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ABSTRACT

Evaluation of the performance of a business is important to both Management and
Investors if the business must guide against human and material distress. Since
performance is an indication of how efficiently resources are being utilized, it is
pertinent to note that the import of its evaluation must be carefully and rigorously
studied.

This project is thus aimed at studying, interpreting and evaluating the performance
Of Peugeot Automobile Nigeria Limited, a multi-National company jointly owned by
Nigerian (60%) and Automobile Peugeot of France (40%) using twenty (20)
Financial Ratios as a tool of Financial Analysis.

The study revealed that out of the Financial ratios adopted for Peugeot Automobile
Nigeria Limited, Three ratios gave possible reasons for the various problem of the
company, ranging from (inflation, stringent credit squeeze, inefficient use of fixed
assets, slow moving incentives, under trading and operating losses), while others
ratios indicated various problems and their effect on various aspects of the
company's productivity levels. Six of the twenty ratios namely; Fixed asset turnover,
Sales to working capital, Gross profit margin, Net profit margin, Stock Turnover,
Interest cover ratios are good evaluators of the company's performance. While
others indicated various problems and their effect on various aspects of the

company's productivity levels.

The result of the Multiple Discriminant Analysis of the Altman Model also indicated
financial difficulties. Among this are; excessive fixed assets, slow-moving

incentives, hyper-cost push inflation, stringent credit squeeze etc.

Important recommendations were made for the improvement and management of
the company business risk. The resulting ratios will assist the company's creditors
and investors to identify and quantify risks, as well as quantifying the management's

ability to handle such risks.
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CHAPTER ONE
INTRODUCTION
1.1 GENERAL BACKGROUND

The analysis of financial statements, in order to judge the performance of a company
or a group of companies, is/based largely on Ratio Analysis. Financial Analysis is the
process of identifying the firm's existing strengths and weaknesses. The strengths
must be understood if they are to be recognized and corrective action taken. For
example: are inventions adequate to support the projected level of Sales? Does the
firm have too heavy an investment in Accounts Receivable, and does this condition

reflect a Tax Collection Poligy?

The analysis of financial statement is typically devoted to the calculation of Ratios in
order to evaluate the past, current and projected performance of the business firm.
Ratio Analysis is the most widely used technique for interpretation and comparison of
financial reports. It is useful because it can be used to summarize relationships and
results, which are significant to the appreciation of critical business indicators of
performance. For example, the ratio of Net Profit is useful for the purpose of comparing
performances from year to year, and the performances of different companies, given

that aggregate figures are always of differing orders of magnitude.

The collection of ratios on a systematic basis allows trends to emerge, and throws into
relief the significance of charges indicated by the analysis of current events.

The key to obtaining meaningful information from Ratio Analysis is comparison.
Comparing ratios over time within the same business to establish whether
performances are improving or declining, and comparing ratios between similar
businesses to see whether the company being analysed is better or worse than

average within its specific business sector



Standards of comparison may consist of:
; 1A Ratios calculated from the past financial statements of the same firm.
2. Ratios developed using the projected or proforma financial statements of the
same firm.
3. Ratios of some selected firms, especially the most progressive and successful,
at the same point in time.

4, Ratios of the industry to which the firm belongs.

1.2 STATEMENT OF THE PROBLEM

It is the responsibility of the management of any business organisation to see that
resources are utilized efficiently and effectively, and that the firms’ financial condition is
sound and encouraging for the achievement of organisational objectives. Performance
should be an indication of achievement in terms of good management of the
organisation’s resources.

The ability to predict performance is very important to any business in the private or
public sector. Equally important is the ability to analyze past performance and project
the trends into the future. Analysing business performance is useful and important to
management, investors, creditors and individuals in order to take preventive measures
against financial ruin, such as changing operating policy, and recognizing the financial
structure in case of financial distress. The shareholders are interested in the present
and future earnings, and the firm creditors are interested in how the firm uses its short-

term loans to service its debts in the long run.

The balance sheet and profit and loss account alone do not give the full picture of the
financial condition of the organisation. There most be a clear understanding, in the
mind of the reader, of what lies behind the figures. Ratio analysis takes care of this, but

it can be misleading if its limitations are ignored.
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1.3  SIGNIFICANCE OF THE STUDY

It is the responsibility of the management of any business enterprise to see that
resources are used efficiently and effectively and that the firm's financial condition is
sound and encouraging. The ability to evaluate financial performance is very important
to any business enterprise. Performance should be an indication of achievement in

terms of good management of all resources available, both human and financial.

Eveluating business performance is useful and important to management, investors,
individuals, etc., in order to take preventive measures against financial distress such as
changing the operating policy and reorganizing the financial structure. Numerous ratios
may be computed from financial reports and from other sources, notably stock
exchange share prices. Only important ratios, which focus on two (2) critical areas,

may be utilized. The critical areas are:
- The ability of the firm to survive and grow, and
- The efficiency of its financial performance

From the investor's viewpbint, maintenance and increase of the value of capital
invested is the first consideration. The second consideration is the level of income,
which he expects to derive from the invested capital. Clearly, both considerations are

interrelated and interdependent.

