 . 4,289 570,265
26.836 - - (26,836 ) -

- (2,776 ) (2397 ) - (5173 )
1,147 2195 - 3.342
1 126621 1.432.379 235,048 4,279 3,398,337

: x

142 535 580,154 81.612' - 804,301
40,942 162,106 32,217 - 235,265

. (1,566 ) (1,365 ) - (2931 )
374 1,492 - - - 1,866
103 801 142.186 ||2.45»|; 1,038,501
1,542,770 690.193 122,581 4,289 2,359.836
1,474 442 480,698 43,626 26,836 2.025,602
1,616 877 1.046.625 118,444 26,836 2,808.882
81.661 365.315 108,824 4289 560,089
26836 - - (26,836 ) -

- (2,747 ) {2224 ) - (4,971 )

1147 2 . — 3342
1,726,621 1,411,388 225,044 4,289 3,367,342
142,535 575,775 79,379 . 797.689
40,942 158,034 29.747 - 228.723

- (1,537 ) (1.192) (2,729 )
374 1,492 . - 1,866
10 AL 133,164 10?.931 1-.._0_25-.549
1.512.770 677 624 117.110 4,209 2,341,793

1,474,447 470,850 39,065 26,836 2,011,193
1991 1696
NN N'DDO
1.625.460 1,515.816

101.161 101,161
1.7126,621 1,616,977




1.

NOTES ON THE ACCOUNIS (cont.)

A Exchange Difference

Exchange difference arose from the conversion of fixed assels in overseas
branches at the rate of exchange ruling at 31 March, 1997.

Capital Commitments

Capital expendiiure authorised by the Directors but not provided for in these

Current, Deposit and olher Cuslomers' Accounls

Duposits
(i)  Demand
In Nigena
Abroad (note 20)
(i)  Savings
(i)  Time Depodits
In Nigeria
Abroad {note 20)

(iv)  Due to other Banks and non-Banks
In Nigeria

Foreign transfers payable

Above Includes deposits held by
persons not ordinarily resident in Nigeria

The maturily profile ol Depasil liabililies
Is.as follows:

Under 1 month
1 - 3 months
3 - 6 months
6-12 months
Over 12 months

(PUT
Rt
12918135

1 bds 470
14 h93.11h

4 842 62
g, 12,10
4,781 14
B ah3 240
H.634 nllh

SRTIIR 1]

JU Ha b2

S1.43h 228

1.200.224
234,380
M Wil

b bl

4520 912

* Financial Statements amounted to N39.35 million (1996 N150 million)

GROUP
1996
N'000

10,851,546

6,799,185
17,660,731

8,749,799

3,127,884
-A.081,987
7,209,871

2,880,954
527,877

114,645

29,833,300
6,647,144
317,525
158,333
62,930

37,018,232

1897
a0
12.918,14%5

1.630.570
14.553.715

9.842.482
5,172,100
3,781,140
£.,953.240
5,633,606

84/,930

39 520,972

$1,935.227
1,265,227
211,380
15,536
b,buz

39.b20,972

COMPANY

1996
N'00C

10,851,546

2,880,954
527 877
37019232

29,853,300
6,647,144
317,525
158,333
62,930

Due to other Banks includes uncleared effects and cheques for collection in favour of other Banks in

Nigeria.

CA«
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NOTES ON THE ACCOUNTS (co

nt.) :

GROUP
1896
N'000

844,524
298,970
783,016
424,024
105,072
457,423

3.013,426

6,400
3,486
147.104

Principal
1896
N'000

.f
8.818.892
91,614
347 525
2,245,070
1,503,101

1997
Nong
Other Income
Income fram foreign exchange fransactions R36.4560
Commission on letlers of credit and bills collecled 172,058
Commission on turnover A26.235
Commission on transfers and guarantees f27.415
Financial services commissions 119,221
Income from managed funds 550,905
Interest on foreign branch tax relunds and olher income 350,927
3.483.211
Other Operaling Expenses
QOther Operating Expenses include
Auditors’ Remuneration 8.100
Directors’ Remuneration (note 23) 5,225
NDIC Premium 183,831
Movement on Prugential Provision Accounts
Principal Provision
1847 1897
%o Honon H ooo
.1 Per Prolil and Loss Account:
Performing 1% 10.749.034 107.490
Sub-Standard 10% an,271 n.827
Doubtiul 50% 61.667 in. a1
Lost 100% 2.222.377 2,222.311  _
13.131.344 2310525 1
SME Loans fR,619
Investmenls 3,860
Interbank Placemenls 15,500
Other Assels (note 5) 35 542

COMPANY
1947 19496
N 000 N'000
#36.456 944 924
172.058 298,970
026,235 783.016
f27.415 -. 4240
119,223 105,07
350,922 -
72.032.308  2,556.003
7,500 6,000
5,225 3,486
183,831 147,104
Prolit and
Provislon Loss
1996 Account
N'000 N'D0D
88,189 19.301
9,161 B66
173,763 (142,932 )
2,245,070 (22,693 )
2.516,183 { 145,658 )
. 68.619
9,315 (5455 )
18,500 -
__412 7130

(75.364 )

.2 Movement on provision for Bad and Doubtiul Debts has taken into account total recoveries for the

year slanding al N921,044,227.

