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Abstract

This paper investigates the empirical relationship between liquidity
and other performance measures in Nigerian manufacturing companies
between 1990-2002. Using data from 87 quoted manufacturing
companies, ten (10) multiple regression models were estimated with
four liquidity measures as independent variables, and ten others
covering profitability, efficiency and leverage measures as dependent
variables. The results show statistically significant relationships
between liquidity and proﬁtabiliz, efficiency and leverage measures
as the computed F-values exceed the table F-ratio at the 5 per cent level
of significance. The results (Multiple Rs) show that a 1 per cent increase
in liquidity could bring abut 21.9 per cent increase in profitability, 16.1
per cent increase in efficiency and 16.6 per cent increase in leverage.
Within the framework of target money supply (M1 & M2), monetary
golicy could be used to facilitate the monetary transmission mechanism

y integrating a minimum liquidity requirement for the manufacturing
industry as one of the objectives of macroeconomic policy.

L. Introduction

RECENT THEORETICAL AND empirical literature has focused more on
the soundness of the banking system than the soundness of the manufacturing
industry. One of the reasons for this disparity in emphasis is the belief by some
scholars that banks are “special” because of their importance for the
transmission of monetary policy, their importance in recent international
economic crises, and the recent (and on-going) structural change in banking,
which may significantly alter their role in the transmission of monetary policy
(Peek and Rosengren, 1995). It is shown in Himmelberg and Morgan (1995)
that the manufacturing sector has not reduced its dependence on banks, and
small firms still borrow almost exclusively from banks. Thus, the failure of
banking institutions may spill over to other banks, the non-bank sector, the
domestic macroeconomy and other countries (Kaufman, 1995).
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Another reason for the little emphasis on the soundness of the
manufacturing industry is the fact that the debate on the coevolution of the
real and financial sectors has always produced mixed results. Assuming
thatall investment is financed by bank lending, Benciverga and Smith (1991),
Cooley and Smith (1992), and Greenwood and Jovanovic (1990) argue that
the level of activity in financial markets does not evolve with the economy,
and the status of various markets is often exogenously imposed. This view
contrasts with Michie (1987) and Gurley and Shaw (1967) which demonstrate
that measures of financial market activity are positively correlated with
measures of real activity across different countries.

In Nigeria, manufacturing contribution to the Gross Domestic Product
(GDP) declined from 9.9 per centin 1981 to 5.9 per centin 1999. In a report by
Anao (2004), the financial sector’s contribution to the GDP declined by 9.54
per cent in 2003. There appears to be support for the coevolution thesis by
the Nigerian data. However, Boyd and Smith (1996) show how various
government policy actions might affect capital accumulation and financial
market activity. A minimum liquidity requirement for the non-bank sector,
particularly the manufacturing industry, as one of the objectives of monetary
policy, could help in facilitating the effectiveness of the monetary transmission
mechanism. It has been reported earlier that the improving liquidity profile
of Nigerian banks is not correspondingly transmitted to the manufacturing
sector (Toby, 2003).

This study is aimed at determining the empirical relationships between
company liquidity measures and selected profitability, efficiency and leverage
ratios. The extent that a variability of 1 per cent in liquidity affects corporate
performance measures would assist us in redefining monetary policy and
improving corporate financial management and policy in Nigerian
manufacturing companies. Specifically, our results would enhance sound
liquidity management practices by assisting manufacturing enterprises in
managing assets and liabilities (on and off-balance sheet) to ensure that
cash inflows have an appropriate relationship to the approaching size of
cash outflows.