The study would be of value to business people. Specifically, it would provide basic
information to management, investors, customers, creditors, suppliers, debtors,

students, and researchers an business performance and how to evaluate it.
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Firally, it is our hope that this will add to the present stock of knowledge, and create

avenues for future research.

14 PURPOSE OF THE STUDY

The purpose of this study is to use financial ratios in evaluating the business
performance of PEUGEOT AUTOMOBILE NIGERIA LIMITED. The factors affecting or
influencing performance are many and they vary from one industry to another. So it is
very useful for management to identify the use of Financial Ratio Analysis as an
evaluator of a firm's deficiencies such, as poor liquidity and low profitability. It is also
helpful in predicting the future earnings performance and financial health of a
company.

Among other things, the study examines:

1. How information generated by the Accounting System may be used to evaluate
business performance.

2. How performance may be measured and evaluated, with a view to assist in the
management of affairs.

3 The significance, as well as the problems in using accounting information for
performance evaluation, and finally,

4. Identification of the methods of performance evaluation in Nigeria.

1.5 SCOPE OF THE STUDY

A number of ratios have strong evaluating power on business performance, but only
twenty-six (26), ratios were considered. However, sixteen (16) of them were analyzed
in this study. This limitation is so because many organizations in Nigeria are very

secretive in their operations due to tax, tariff and other strategic reasons.
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The ratios selected for the study are therefore intended to measure and evaluate the

different aspects of business performance.

1.6 RATIOS USED IN THE STUDY

There are five (5) broad groups of financial ratios. These are: Liquidity, Profitability or
Productivity, Activity, Debt, and Coverage ratios. Each of the groups has a number of
financial ratios that might be computed, which increases geometrically with the volume
of financial data. This study will concentrate only on the ratios needed to assess the
financial conditions and the performance of the selected firm - Peugeot Automobile

Nigeria Limited.

The: ratios are as follows:

(A) LIQUIDITY (Short - term Solvency) RATIOS:
1. Quick (Acid)
.} Current
3. Sales to Working Capital

(B) LEVERAGE RATIOS (Long - term Solvency)
4.  Debt - Equity (Eamings)

5.  Debt - Capital Employed

6. Interest Cover Ratio



(C) ACTIVITY (Efficiency) RATIO

7. Average Collection Period - sales to total assets inventory turnover
8. Average Payment Period - sales to equity working capital to sales
9. Debtors Turnover - working capital to total assets

10. Stock Turnover - sales to fixed assets

11. Fixed Assets Turn Over - fixed assets to Network

(D) PROFITABILITY RATIOS

12. Return On Capital Employed (ROCE) - Primary ratio
13.  Net Profit Margin

14.  Gross Profit Margin

15. Operating Ratio

(E) INVESTORS (Stock Exchange) RATIOS

16. Earnings Per Share (EPS)
17.  Price - Earnings (P/E) Ratio
18. Earnings Yield

19. Dividend Yield

20. Dividend Cover

1.7 ASSUMPTION OF THE STUDY
The study has assumed that the information in published financial statements of the
company has been audited by qualified Auditing Firms and has been reviewed in detail

by relevant government agencies. Consequently, the profits reported in these
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pudlished financial statements are reasonably reliable and they have been
determined in accordance with generally accepted Accounting Principles and

Standards as Specified by the Company and Allied Matters Decree (CAMD).

1.8 PRESENTATION OF THE PROJECT

The first chapter discussed the significance of financial ratios. It explained that financial
ratios are the yardstick used to analyze the performance of any enterprise.

A review of some researches on the use of ratio analysis as a technique for
investigating is presented in Chapter Two (2). Many Researchers like Altman and
Beaver combined both models to assess the predictive ability of a large number of

ratios.

The: third chapter deals with the research methodology, which is concerned with
procedures used in collection and classification of data.

The findings of the analysis or study based on the financial ratios are discussed in
Chapter Four (4).

The: last chapter, Chapter Five (5), contains recommendations and the conclusion.
The Appendix comprises of the computed values of Peugeot Automobile Nigeria
Limit's ratios and graphical presentation of some ratios. This project ends with a

Bibliography, which is arranged, in alphabetical order of names.



CHAPTER TWO
LITERATURE REVIEW

Financial ratios do not have their roots in the country; however, many studies have
demonstrated that financial ratios can be employed in evaluating the performance of
an organization. Researches on financial ratios are not based on only one aspect of

the firm but on many analyses of firm failure, bond rating, risk-determination and so on.

2.1 ACCOUNTING RATIO AND FINANCIAL ANALYSIS

A ratio is an index that relates two (2) sets of figures to one another. Ratio analysis can
be described as a quantitative technique, which employs the ratios of several pairs of
quantities generated by the firms to represent objectivity, outcomes of decisions made
by the firms, and results of outside conditions surrounding the firms. "Financial
Analysis" is essentially a subset of "Ratio Analysis". The objectives of the two are the
same but the numbers of areas under scrutiny of financial analysis are increased as
financial analysis may, in principle, concern itself with any and all aspects of the
operations of the firm. Financial Ratio analysis, having originated in Accounting
concerns itself, in practice, with ratios relating to balance sheet and income statement

infcrmation. (Haskell; 1971:174).