O



NOTES ON THE ACCOUNTS (cunt.)

.3 Per Balance Sheet (note 4)
Balance brought forward
Provision for current year

Interest in Suspense

17. Taxation
1 Per profit and loss account
Taxation based on the profit of the year.
- Income Tax
- Education Levy
(Over)/under provision in previous year

.2 Per balance sheet (note 8)
Based on the profit of the year as above
¢ Balance brought forward
Payments during the year

Ty, 1996

T N'DDO

2.576,523
) LR dl: 50,340 ]

2,516,183

v 3330168

b BBIB3sT

GROUP COMPANY

IHET] 1996 14 18496

TR N'000 i N'CDO

et I 403,355 n 373,855

i 33,655 L M 31,155
C (102899 ) (102672 )
TR _J'l-l_ul“ e Bhindd __303_3@__

TR 334,111 wu Libu 302,338

TR T 224,627 e 4Ll 223,680

e (A8 ) ke (43054 )
it _ 515,078 N L 483?64

The charge for wcome tax in these accounts is based on the provisions of thie Companies Income Tax Act 1979
amended to date. The charge for Education Tax is based on the provisions of the Education Tax Decree,

1993,

18. Dividends

Proposed (gross) on issued ordinary
share capital 20% of N300.000,000
(1996 - 67% of 300.000,000)

(Y] 1996 [y 1996
1 W N'000 i+ i N'O0O

200,000 i ¥ 200,600

The proposed dividend 15 subject to deduction of williholding tax at the appropriate rate

gi N



19. Earnings and Dividends per Share

NOTES ON THE ACCOUNTS (cont.) .

Earnings and divicend per share are based on issued and fully paid Capital at 31 March, 1997,

20. Nel External Assets

.1 Assel (note 1)
Cash and Bank balances held
Maney at call

Negoliable Certificale of Depasit

2 Liabilities (note 7)
Demand deposils
Time deposits

Net External Assels

21. Conlingent Liabliliss

GROUP
1 1996
1 i H'nau
LWL 1an

A

2,021,732
10,526,578
1.452,000

114,000,310

(I LU

T Wl
it b

£6.799.185
B 4,081,987
GG 10.881.172

A e

3.119,138

1947
ann

flih 144
AR R

111492 504

LA G

.7y 1an

HAG TN

A0S, Jon

COMPANY

1996
N'000

2,021,732
10,526,578
1,452.000
14,000,310

6,799,185
4,081,987

10,881,172

‘.3.119.!@

At 31 March, 1997 contingent labilities in respect of litigations against the bank amounted to N26,523,530 (1996 -
N20,771,800). The actions are being contested and the Directors are of the opinion that no significant liability wil

arise therefrom.

22. Contravention

During the year ended March 31, 1996, the Bank contravened the provision of the Central Bank of Nigeria Monetary
Policy Circular No. 28 of 1995 which stipulates a maximum lending rate of 21% per annum. The penalty of N35,000
was levied and paid during the year ended 31 March, 1997.
The cap on interest rates which was imposed since 1994 was removed with eilacl from 1st October, 1996
(reference Monetary Policy Circular No. 31 of 1997).




NOTES ON THE ACCOUNTS (caat.)

23. Information Regarding Directors and Employees

199/ 1996
1 utl N'004
(a) Directors’ emaluments
(i)  Chairman iy 136
Other Directors 4 uty 3,350
h 4 3@
(i)  Other Directors’ emoluments include
Fees .08 673
Dthers 4 uliil 2677
3t 3350
¢ {1} The number of Directors excluding the Chairman whose emoluments were within the
tallowing ranges are
1! 1996
il Number
Upito . N50,000 b 6
N190.001 - N200,000 5 5
N200,001 - N210,000 i -
Quer H300,000 { 7
{b) (1) The average number of persons employed
by the Bank durning the year was as follows:
General Managemen 21w 267
Officars 2 uya 2,345
Junior Staff duis 5101
L /4.
P 19496
Slaff Cost 1t N'000
Staff cost is as follows:
Wages and Salaries P dad 1,192,475
Stalt welfare T _ 847 066
* g b 2,189,541




¥ .
Gross earnings
Interest paid

Bought in material & services
Net loan loss recovery
Applied in the following way.
To pay employees:

Salarigs, wages and fringe benefils

To pay providers of capllal:
Dividend 1o shareholders

To pay government:
Direct Taxation

To provide lor maintenance of
assets & expansion of business:

Dapreciation

Profits refained in the business

P wiu g,

{ bl Mg

bongi o

{2042 hul )

TS T R

GROUP STATEMENT OF VALUE ADDED

Yoar Endod 215t Maich

e 1996
i tate! N'000

7430411

5,544,000

[ LY __4.g_'.6_53__.