II. Hypothesis

Hypothesis HO: There is no significant relationship between liquidity and
profitability measures in Nigerian quoted manufacturing companies

Hypothesis H1: There is no significant relationship between liquidity and
efficiency measures

Hypothesis H2: There is no significant relationship between liquidity and
leverage measures

The next section of this article provides a background to the study
outlining the macroeconomic policy environment of Nigerian manufacturing
and basic company financial analysis based on accounting information.
The second section outlines our research methodology, followed by the third
section which presents the empirical results. Section four summarises the
policy implications of the study while the fifth section concludes the article.
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III. Background

The market capitalisation of quoted companies on the Nigeria Stock
exchange (NSE) grew by 350.68 per cent between 1999 and 2003 from
N294.105 billion in 1999 to }:¥1.325 trillion in 2003. The growth was grossly
fueled by the manufacturing sector of the market. Capitalisation of the
manufacturing sector went up by 483.96 per cent during the period from
N105.65 billion in 1999 to ™N618.775 billion in 2003. This is an indication
that the nation’s real sector may have performed well during the period. The
breweries sub-sector was a dominant player in the sector, with its market
capitalisation increasing from N41.272 billion in 1999 to }340.052 billion
by the end of December, 2003.

However, the data in Table I show the unfavourable macroeconomic
environment the manufacturing sector in Nigeria has had to cope with.
Although the real growth rate increased from 2.8 per cent in 1999 to 3.8 per
cent in 2000, the contribution of the non-oil sector to this growth declined
from 3.6 per centin 1999 to 3.1 per cent in 2000. On one hand, this decline in
the contribution of the non-oil sector to the nation’s GDP could have been
due to the decline in manufacturing capacity utilisation from 36.0 per cent in
1999 to 34.5 per cent in 2000, decline in gross national savings as a percentage
of the GDP from 10.5 per cent in 1999 to 9.4 per cent in 2000, and decline in
the GDP per capita from 31075.9 in 1999 to 31066.4 in 2000. On the other
hand, the non-oil sector’s performance, which includes the manufacturing
industry, was further constrained by high lending rates which only
moderated from 27.2 per cent in 1999 to 26.4 percent in 2000, as net domestic
credit to the economy declined from 30.1 per cent in 1999 to minus 23.1 per
cent in 2000.

Table I
Selected Macroeconomic Indicators
Indicator 1999 2000
Real GDP Growth 2.8 3.8
Oil Sector 4.2 0.6
Non-oil Sector 3.6 3.1
Manufacturing Capacity Utilisation (%) 36.0 34.5
Gross National Savings (% of GDP) 10.5 9.4
Gross Fixed Capital Formation (% of GDP) 5.4 7.9
Inflation rate (%) 6.6 6.9
Net domestic credit (Growth rate %) 30.1 -231
Net Credit to Government 320 -162.3
Credit to the private sector 29.2 30.9
Growth in Narrow Money (M1) 18.0 62.2
Growth in Broad Money (M2) 31.0 48.1
N/$ Exchange Rate (end-period) 98.2 110.05
GDP Per Capita (N) 1,075.9 1,066.4
Minimum Rediscount Rate (MRR) (%) 18.0 14.0
Savings Rate 5.3 4.9
Lending Rate 272 26.4
Cash Reserve Requirement 11.5 10.0
Bank Minimum Liquidity Ratio 40.0 35.0
Bank Average 50.9 56.2

Source: CBN Annual Report, 2000
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Although net credit to all tiers of government declined by 162.3 per cent
in 2000, the growth in credit to the private sector increased only marginally
from 29.2 per cent in 1999 to 30.9 per cent in 2000. This was in spite of the
fact that the minimum rediscount rate (MRR) declined from 18.0 per cent in
1999 to 14.0 per cent in 2000, and the cash reserve requirement was lowered
from 11.5 per cent in 1999 to 10.0 per cent in 2000. Although banks” actual
liquidity ratios exceeded the minimum liquidity requirement of 35-40 per
cent, the gross fixed capital formation increased from 5.4 per centin 1999 to
7.9 per cent in 2000, while monetary aggregates (M1 and M2) increased by
wider margins in the 1999 - 2000 period. This reflected an appreciable
depreciation in the value of the naira by 12.06 per cent and a marginal increase
in inflation rate.

Our analysis of company financial performance is drawn from
appendices I and II, and summarised in Table II. The measures of company
financial performance include liquidity, profitability, efficiency and leverage
ratios. Liquidity ratios measure the short-term solvency of the firm, with the
acid-test being the most effective of the ratios (Khoury, 1983). The acid-test
ratio excludes inventory, which is usually less liquid or has a high transaction
cost (in terms of price discounts) attached to its liquidity. The profitability
ratios measure the overall effectiveness and efficiency of management in the
utilisation of capital and human resources. Efficiency or activity ratios
measure the effectiveness of resource utilisation. Finally, the leverage ratios
measure the extent to which the firm’s assets are financed by debtand by the
firm’s ability to meet long-term commitments.