An Accounting Ratio is said to be an expression of one set of financial data in terms of
another in order to bring out the relationship between the two. It is obvious that the
Absolute Accounting Figures reported in the financial statements do not provide a
meaningful position, hence the risk inherent in a firm. They can only give meaning

when they are related to some other relevant information. Accounting Ratios, therefore,



indicate a quantitative relationship, which can be used to make a qualification
judgment. (Pandey; 1992:110).

Financial Analysis involves two (2) types of comparison: a comparison of present ratios

with past and expected future ratios for the same firm, and a comparison of the ratios

of one firm with those of similar firms or with the industrial average at the same point in

time. The firs type is called "Trend Analysis” and the latter is called "Inter-Industrial
Analysis” (Van Horne; 1990: 752-778).

2.1.1 RATIO FORMATION AND INTERPRETATION

Forming ratios requires that some logical relationship must exist between the items in

the numerator and those of the denominator. In this respect, three kinds of logical

relationships were suggested by Tamari (1966: 15-21):

(a)

(b)

(c)

Ratios should relate matching components, that is, values that have
economic relationship.

Ratios should be formed only from elements based on common values,
that is, similar valuation method should be used for both the numerator
and the denominator, and

Ratios should be formed only if the components are functionally related,

that is, if they vary in some definite manner.

However, Williams (1991: 19-24), believes that these criteria are inadequate. He

advanced the following argument against the criteria.

(a)

(b)

()

That the requirement for an economically meaningful relationship between
ratio components is self-evident.

That the need for a common value-basis of ratio components is logically
unsupported, and

That the restriction of ratios to CO-variable items is inconsistent with the



Objective of financial analysis, since the relationship generally sought is

not the one between the ratios and some economic indicator.

He therefore, concluded that ratios should be formed without restrictions, as long as it

serves the purpose of the analyst.

Researchers have suggested various ratios interpretation methods on financial ratio
analysis (Heffert; 1972: 22-25, Van Horne; 1990: 725-778 and Pandey; 1992: 145-
149). These methods include!

(a) The classification of financial statements items into "good" and "bad" categories.
The "good" includes assets, revenue, and capital, while the "bad" consists of
liabilities and expenses. This classification is to provide a framework for ratio
interpretation. Therefore, a high current ratio is desirable since it indicates an

excess of "good"” assets over "bad" liabilities.

(b) The use of the industrial average or the alternative measures of industrial
average, also called the median. It is argued that observed ratios should be
compared with industrial average and inference should be based on the extent

and direction of deviation from the average.

(c) The use of absolute criteria has also been suggested. Well-known absolute
criteria include the 2:1 value for the current ratio, the 1:1 minimum value for the

Net worth to Fixed Asset and Net worth to Total Debt Ratios.

However, Williams (1991: 19-24) argued that the three methods of interpretation
suggested above are not only inadequate, but also naive, often ambiguous, and

usually unverifiable from an empirical point of view. Nevertheless, any of the three
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methods may be used to in'terpret ratios since no better suggestion has been made.

The determining factor should be the purpose for the analysis.
2.1.2 THE IMPORTANCE OF ACCOUNTING RATIO ANALYSIS

Ratio analysis is one of the most important tools of financial analysis (Pandey;
1992:110). Sincere groups of people are interested in analyzing the financial
information to indicate the loperating efficiency and various aspects of the firm's
financial position. These groups are accounting ratios to determine the particular
financial characteristics of the firm in which they are interested. With the help of ratios,

we can determine:

(a) The ability of the firm to meet its current obligations,

(b) The extent to which the firm has meet its long-term obligations by
borrowing funt?s,

() The efficiency with which the firm is utilizing its various assets in
generating revenues, and

(d) The overall opertating efficiency, performance and hence, risk involvement

of the firm.

Accounting Ratio Analysis pérmits the charting of a firm's history and the evaluation of
its present position. Such an analysis allows the Financial Manager to anticipate
reactions of investors and cJeditors. This gives him good insight into how his attempts
to acquire funds are likely to be received. The analysis of trends of the ratios also add
considerable significance to the financial analysis because it studies the ratios of

several years and isolates the exceptional instances occurring in one or two periods.
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Accounting Ratio Analysis is also likely to give an analyst a clearer understanding of
the financial conditions and performance of the firm than the traditional analysis of
absolute financial data. The analyst can be a short-term creditor, who is interested the
current financial position of the firm, or a long-term creditor interested in the solvency
of the firm.

There are also equity shareholders, who are generally concerned with their returns and
may bother about the firm's financial conditions only when their earnings are

threatened.

Studies have also shown that accounting ratios have predictive power. Beaver (1968:
71-111), tested the ability of accounting ratios to predict failure. He discovered that
accounting ratio analysis can help predict failure at least five years before it occurs.
Altman (1968: 589) also used accounting ratios to predict corporate bankruptcy
through the use of Multiple Discriminate Analysis (MDA). Similarly, George (1986: 65-
105), established that appropriate ratios can be quite successfully employed to predict
business failure before it actually occurs. Van Horne (1990: 769) went further to
suggest that the best ratio for predictive purpose are the Debt-to-Net worth, the Net
Operating Profit Margin, Debt Coverage and its stability, Return on Investment Size,
anc Earning Stability.