3,700,973

Ve 2,189,511

T 200,000

iy . 34N

! 171,763

814,558
TR 3.?099?3

(1,886,411 )

(1,876,680 )

100

59

100

Value added represents the addiional wealth the group has been able 1o creale by its own and its employeas’ efforts.




GROUP 2ALANCE SHEET

Use of Funds

Cash and short 1erm funds
Cash Reserve deposits
Stabilisation Sezurities
Bills Discounted
investmenis

Loans and Advances
Other assels

Fixed Assets

LIABILITIES

Depaosit and other
Customers’ Accounts
Accounts payable, including
Hems in lransi, taxation
and dividend

CAPITAL AND RESERVES
Share Capital

Reserves for Bonus Issue
Other Reserves

Shareholders’ Funds

PROFIT AND LDSS ACCOUNT
Gross Earnings

Profil Be'sre Taxation
Taxation

Profit After Taxalion
Transler 1o Reserves
Qedinary Dividends

Relamned Profit for the Year
Profit Brought Forward

Per 50k share data (adjusted)
Earnings per share

Dividend par share

Equlty Interest per share

FIVE-YEAR FINANCIAL SUMMARY

For the Year taded 31 March

LAl ML
Y g
1 * 0N

NI
TR L N

¢ EnHn

i
T

» AN

1095 1905 1994 1993
N'000 N'00D N800 N'000
18,444,369 19,825,479 6.462 560 4,867,029
1,161,107 BB2,084 613,136 437,351
4.196,142 4.196,142 3.042,103 1,826,088
5,900,820 3635839 1,946,945 999,413
3.124,844 3.070,749 890.051 78,105
£.986.917 6.220,112 4,317 846 5428 590
4278614 4,611,316 5,461,290 6.220.903
2,025,602 1,758.633 1,548,048 1,117,690
48,208.415 44,200,384 24281970  72.875.170
37,019,232 43,161,587 18.253.087 18627500
6.815.379 7.427.488 4.350.600 3,608,521
43,834,611 40,589,075 22714587 22,236,021
300,000 300.000 100.000 100.000
4.073.604 3,311,309 1477.392 639,149
4373804 2611308 1577382 739,149
48208415 44200384 24,281.978 22,975,170
7430411 4659827 3643441 2,930,899
1,348,669 490,630 213.233 368.077
(334,111 (136,010) (79730 ) (102,640 )
1,014,558 354,620 133,503 265,437
( 814.358 ) (254,520 82503 224 668
( 200,000 ) { 100,000 ) { 50,000 ) { 40,000 )
200 100 1.000 169
2.800 2,700 1.700 931
3,000 2.800 2.700 1,700
N1.G9 NO 59 NO 22 ND 44
N0.33 NO.17 D82 NO (P
N7.29 NG.02 N2.63 N123

NOTE:  Earnings and dividend per share are based on Lhe issued Urdinary Shares at 31 March. 1897
Farnings are the Alter-Tax Profits of each year.

©-



SHAREHDLDERS' INFORMATION

The issued shara capital of the Bank is N300,000,000, made up ot 630,000,000 Grdinary Shares of 50k sach.
The breakdawn of sharehalders is as follaws:

NO. OF SHARES . %

Nigerian Citizens ; 360,000.000

. 60.00
Landspire Limiled ¢ 184,200,000 30.70
Bankars lternational .' '
Corporation USA : 27.000,000 450
Banca Nazionala del Lavoro, italy 14,400,000 240
Monte dei Paschi @l Sieoa Haly . __14.400.000 240
TOTAL © 600,000,000 100,00

As at 315t March, 1997, no shhréhalder excepl as listed above hetd more than 10% of the issued and palo up share
canital of the Bank, '

SUMMARY OF DEALINGS IN UBA SHARES
Deatings in UBA Shares for the period st April, 1996 to 3151 March, 1997,

. TOTAL DUARTERLY AVERAGE
Aprii, 1996 - June, 1996 1.602 520
July, 1986 - Sept. 1906 1,068 356
Oct. 1936 - Dec. 1998 748 249

Jan. 1897 - March, 1997 1.520 506

HISTORY OF CHANGES iN THE RANK'S PAID LUP SHARE CAPITAL
Delails ol shares issued:-

Public 1ssue * November 26 1970

Scrip lssus 01 Coduly 25 1973
' ’ 02 . July 4 1974
" 03 ¢ September 11 1875

" 04 T March 27 1977

y 05 i Seplember 28 1977

) 06 v August 2 1978

a7 © o July 20 1981

08 o duly 21 1082

" 09 o July 20 1083

' * 10 i Sapiember Kl 1986
" - ) H July 25 1090
' 12 July 18 1994