TableII
Selected Performance Indicators In Nigerian Quoted
Manufacturing Companies

Indicator (%) 1999 2000
Liquidity Ratios
Acid-Test Ratio 82.0 37.0
Inventory/Net Working Capital 587.0 349.0
Profitability Ratios
Return on Equity 2003.9 399.0
Net Profit Margin 1303.0 878.0
Efficiency Ratios
Tangible Asset Turnover 149.0 205.0
Inventory Turnover 950.0 1009.5
Working Capital Turnover 727.0 635.0
Leverage or Indebtedness Ratios
Fixed Asset/Net Worth 68.0 107.0
Current debt/Net Worth 65.0 79.0
Total debt/Total Assets 118.0 200.0

Source : Appendices I & II Based on data from 87 quoted manufacturing companies.

From Table II, we observe that the acid-test of Nigerian quoted
manufacturing companies declined from 82.0 per cent in 1999 to 37.0 per cent
in 2000. Moreover, the return on equity (ROE), and net profit margin declined
substantially in the 1999 - 2000 period. Efficiency in operations, particularly
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those related to working capital turnover, declined from 727 per cent in 1999 to
635 per centin 2000. However, all leverage ratios showed reasonable increases,
particularly to the employment of debtin the capital structure.

While ratio analysis can be quite informative, Khoury (1983) has
demonstrated its weaknesses. First, all ratios are based on accounting data,
which are influenced by many factors even within the domain of “generally
acceptable accounting principle”. For instance, Spacek (1973) has found that
reported earnings per share of a company using various combinations of
accounting methods, varied from US $0.80 to US $1.79. Secondly, ratios ignore
time as an element in the maturity cycle of the firm. A new entrant into a
market is usually compared, without sufficient consideration for its age, to a
mature, well-established group within the industry. Thirdly, ratios can give
conflicting signals, the net effect of which are hard if not impossible to discern.

Is alow profitability ratio bad per se? Is it a reflection of bad management?
Is a low profitability ratio compared with industry averages a reflection of
bad management? The answer to all of these questions is not necessarily. It
all depends on the reasons (tornadoes, heavy outlays on research and
development, etc.) for low profits, on the time period over which they were
realised (the short versus the long-run view of profitability), and on whether
or not they are expected to continue. Are high profitability ratios desirable
per se, regardless of all else? Are high profitability ratios desirable per se,
regardless of all else? Are high profitability ratios desirable concurrently
with high leverage ratios if a soft economy is expected?.

However, the development of an integrated picture of the corporation
using ratio analysis - despite the difficulties - is possible, as copiously
documented in Altman, Halderman and Narayanan (1977) and Dambolena
and Khoury (1980). Chen and Shimerda (1981) summarise the empirical
results of a number of earlier studies based on accounting ratios and their
significance in both financial analysis and the prediction of firm failure. In
another study Lev (1969) examines the movement of companies’ financial
ratios across time and attempts to determine whether firms adjust financial
ratios to some industry standard such as industry mean. Other studies that
have used accounting ratios extensively include the works of Lee and
Zumwalt (1981) which uses important financial ratios with single-index
market model to construct a multi-index security rate-of-return model, Pinches
and Mingo (1973) which uses financial ratios in developing a model to predict
bond ratings, and Kim’s (1979) investigation of the effect of inflation on net
operating income.

IV. Research Methodology

The data for this study were derived from the financial statements of 87
Nigerian quoted manufacturing companies with a market capitalisation of
N302.5436 billion. Table C shows the spread of the companies using the
Nigerian Stock Exchange (NSE) classification as at December 31, 2003.
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4.1 Definition of Variables

There are three classes of dependent variables in this study involving
three profitability measures, three efficiency measures, and four leverage or
indebtedness measures. The independent variables are four widely used
liquidity measures. Both dependent and independent variables are popular
measures of relative performance as documented in Khoury (1983).