In Credit Analysis, the analyst will usually select a few important ratios. He may use the
Current Ratio or Quick Ratio to judge the firm's liquidity or debt paying ability, Debt-
equity Ratio to determine the state of the owner's interest in the long run, or any of the

profitability ratios to determine the firm's earning prospects.

Finally, this type of analysis is also useful in Security Analysis. It can be used in the
analysis of the investment merits of shares and bonds. When the emphasis is on

Security Analysis, the principal focus is on judging the long-run profit potentials of the

12



firm. Profitability is, to a large extent, a measure of how efficiently a firm is run. Since

Accounting Ratio Analysis provides an insight into this factor, it is useful to the security
analyst (Edward; 1983: 589-600).
2.1.3 PROBLEMS OF RATIO ANALYSIS

Despite the usefulness of Accounting Ratios, it has to be used with caution due to

inherent limitations. These limitations might lead to faulty decisions and interpretations.
According to Pandey (1992: 153-154), and Morris (1983: 50), the following are the

limitations and problems of ratio analysis:

(a)

(b)

Ratios are based on historical financial accounts with all its shortcomings;

therefore, they contain almost all the deficiencies of these accounts;

Some ratios are open to manipulation and need to be interpreted with care e.g.
stock levels may be kept artificially low towards the end of the accounting year to
create an impression of high efficiency in this area, or long-term liabilities may be
used to settle short-term liabilities towards the end of the accounting year to

create a favorable liquidity position.

Inter-firm comparisons are faced with the problem that different organizations
might have used different accounting policies or that such firms operate under
different constraints. Hence, comparison of ratio between different types of

organizations can be misleading.

There is a real danger that Ratio Analysis can lead to conclusions that are over-
simplified. For example, a high Current Asset Ratio is seen as good, while a high
Credit Period allowed to debtors is seen as bad. Very littie attention is usually

paid to determining optimal values for ratios.
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(e) Detailed knowledge of a company's market and other operating environments is
seldom obtainable from the financial accounts, yet such knowledge is particularly

important for assessing future profitability.

(f)  There are also problems relating to the comparison of an individual firm's own
ratios over time. Changes in reported performance may be due to good or bad

management or exceptional external factors.

(g) Ratios, taken in isolation, are almost useless. They have to be compared with

something before they become meaningful.

2.2 DEFINITIONS OF SOME RATIOS

All ratios are important because no one ratio gives sufficient information about the
performance and financial condition of any business. Although the number of financial
ratios that may be computed depends on the amount of financial data available, this

study will only concentrate on the important ratios.

The LIQUIDITY RATIO measures the firm's ability to meet its maturing short-term
obligations and it has been proved to be the best in this area. It requires the use of

cash budgeting.

The WORKING CAPITAL TO TOTAL ASSETS RATIO is frequently found in studies of
business performance evaluations. Any firm should not allow its liquidity position fall

below certain levels since it runs a high risk of failures due to technical insolvency.
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PROFITABILITY RATIOS measure the effectiveness of management i.e. human and
financial resources, which when fully managed, will generate returns on investments.
More attention is on this ratio because the objective of any investment is to make profit.

Without profit, business will not attract investors or outside capital.

EARNINGS AFTER INTEREST AND TAXES TO TOTAL ASSETS RATIOS: These
particular ratios indicate how productive the firm has been in utilizing its facilities and
resources to generate operating profits. It also indicates how firms can survive during
problems like falls in their market share due to economic and political policies. The
ultimate existence of the firm is based on the earning power of its assets. This ratio is

appropriate for dealing with performance.

NET WORTH TO TOTAL ASSETS RATIOS: These indicate the value of the firm and
the extent to which the owner is committed to the long-term survival and growth of the

business.

THE RETURN ON INVESTMENT (ROI): This ratio measures the overall effectiveness

of the management in generating profits with its available assets.
EARNINGS PER SHARE: It is the number of Naira earned on behalf of each
outstanding share of common stock and it is very important to the management, as

well as to the current, or prospective shareholder.

ACTIVITY RATIOS: Measure the performance of any business and also indicate how

effectively the firm employs the resources at its command.

15



2.3 TYPES OF COMPARISONS:

There are two (2) basic ways in which financial ratios can be used:

(@) Time Series Analysis, and

(b) Cross Sectional Approach.

TIME SERIES ANALYSIS: It is the method used to measure a firm's performance over
time. It compares the current performance with past performance using Ratio Analysis.
It allows the firm to determine whether or not it is progressing as planned. Using multi-
year comparison can see developing trends, and knowledge of these trends should

assist the firms in planning future operations.

CROSS-SECTIONAL APPROACH: This approach involves the comparison of
different firms’ financial ratios at the same point in time. The comparison could be done
with firms in the same industry. Such comparison is made to find out how well a firm
has performed in reiation to its competitors. Again, the firms’ performance will be
compared to that of the industry leader. Another type is to compare the firms' ratios fo

industry averages.