Specifically, the following definition of variables is used in this study:
4.1.1 Dependent Variables
4.1.1.1 Profitability Measures

PROE - ReturnonEquity

PROFA - Returnon Fixed Assets

PNPM - NetProfit Margin

4.1.2 Efficiency Measures
ETAT - Tangible Asset Turnover
EWCT - Working Capital Turnover
EIT - Inventory Turnover

4.1.3 Leverage or indebtedness measures
LFA - Fixed Assets/Net Worth
LCD - Current debt/ Net Worth

LTD1 - Total debt/Totalassets
LTD2 - Totaldebt/netWorth

4.2 Independent Variables
4.2.1 Liquidity Measures
LCFR - Cash flow/total debt
LCR - Current Ratio
LNWC - Inventory to Net Working Capital
LATR - Acid-testRatio

Note that net worth is a measure of the company’s capital that is equal to
the difference between the market value of its assets and the market value of
its liabilities; the value of a company to its owners.

4.2 The Multiple Regression Models
In this study we tested 10 multiple regression models, specified in

equations 1-10
PROE a + B, LCFR + B,LCR+ B,LNWC+ B, LATR (1)
PROFA = o + B, LCFR + B,LCR+ B,LNWC+ B, LATR (2)
PNPM a + B, LCFR + B,LCR+ B,LNWC+ B, LATR (3)
ETAT = o+ B,LCFR + B,LCR+ B,LNWC+ B,LATR (4)
EWCT a+ B, LCFR + B,LCR+ B,LNWC+ B, LATR (5)
EIT a + B, LCFR + B,LCR+ B,LNWC+ B, LATR (6)
LFA a + B, LCFR + B,LCR+ B,LNWC+ B,LATR (7)
LCD = o+ B,LCFR + B,LCR+ B,LNWC+ B, LATR (8)
LTD1 = a + B,LCFR + B,LCR+ B,LNWC+ B, LATR (9)
LTD2 = o + B,LCFR + B,LCR+ B,LNWC+ B, LATR (10)
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Table III
Number of Nigerian Quoted Manufacturing Companies Used in the
Study with Market Capitalisation as at December 31, 2003

NSE Classification Number Market
Capitalisation (}N)

Breweries 7 40.9 billion
Building Materials 8 43.0 billion
Computer and office Equipment 5 459.9 million
Emerging Market/Second-Tier Securities 12 667.2 million
Engineering Technology 3 662.5 million
Food/Beverages & Tobacco 13 98.2 billion
Footwear 2 95.4 million
Healthcare 11 6.3 billion
Industrial & Domestic Products 12 4.4 billion
Packaging 8 3.2 billion
Textiles 6 3.8 billion
Total 87 N302.5436b

Source: Self compilation from the Nigerian Stock Exchange (NSE) Factbook (2003).

Note that q is alpha or the model’s constant, while B, to B, represent the
model’s betas, also known as the partial correlation coefficients. The
coefficient 3 measures the amount of change in the mean value of the
dependent variable that we can expect if the independent variable changes
by one unit, the values of the remaining explanatory variables remaining
unchanged. The M ultple R R?) is called the coefficient of multiple
determination which measures the proportion of the variability in the
dependent variable that is ‘explained’ by the regression relationship.

The F-ratio was used to test the significance of the multiple regression as
a whole'. In the case of equation 1, for instance, the null hypothesis to be
tested is that none of the liquidity measures has a statistically significant
effect on return on equity (PROE). If the null hypothesis is true, the F-ratio
has the F-distribution with v=4 and v, =N-5 degrees of freedom. But if the
sample of the F-ratio is so large that it exceeds the critical value of Fo.05, it is
unlikely that it could have been drawn from an F-distribution. We can then
reject the null hypothesis HO: B, = B, =B, =B, = 0 and conclude that the
return on equity (PROE) is linearly related to cash flow ratio (LCFR), current
ratio (LCR), net working capital ratio (LNWC) and acid-test ratio (LATR).