2.4 STUDIES ON USEFULNESS OF FINANCIAL RATIOS

Researches have been conducted in order to analyze the financial capabilities of
business enterprises, which are aimed at providing tools for measuring the

performance of business enterprises. Some of the researches will be discussed below:

Hickman (1958) studied the result of bonds issued during 1900-1943 and discovered
that firms with high Times Interest Earned and Net Profit to Sales Ratios went into
default less frequently than those with low ones and again discovered that the ratios

are good default predictors whether studied jointly or separately.
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SUALIER et al (1958) carried on a similar study in the United States of America and
discovered that firms with very low Current Ratios and Net Worth to Total Debts Ratios

were more likely to default on loans.

MOARE AND ALKANSON (1961) checked charges in bank credits and financial data
and discovered that firms with higher Current Ratios and Working Capital to Total
Assets, Net worth to Total Assets, and Net Profits to Net worth Ratios increased their

use of credit more often than others.

A. M. WOJINLOWER (1962) investigated the quality of bank loans and analyzed
critical loans for 1957 in three districts in the United States of America. He observed
that 67% of firms with critical loans had Net worth to Total Debts Ratios below their
various industry averages. Therefore, it could be said that firms with shaky Net worth to

Total Debts Ratios may have problems with repayment of their loans.

HORRIGAN (1966) regressed rating as dependent variable against the financial ratios
of some companies. He selected and developed a model - the multiple regression
model- that consisted of Debt, Subordination, Sales to Net worth and Net Operating
Income to Sales and attempted to predict the top six bond classifications for both
Moody's standard and Poor’'s. He successfully predicted about fifty-eight percent (58%)
of Moody's rating, and fifty two percent (52%) of standard and poor rating.

FALK AND HEINTZ (1975) attempted to rank industries according to the degree of risk
based on particular industry characteristics as reflected in industry financial ratios.
They analyzed forty-one industries (41) for the period 1971-1972 using five (5) ratios.
They discovered they could group a significant number of industries based on degrees

of risk as reflected in industry financial ratios.
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financial ratios and on one hundred and thirty four (134) firms.

ORGLER (1970) developed a credit-scoring model for commercial bank loans using
twenty-one (21) ratios selected from Valuation Ratio Categories and found he could

predict criticized loans with some degree of success.

SMITH AND WINAKOR (1935) analyzed the trend of twenty-one (21) ratios for ten (10)
years prior to failure. They observed that there was deterioration in the average value
of failed firms and concluded that good indicators of approaching distress were Long-
term Solvency Ratios. Also, Working Capital to Total Assets Ratios which declined
from the beginning to the end of the period studied were observed to be the best

indicators of approaching failure.

FITZ PATRICK (1931) analysed 3-5 year conditions of twenty (20) firms (that failed
between 1920-1929) prior to failures by using thirteen (13) ratios for each of them
respectively and compared his results with those of nineteen (19) non-failed firms. He

then concluded that all ratios are capable of predicting failure to a certain extent.

PINCHES AND MINGO (1973) analysed 180 bonds for the whole of 1967, collected
financial data on thirty-five (35) variables and developed a model that employed six
variables using M-group Multiple Discriminate Analysis for factor analysis. The six
variables contained in the model were: Subordination (legal status of the bond), Issue
Size (that is bond ratings and the size of bond issue were related), Years of
consecutive dividends (indicating ability to pay cash dividends), Net income to Total
Assets, and Five Year Long-term Debt to Total Assets. Their model obtained 69.7%

success of Moody's actual bond rating.
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CHUDSON (1945) found that Short-term Liquidity and Long-term Solvency were the
two factors that could be used to differentiate profitable from non-profitable firms when
he classified firms as such.

MOYER (1977) sighted Altman's model on data for the period of 1965-1975 and found
that its predictive ability dropped considerably. He found the predictive ability of the
model to be increased when 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.

ALTMAN et al (1977) reviewed Altman's model and updated its application to 1969-
1975. In doing this, fifty-three (53) failed and fifty-three (53) non-failed firms, including
retailing firms were studied. Twenty seven (27) ratios were used in this study. Seven
(7) were incorporated in a discriminate function which was found to predict correctly

96% and 70% failure respectively in the first and fifth year before bankruptcy.

COLLINS (1980) found that the Multivariate function of Altman was a better failure
prediction than the Univariate Analysis made by Meyer and Pifer (1970), though he

found that the two models provided good predictive results.

ABDELKHALIK AND EL-SHESHAI (1980) had samples consisting of sixteen (16) firms
that had defaulted for non-debt payment and sixteen (16) non-defaultive firms

representing twelve industries.

These firms were selected from the Index of Corporate Events in the “Issue of
Disclosure” Journal (1973-1975). The main objective of these researches was to
infroduce a concept of sharing information with subjects or subordinates. In other
words, they designed an experiment in Human Judgments. They also aimed, among

other things, at improving the definition of environment designated as a failure.
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According to them researches concerning failure prediction had followed two (2)

approaches.

(@) Using Mathematical tools or statistical tools

(b) The use of accounting information in discriminating between failed and

non- failed firms by human decision makers.