V. Empirical Results

Our empirical results are summarised in Tables IV, V and VI. The data in
Table VII are the author’s projections of the potential impact of liquidity on
corporate performance under three different scenarios. Table IV shows the
statistical relationship between selected profitability measures (dependent
variables) and selected liquidity ratios (independent or explanatory variables).
Table V relates liquidity to selected efficiency measures, while Table VI summarises
the multiple regression results on the liquidity -leverage relationship.

By regressing the return on equity (PROE) on cash flow ratio (LCFR), current
ratio (LCR), net working capital ratio (LNWC) and acid-test ratio (all measures
of company liquidity), we find all computed F-ratios within the region of +
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Fo.05. In the case of the statistical relationship between return on fixed assets
(PROFA) and the liquidity measures, we find that F> Fo.05 for LCR, LNWC
and LATR. Infact, a 1 per centincrease in the acid-test ratio of Nigerian quoted
manufacturing companies will lead to a 56.43 per cent increase in the return
on fixed assets (PROFA) as shown by the Multiple R or the coefficient of multiple
determination (R?). Furthermore, the relationship between the net profit margin
(PNPM) and current ratio exhibits an F-ratio of 0.8985, which is greater than
the table value of 0.3636 at the 5 per cent level of significance.

Table IV
Relationship between Liquidity and Profitability in Nigerian Quoted
Manufacturing Companies (1990 - 2002): Multiple Regression Results

Dependent/Independent Variables F-ratio Multiple R
Return on Equity (PROE)
Cash flow ratio (LCFR) 0.3223 0.1688
(0.5815)
Current ratio (LCR) 0.0028 0.0159
(0.6431)
Net Working Capital Ratio (LNWC) 0.2099 0.1368
(0.6558)
Acid-Test Ratio (LATR) 0.0075 0.0261
(0.9327)
Return on Fixed Assets (PROFA)
Cash Flow Ratio (LCFR) 0.3959 0.1864
(0.5420)
Current Ratio (LCR) 1.1507 0.3077
(0.3064)
Net Working Capital Ratio (LNWC) 1.1595 0.3088
(0.3046)
Acid-Test Ratio (LATR) 5.1393 0.5643
(0.0445)
Net Profit Margin (NNPM)
Cash Flow Ratio (LCFR) 0.2270 0.1422
(0.6431)
Current Ratio (LCR) 0.8985 0.2748
(0.3636)
Net Working Capital Ratio (LNWC) 2.2682 0.4135
(0.1602)
Acid-Test Ratio (LATR) 0.0809 0.0854
(0.7814)
Overall Average 0.9885 0.2192
(0.5229)

Note: Self Computed; Parenthesis encloses the table values of F (Fo.o,)
Source: Software Package for Social Sciences (SPSS)

The relationship between PNPM and LNWC is also statistically
significant as the F-value of 2.2682 exceeds the table value of 0.1602 at the 5
per cent level of significance. On the average, the effect of a 1 per cent increase
in liquidity on profitability is statistically significant as the F-value of 0.9885
exceeds the Fo.o5 value of 0.5229, with a multiple R of 21.92 per cent. This
overall average result means that we reject our null hypothesis of no
significant relationship between liquidity and profitability in Nigerian quoted
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manufacturing companies, and accept the alternative hypothesis. The result
also means that on the average a 1 per cent increase in liquidity would bring
about a 21.92 per cent increase in company profitability.

The results in Table V show the relationship between tangible asset
turnover (ETAT) and LCFR, LCR is statistically significant since in each of the
two cases, F > Fo.05. No significant relationship is established between the
working capital turnover (ENWC), and each of the liquidity measures (LCFR,
LCR, LNWC AND LATR) in a multiple regression model. The same
observation can be made when we regress inventory turnover (EIT) on LCFR,
LCR,LNWCand LATR. However, the pronounced deviations of the computed
F-ratios of 6.9950 (relating ETA to LCR) and 1.4500 (relating ETAT to LCFR)
from Fo.05 could have explained the performance of our overall average results.
Anoverall average F-value of 0.8102 is greater than the table value of 0.6643 at
the 5 per cent level of significance, with a coefficient of multiple determination
of 16.06 per cent. This means that there is a statistically significant relationship
between liquidity and company efficiency. The Multiple R shows thata 1 per
cent increase in liquidity will improve company efficiency by 16.06 per cent
particularly with respect to tangible asset turnover.