They made use of ten (10) financial ratios that had already been used in a previous
Studies. Each of the trends was estimated by the average annual change in a financial
item five years prior to default. They concluded among other things that judgment of
reasonable quality could be made based on information from a few data items
contained. They also found that the subject’s choice of information was a barrier for
predicting default on payment which was considered an environmental event by the

authors.

2.5 RECENT CONTRIBUTIONS TO FINANCIAL RATIO ANALYSIS

Investment has become an important activity. A lot of contributions have been made in
areas of financial ratio analysis to provide more accurate tools for assessing business

performance. The most prominent of them are Univariate Analysis and Multivariate

Analysis.
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2.5.1 UNIVARIATE ANALYSIS

The approach is called Beta Analysis. The analysis examines the association between

the relative risk measures of a security and a single accounting variable. Ball and
Brown first published this analysis in 1969.

They analysed two hundred and sixty-nine (269) firms between the periods of 1946-
1966. (Bearer and Mane gold (1975)). They studied two hundred and fifty-four (254)
compustat firms over the period of 1951-1969. They adopted four steps in their

analysis:

(@)

(d)

They estimated the market for each firm on a monthly return basis all

through the period.

They estimated the accounting for each firm on annual earning basis over

the period.

They ranked the two hundred and fifty four (254) stocks on the basis of
market, placing each stock in a porifolio between five and ten securities
and calculated the average market and accounting for each portfolio.

They estimated the correlation between the portfolio Security Market

Betas and the Accounting Betas from (c) above.

In their analysis, the following financial variables were correlated with Security Market

Betas:
1.

2

Earnings Variability - (a)

Dividend-payment Ratio - (b)



=, | Leverage - (c)

(a) Standard deviation of the earning to price ratio over the period
(b) Estimated firm's index model over the period
(c) Average Debt to Total Ratio over the period.

2.5.2 MULTIVARIATE ANALYSIS

It is an extension of Financial Ratio Analysis, which deals with the prediction of
corporate bankruptcy. The most prominent is Edward |. Altman's (1968). He used the
Multiple Discriminate Analysis (MDA) technique which was designed for Internal
Control Considerations, that is, to predict a firm's financial problems so as to enable
management, creditors, shareholders, employees and so on, take necessary action to
prevent failure which will definitely affect them. He used the MDA to rank firms on the
basis of a weighted combination of five (5) ratios. He identified twenty-two (22) ratios,

although he selected only five (5) ratios and these ratios were used to calculate the Z.

He defined Z as the “overall index” or “Barometer” and finally arrived at the following:

A =1.2X1 +1.4X2 + 3.3X3 +0.6X4 + 1.0X5

Where:
X1 = Working Capital to Total Assets
X2 = Retained Earnings to Total Assets
X3 = Earnings before Interest and Taxes to Total Assets
X4 = Market Value of Equity to book Value of Total Debt
X5 = Sales to Total Assets

He used Z values as follows:
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1. If the Z value is greater than 2,99, the company is healthy
- A If the Z value is less than 1.81, then it is bankrupt. He later calculated the critical
Z value. He got the critical Z to be 2.675 and concluded that any Z above 2.675

is a non-bankrupt firm and below or equal to 2.675 is bankrupt.
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CHAPTER THREE

RESEARCH METHODOLOGY

3.1 SAMPLE SIZE

The single firm selected as sample for the study is the leading car-assembly plant in
the country. Another consideration was the availability of data for the years under

study.

3.2 SAMPLE SELECTION

A single company was selected for this study. The company was studied for ten years

(1984-1994). This period was selected for the following reasons:

The glut in the oil market with the prevalent economic recession persisted
through out the period.
2. Under utilization of productive capacity within the period.

3. Fluctuation in turn over level/rate within the period.

4. The Structural Adjustment Programme (SAP) aimed at revamping the

ailing national economy was introduced during this period.
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5. It is within this period also that the Second-Tier-Securities Market (SSM)
was established to give adequate recognition to the need to turn small
and medium sized companies into big ones. These small and medium
sized companies are owned and wholly promoted by indigenous

entrepreneurs, foreign investors, and the Government.

The analysis of data collected and the result herein are considered to be a fair outlook

of the study in general.

3.3 DATA COLLECTION

The search for relevant information for this study started with consulting the selected
firm for their annual reports. The data needed was obtained from the annual reports

and they were used for the calculation of the relevant ratios for the analysis.
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CHAPTER FOUR

FINANCIAL ANALYSIS OF THE SELECTED FIRM

41 OVERVIEW OF THE CHAPTER

This chapter is concerned with analyzing the financial ratios of the selected company.
The investors, management, employees, and Government are interested in the
financial positions and they have various reasons for their interest. With these varying

interests, each of the ratios serves some particular purpose.

4.2 LIQUIDITY RATIOS ANALYSIS

Financial ratios used in determining the liquidity position of any company are divided
intfo two (2) categories. They are the Short-term Ratios or Liquidity Ratios, and the
Long-term Liquidity Ratios called Debt Ratios.

Liquidity Ratios are concerned with a company's ability to meet its short-term
obligations and the two (2) commonly used are CURRENT RATIOS and QUICK
RATIOS which provide a general picture of adequacy of working capital and the ability

to meet daily cash obligations of the company.

4.3 PEUGEOT AUTOMOBILE NIGERIA LIMITED - BACKGROUND HISTORY

The history of what has now become Nigeria's favorite car dates back to 1975 when
individuals into the country imported 100 units of Peugeot 203 cars. Two years later,
SCOA was appointed sole agent of Peugeot cars and she imported the first set of 403
Peugeot cars. Since independence in 1960, however, the growth rate of the Nigerian

economy had taken such a proportion that the number of imported cars could no
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longer satisfy the need, therefore, to meet up with that demand, the then military
Government of Nigeria opened negotiations with Automobiles Peugeot of France for
the setting up of an assembly plant in the country. That dream became a reality when
on December 15, 1972, Peugeot Automobile Nigeria Limited was incorporated with an

Authorized Share Capital of N3 million, and Paid Up Capital of N2 million.

On March 14, 1975, the assembly plant in Kaduna was commissioned by the then
Head of State, General Yakubu Gowon, and the first Nigerian Peugeot car rolled out of

the plant.

4.3.1 OWNERSHIP AND MANAGEMENT

Peugeot Automobile Nigeria Limited was founded in August, 1972 by an official
agreement signed between the Nigerian Military Government and Automobiles
Peugeot of France. The company's equity structure stands at:

%

Federal Government of Nigeria 40%
Kaduna State Government 4.7%
Katsina State Government 5.3%
Nigerian Peugeot Distributors 10%
Automobiles Peugeot, France 40 %
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The company's policy affairs are looked after by a Board of Directors headed by a
Chairman, while the general management structure is headed by a Managing Director,
assisted by a Deputy. There are five (5) major divisions. These are:

Personnel

- Commercial
- Finance
- Industrial, and

- The office of the Managing Director

A General Manager heads each of the divisions.

LIQUIDITY RATIOS ANALYSIS

Financial ratios used in determining the liquidity position of any company are divided
into two (2) categories. They are the Short-term Ratios or Liquidity Ratios and the
Long-term Liquidity Ratios called Debt Ratios.

Liquidity Ratios are concerned with a company's ability to meet its short-term
obligations and the two (2) commonly used are CURRENT RATIO and QUICK RATIO.
They provide a general picture of adequacy of working capital and the ability to meet

daily cash obligations of the company.

CURRENT RATIO

As indicated in the Appendix A2, Peugeot Automobile had the highest current ratio of
the period under review in 1987 with 1.269 while the lowest is 1.037 in 1993. This
means that the company does not have the accepted standard of 2-1 in any of the ten

years. This means the company is illiquid. However, care must be taken in drawing
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conclusions as a high ratio may be due to excessive stocks, large cash holding or
slow paying debtors. It is therefore important to look into the quality of the current

assets.

The values of these ratios are positive with little fluctuations.
- Current ratio relates working capital items in balance sheet.
- The "Rule of Thumbs" feels comfortable with 2:1

- Excess may be from over stocking, uncentralized cash, or poor credit control.
QUICK RATIO

- Quick ratio relates short obligations to "quick” funds.

- The "Rule of Thumbs" averages 1:1, lower indicates no stress, and higher may
be under-utilized cash or poor credit relations.
It was less than one through out the period, meaning that the company had more
current liabilities than liquid assets. The low ratio indicates financial instability
now and in the near future. In the period, the highest value was 0.693 in 1988

while the lowest value was 0.246 in 1994.
SALES TO WORKING CAPITAL
This ratio shows how working capital changes affect sales level.
A 10% increase in sales will require a 10% increase in working capital.
The ratio is fair and this indicates that Peugeot Automobile Nigeria Limited did not face

problems associated with slow movement of stock especially in 1993, 1992 and 1994
with the values of 72.921, 52.251 and 48.183 respectively.
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DEBT RATIO

Debt Ratios deal with long-term liquidity of the firm. Those interested in these ratios are
mainly long-term creditors and shareholders. All debt ratios indicate the financial
structure and competitive position of the firm.

The debt ratios are Current Debt to net worth, Total Debts to net worth, and Total Debt
to Total Assets, etc. The lower any debt ratio, the better for the company because it
shows strong ownership position and management. The debt ratios of Peugeot

Automobile Nigeria Limited are low and the mean is within the same range.

TOTAL DEBT TO NETWORTH

Any high ratio indicates financial problems during the period. Hence the company has
more debts than investment as capital. Thus, the higher the debt the more restricted
and confused the management is, for, it has to continue thinking of redeeming them.

44 PROFITABILITY RATIO ANALYSIS

The financial ratios used in determining the profitability of any company are:

- Activity or performance ratios.

- The profitability ratios.

Both types of ratio aid in the evaluation of the firm's operational performance and the

value of some of these ratios are depicted graphically in the appendix.
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RETURN ON CAPITAL EMPLOYED

Under this, the denomination can vary with Total Net Assets, Total Assets, and
Shareholders' Fund.

The return on capital employed is the primary (main) ratio.

NET PROFIT MARGIN

If the Asset Turnover Ratio multiplies the Net Profit Margin, we obtain Retum on

Capital Employed.

Both net profit margin and asset turnover ratios are called secondary ratios.