Table V

Relationship between Liqudity and Efficiency Measures in Nigerian
Quted Manufacturing Companies: Multiple Regression Results

Dependent/Independent Variables F-ratio Multiple R
Tangible Asset Turnover (ETAT)
Cash Flow Ratio (LCFR) 1.4500 0.3070
(0.3080)
Current Ratio (LCR) 6.9950 0.6235
(0.0230)
Net Working Capital Ratio (LNWC) 0.0300 0.1630
(0.5950)
Acid-Test Ratio (LATR) 0.0300 0.0523
(0.5510)
Working Capital Turnover
Cash Flow Ratio (LCFR) 0.0030 0.0168
(0.9590)
Current Ratio (LCR) 0.0590 0.0766
(0.8130)
Net Working Capital Ratio (LNWC) 0.3390 0.1810
(0.5730)
Acid-Test Ratio (LATR) 0.0757 0.0867
(0.7889)
Inventory Turnover (EIT)
Cash Flow Ratio (LCFR) 0.0390 0.0654
(0.8480)
Current Ratio (LCR) 0.0390 0.0661
(0.8470)
Net Working Capital Ratio (LNWC) 0.3846 0.2024
(0.5510)
Acid-Test Katio (LATR) 0.0686 0.0866
(0.8001)
Overall Average 0.8102 0.1606
(0.6643)

Source: Self Computed; SPSS
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In testing the relationship between the ratio of fixed assets to net worth
(LFA) and the liquidity measures, we find statistically significant
relationships with current ratio (LCR), and acid-test-ratio (LATR) Table VI.
In the first multiple regression model, there is no statistically significant
relationship between LFA and LCFR and LNWC. A statistically significant
relationship exists between the ratio of current debt to net worth (LCD) and
the net working capital ratio (LNWC) in our second leverage-liquidity
multiple regression model. In this case the computed F-value is 19.6720
which is greater than F__, =0.0010. The Multiple R is 80.09 per cent showing
a significant impact on LCD by a 1 per cent change in LNWC.

Table VI
Relationship between Liquidity and Leverage Measures in Nigerian
Quoted Manufacturing Companies: Multiple Regression Results

Dependent/Independent Variables F-ratio Multiple R
Fixed Assets/Net Worth (LFA)
Cash Flow Ratio (LCFR) 0.0240 0.0465
(0.8800)
Current Ratio (LCR) 1.0050 0.2893
(0.3380)
Net Working Capital Ratio (LNWC) 0.0050 0.0202
(0.9450)
Acid-test Ratio (LATR) 0.7220 0.2482
(0.4130)
Current debt/Net Worth (LCD)
Cash Flow Ratio (LCFR) 0.2590 0.1510
(0.6220)
Current Ratio (LCR) ) 0.1760 0.1254
(0.6830)
Net Working Capital Ratio (LNWC) 19.6720 0.8009
(0.0010)
Acid-test Ratio (LATR) 0.2370 0.1453
(0.6360)
Total debt/Total assets (ETDI)
Cash Flow Ratio (LCFR) 0.0540 0.0700
(0.8200)
Current Ratio (LCR) 3.6860 0.5010
(0.0810)
Net Working Capital Ratio (LNWC) 0.1080 -0.0988
(0.7480)
Acid-Test Ratio (LATR) 0:1290 0.1077
(0.7260)
Total debt/Total assets (LTD 2)
Cash Flow Ratio (LCFR) ’ 0.0090 0.0295
(0.9270)
Current ratio (LCR) 0.4820
(0.5030) 0.2145
Net Working Capital Ratio (LNWC) 0.2980
) (0.5970) -0.1701
Acid-Test Ratio (LATR) 0.3220
(0.5830) 0.1767
Overall Average 1.6991
(0.5941) 0.1661

Source : Self Computed; SPSS
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Moreover, a1 per cent change in current ratio will lead to a 50.1 per cent
increase in total debts to total assets. On the whole we find a statistically
significant relationship between liquidity and corporate indebtedness as
the F-value of 1.6991 exceeds the table value of 0.5941 at the 5 per cent level
of significance. The coefficient of multiple determination is 16.61 per cent,
which means that a 1 per cent increase of liquidity would mean a 16.61
percent increase in average corporate indebtedness.