INVESTORS (STOCK EXCHANGE) RATIOS

The growth in earning per share is used to measure the company's success.
Price Earnings Ratios reflect investors' expectations about growth in the firm's

earnings.

For high-risk companies, normally, Price Earnings Ratios are low while they are high

for growth potential companies.

Earnings Yield indicates return on current market price of shares.
Dividend Yield measures dividend return on current market price.

Dividend Cover measures number of times earnings can cover dividend paid.



4.5 ACTIVITY RATIOS
The Activity Ratios measure a firm's effectiveness at employing its resources and
include inventory Tumover, Average Collection Period, Current, Fixed, and Total Asset

Turnovers, etc.

These ratios actually indicate financial strengths and weaknesses.
Average payment periods show that shorter collection/longer payments are more

desired. However, credit-worthiness should not be sacrificed for longer payments.

Debtors Turnover indicates the number of times that debtor's turnover each year. It

measures proportionate collect ability of debts.

Stock Turnover shows efficiency of the firm's inventory management. It equally shows

how fast stock converts to debtors through sales.

Fixed assets turnover shows the efficient utilization of fixed assets in generating sales
revenue. The fixed assets turnover could be varied to replace fixed assets with total

assets or capital employed.

SALES TO FIXED ASSETS

It tells how effectively a firm is using its fixed assets for producing goods to be sold etc.
The more they are utilized, the more efficient the company is. The higher the ratio, the
more competent the company is and it also tests the adequacy of the sales volume. It

also indicates that some or all of the company's assets are leased or rented.



TOTAL ASSETS TURNOVER

The Current Assets and Fixed Assets contribute to the production and sales activities

of a firm, thus it is necessary for a firm to manage its total assets efficiently.

SALES TO EQUITY

High ratios show that a company is over trading, while low ratios show under trading.
Over-trading is a condition in which the sales are much more than the amount invested
by shareholders while under trading is when sales do not cover net worth. When sales

are equal to the equity, the company is neither over trading nor under trading.

INVENTORY TURNOVER

This indicates the efficiency of the firm's inventory management. The smaller the
inventory level needed to support a given volume of sales, the higher the Turnover

Ratio and the better the inventory management.

FIXED ASSETS TO NETWORTH

It measures the extent to which the Net Capital employed by a company is used to
purchase Fixed Assets. Since every company has a limited amount with which to
operate, excessive investment in any area will result in additional borrowing, and
inadequate profit. High ratios show excessive investment and very low ratios show the
reverse. Over investment in fixed assets will however always result in poor credit

rating.

{
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WORKING CAPITAL TO TOTAL ASSETS

This ratio is a measure of the Net Liquid Asset of the firm relative to the Total
Capitalization. It shows greater statistical significance both on a Univariate and
Multivariate basis and Altman as the best indicator of Ultimate Discontinuance regards
it.

WORKING CAPITAL TO SALES

This indicates the lack of available cash to meet financial obligation.

46 PEUGEOT AUTOMOBILE NIGERIAN LIMITED - ANALYSIS

SALES TO FIXED ASSETS

Fixed assets were not followed by an increase in sales volume. It therefore shows that
fixed assets were not effectively utilized. It shows inefficient utilization to produce

profitable sales. The lowest value is 2.845 in 1987.

TOTAL ASSET TURNOVER
It was very low and declined. This means that expansion in total assets was not
accompanied by increases in sales. Thus, Sales was not commensurate with the Total

Assets.

SALES TO EQUITY

The sale was not too high, though it indicates that Peugeot Automobile is over trading.
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INVENTORY MANAGEMENT (TURN OVER)

There was a fluctuation in this value. It therefore generally shows that there was

efficiency in inventory management.

FIXED ASSETS TO NETWORTH

This ratio is above average. This shows that the company investment in fixed assets
was not excessive thus the degree of utilization of the fixed assets virtually remained

the same.

WORKING CAPITAL TO TOTAL ASSETS

The values are all positive. This shows that the company has a surplus working capital.
It is likely to be able to meet the obligations of stocks, of assets and liabilities. It is so
because the liquid assets at hand discharge the cost of operations, and current

liabilities instead of by the net cash flows emanating from Sales.

PROFITABILITY RATIOS

They include a profit margin on Sales, Earning Power, etc. The profit margin on sales
is the only profitability ratio that yields information about the cause of financial distress.
This is the only one that indicates the cause of strengths and weaknesses of firms but

others indicate financial structure and /or competitive position of the firm.
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NET PROFIT MARGIN

The company's net profit to net sales was quite unimpressive during the period. It had

the highest value/percentage of 5% in 1984. It declined and remained very low through

out the year.

RETURN ON TOTAL ASSETS

The ratios are low for the company and positive for the period under review.

RETURN ON INVESTMENT

The earnings were not very low. Therefore, the company's performance was fair.

AVERAGE COLLECTION PERIOD

This is desirable if shorter collection and longer payments are made.

4.7 PERFORMANCE EVALUATION OF THE FIRM

1984

In this year, Peugeot Automobile Nigeria Limited has had a very active year and has

set in motion a determined effort to improve operations, profitability, and manpower

development.
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