Table VII shows the projected impact of liquidity on corporate
performance indicators under three scenarios. The first scenario is the normal
determined in our foregoing analysis, that is, the impact of a 1 per cent
increase in average corporate liquidity. However, if average liquidity
increases by 5 percent, our multiple regression models show that profitability
is expected to increase by 109.5 per cent, company efficiency by 80.5 per cent,
and leverage by 83.0 per cent. When liquidity improves by 10 per cent, we
should expect average company profitability to increase by 219.0 per cent,
efficiency by 161 per cent, and corporate indebtedness by 166.0 per cent.

Table VII
Projected Impact of Liquidity On Corporate Performance
(In Percent)
IMPACT ON

Change In Liquidity Profitability Efficiency Leverage

1 Per cent 21.9 16.1 16.6

5 Per cent 109.5 80.5 83.0

10 Per cent 219.0 161.0 166.0

Source: Self Computed

VI. Financial Policy Implications

The preceding empirical results imply that the liquidity behaviour of
manufacturing companies is significant both for macroeconomic policy
management and company financial policy. First, the behaviour of liquid
assets in company balance sheets, including the associated portfolio
adjustments in times of deregulation, reregualtion and guided deregulation
could be related to monetary policy variables like cash reserve requirements
(CRR), banks” minimum liquidity ratio (MLR) and the minimum rediscount
rate (MRR). In line with target growth in money supply (both M1and M2), the
CRR, MLR and MRR can be reduced to effect marginal increases in company
liquidity, which according to our multiple regression models, could lead to
substantial increases in corporate profitability, efficiency and indebtedness.
The other critical macroeconomic variables are interest rate, inflation rate and
exchange rate, which when lowered marginally could lead to marginal
improvements in real liquidity in both domestic and foreign currencies.

Under uncertain policy environments and a regime of tight monetary
policy, company management must evolve liquidity management strategies
that are consistent with the goals of survival in the short-run and shareholder-
wealth maximisation in the long-run. In a distressed financial sector which
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has witnessed unprecedented bank failures in recent times? manufacturing
companies must explore cheaper means of enhancing corporate liquidity as
a way of enhancing profitability, efficiency and their financial leverage.
Deteriorating liquidity could provoke negative profitability, operational
inefficiency and low debt capacity. Strategic liquidity considers liquidity
needs on a longer-term basis and recognises the possibility of various
unexpected and potentially adverse business conditions®. Strategic Liquidity
is a key consideration of asset/liability management because of its potential
effect on the ultimate viability of the company.

However, the potential increase in company liquidity and the
accompanying increase in company indebtedness means adopting such a
financial structure* that minimises its average cost of capital. More
importantly, the structure of company redeemable debentures must take into
consideration the company’s current cash flow position and the current
interest rate. If current cash flow position is high, the debenture may be
redeemed before the latest redemption rate; if cash flow position is low,
redemption may be deferred to the latest redemption date. On the other
hand, if market interest rate exceeds the debenture coupon rate, then it is
reasonable to defer repayment till the latest redemption date; if current market
interest rate is lower than the debenture coupon rate, and provided current
cash flow position is sufficient, it is reasonable to redeem before the latest
redemption date.

VII. Conclusion

The regression results shows statistically significant relationships
between measures of liquidity and selected measures of profitability,
efficiency and indebtedness in Nigerian quoted manufacturing companies.
The impact of a 1 per cent increase in average liquidity measures produces a
more significant increase in average profitability (21.9%), efficiency (16.1%)
and indebtedness (16.6%).

The dilemma confronting monetary policy in a developing economy like
Nigeria is integrating the portfolio adjustments in the non-bank sector,
particularly the manufacturing industry, into monetary policy formulation
assuming a target growth rate in money supply. Linking monetary policy
techniques to minimum liquidity requirements in the manufacturing sector
could help achieve the other objectives of price stability, employment
generation and external balance of payments.

Within the framework of corporate financial policy, company managers
must evolve strategies for dealing with possible liquidity shortages in a
distressed banking sector and under a tight monetary policy regime.
Managing liquidity is a fundamental component in the safe and sound
management of companies. Company financial executives must avoid excess
funding costs realised through, for example, raising funds at market premiums
or through the forced sale of assets.
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Notes

1  In the general case of 4 explanatory variables, the test is based on the ratio, F =
(Explained variation in dependent variable/ 4 all over (unexplained variation
independent variable)/ (N-4-1) which is the test statistic for the null hypothesis
b, =h =b, =] ‘=30 :

2 Between 1929 - 59,0only 21 banks failed while the number increased to 37 between
1994 and 2003.

3  See Standards of Sound Business and financial Practices -Liquidity Management
February,1998.

4  Financial structure includes short-term, medium-term and long-term sources of
finance, the financing mix and its impact on enterprise value.
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AppendixI
Selected Liquidity Ratios of Nigerian Quoted
Manufacturing Companies (1990 - 2002)

Year Current Acid-test Cash flow Inventory to
Ratio (LCR) ratio (LATR) ratio (LCFR) networking
capital (LNWC)
1990 0.16 0.49 0.30 0.50
1991 1.18 0.53 0.90 0.29
1992 0.92 0.26 10.50 217.16
1993 1.25 0.46 3.42 307.36
1994 1.27 0.60 1.43 1.54
1995 1.46 0.19 0.41 5.53
1996 1.53 1.02 0.40 4.12
1997 1:29 1.28 2.01 5.34
1998 3.06 0.82 1.89 34.99
1999 1.49 0.82 2.33 5.87
2000 1.58 0.37 2.69 3.49
2001 1.47 0.45 0.21 11.09
2002 3.64 0.66 0.04 9.44

Source: Self Computed from the Annual Reports and Accounts of quoted of Nigerian
manufacturing companies (1990-2002)

AppendixII
Selected Profitability, Activity And Leverage Ratios of Nigerian Quoted
Manaufacturing Companies (1990 - 2002)

Profitability Ratios Activity Ratios Leverage Ratios
Year PROE PROFA PNPM ETAT EIT EWCT LFA LCD LTD1 LTD2

1990 71.0 6.38 13.90 1.00 2.47 4.00 207 146 0.88 1.76
1991 13.53 2.34 427 195 5.55 440 290 095 1.04 172
1992 13:65 9.2 6.86 1.63 9.25 873 157 1.39 0.99 1.24
1993 11.96 8.97 ., 412 1.69. 431 10388 111t 1.07 1.17 1.01
1994 13.98 11.96 7.97 - 1.88" 631 8.65 1.05 0.66 1.36 0.98
1995 21.92 26.65 849 ' 225" 276 551 0.65 0.51 0.91 938.81
1996 15.71 31.34 7.85 1.87 257 899 0.66 0.81 1.01 1.17
1997 14.53 42.28 7722, 1.61 2.88 16.61 0.46 0.77 0.94 0.95
1998 16.08 46.88 954 199 175 2597 173 0.838 Q.95 1073.29
1999 20.39 23.13 13.03 1.49 95.04 7.27 0.68 0.65 1.18 5283.35
2000 3.99 22.03 8.78 2.05 109.05 6.35 1.07 0.79 2.00 1.27
2001 29.16 28.80 9.12 54.89 250 83.80 095 0.73 0.89 0.89
2002 10.93 9,91 4.21 83.63 11.0 2650 2.54 0.96 2.00 0.81

Note : PROE Return On Equity,
PROFA Return on Fixed Assets,
PNPM Net Profit Margin,
ETAT Tangible Asset Turnover,
EIT Inventory Turnover,
EWCT Working Capital Turnover,
LFA Fixed Asset to Net Worth,
LCD Current debt to Net worth,
LTD 1 Total debt to total assets
LTD 2 Total debt to Net Worth.

Source : Company Accounts (1990 - 2002).
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