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Abstract- The purpose of this study is to find out the relationship between the liquidity and the profitability of MAXI 
business enterprise. The study was descriptive in nature. It adopted the longitudinal time dimension. Document analysis was 
the main research procedure adopted to collect secondary data for the study. The financial reports of the MAXI enterprise 
were studied and relevant liquidity and profitability ratios were computed. The trend in liquidity and profitability were 
determined by observing the change over three years. It was found that for the period 2012-2015, both the liquidity and the 
profitability of the MAXI business enterprise were declining. This is a pointer to the fact that there was a positive 
relationship between the liquidity and the profitability of MAXI enterprise within the period under review. This finding is 
beneficial in the sense that it guide managers on the liquidity needs of their organizations if they should operate profitably. 
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I. INTRODUCTION 
 
Evaluation of strengths or viability of a firm requires 
the use of financial analysis. According to Keiser 
(2009), financial viability refers to the firm’s ability 
to service its short-term obligations while Strength 
connotes the profitability of the firm over a particular 
period of time.  This practically identifies the 
financial position of a firm by establishing a 
relationship between the items of balance sheet and 
income statement. The most widely known form of 
financial analysis is the use of financial ratios. This 
paper focuses on the assessment of the relationship 
between firms’ financial viability and strength as 
tools for measuring the financial status of business 
organizations in Nigeria.  The central objective was 
to examine the nature and extent of the relationship 
between liquidity and profitability in profit-driven 
organizations and also to determine whether any 
cause and effect relationship existed between the two 
performance measures.  
 
II. FINANCIAL RATIO ANALYSIS 
 
Pandey (2008) defined financial analysis as “the 
process of identifying the financial strengths and 
weaknesses of the firm by properly establishing 
relationships between items of the balance sheet and 
the profit and loss account. The most powerful tool of 
financial analysis is ratio analysis. A ratio is defined 
as indicated quotient of two mathematical 
expressions” (Pandey 2008), Kurfi (2006) a ratio as a 
fixed relationship in degree between two amounts or 
numbers determined the number of times one 
contains the other. According to Webster’s Coll. 
Dictionary (1975), quoted by Pandey (2008), a ratio 
is “the relationship between one or more things”. 

Akensulire (2002) believed that “a ratio is simply one 
number express in terms of another” 
On the other hand, financial ratio is seen as the 
relationship between two financial data which is 
aimed at examining the extent to which is variable is 
containing in the other, Pandey (2008) defined 
financial ratio as “the relationship between two 
financial variables”.  Similarly Olowe (1998) opined 
that financial ratio is the relationship between two 
pieces of financial data. From the foregoing literature 
review, it is clear that a ratio is just an i9ndex or a 
relationship between two or more things, while 
financial ratio refers to the relationship between two 
or more financial variables. Financial ratio analysis is 
the process of identifying the financial strengths and 
weaknesses of a firm by properly establishing a 
relationship between the items contained in the 
financial statements. 
 
The Need for Financial Ratios 
Financial ratios quantify many aspects of a business 
and are an integral part of a financial statement 
analysis. The need for financial ratio analysis arises 
out of the static nature of financial statement of a 
business to portray qualitative judgement. The 
absolute accounting figure reported in the financial 
statement does not provide a meaningful 
understanding of the performance of a firm. This 
means that the financial statement as reported by 
accountants can only be meaningful when certain 
yardstick is used. The yardstick frequently used is “a 
ratio”, an index, relating to two pieces of financial 
data to each other” (Vanhorn 1998). Essentially, 
financial ratio analysis is indispensible in financial 
analysis otherwise the financial strengths and 
weaknesses of a firm can hardly be evaluated using 
the absolute accounting data. It should however be 
emphasized that a single ratio in itself does not 
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indicate a favourable or unfavourable condition. It 
has to be compared with some standard. Arnold 
(2007) stressed this fact as he said “ratios examined 
in isolation are meaningless”. The standard of 
comparison, according to Anthony and Reece (1975) 
quoted by Pandey (2008), may consist of past ratios 
and projected ratios. 
 
Users of Financial Ratios 
Foster (1986), quoted by Pandey (2008) opined that 
financial ratio analysis can be undertaken by 
management of a firm and other stakeholders such as 
owners, creditors,  investors and others. Each of these 
users of financial analysis has its purpose separate 
from one another. Short-term investors such as trade 
creditors are interested in the ability of the firm to 
meet their claims over a short period of time. Their 
analysis is therefore, base on liquidity position of the 
firm. On the other hand long term investor, are 
interested in the long term solvency of the firm, as 
such their analysis is based on the profitability of the 
firm over time. Other parties that are invested in 
financial ratio analysis include investors and 
management of the firm. Investors are concerned with 
present and future earning of the firm while 
management of the firm may be concerned with all 
aspect of financial ratio analysis. Management is 
interested in all aspects of ratio analysis simply 
because such analysis may enable the firm to bargain 
more effectively for outside finds and for internal 
control purposes. However, Adeniji (2008) include 
the following as users of financial ratio analysis, the 
government, employees, customers, competitors, 
analysts and the public. 
 
Types of Financial Ratios 
Pandey (2008) traditionally classified financial ratios 
into four categories: liquidity, leverage, activity and 
profitability ratios. Liquidity ratios measure the 
firm’s ability to meet current obligation as they fall 
due. Essentially, they are used to analyse a firm’s 
ability to meet short-term obligations (Vanhorn, 
1998). Under this category of ratios five liquidity 
ratios may be identified: current ratio, quick ratio, 
cash ratio, and interval coverage. Leverage ratios are 
those aimed at ascertaining the proportion of debt 
financing in relations to equity financing. This ratio 
involves computation of the following ratios, total 
debt ratio, debt equity ratio, capital equity ratio, and 
interest coverage. Activity ratios on the other hand 
measure the effectiveness and efficiency with which a 
business firm manages and utilizes its assets. There 
are different types of activity ratios, which may 
include; Inventory Turnover ratios, Days of Holding 
Inventory, Debtors Turnover, Collection Period and 
Assets Turnover. Similarly, profitability ratios 
measure the overall performance of the firm in 
generating profit. Profitability ratios may include; 
Gross Margin, Net MRGIN, Return on Investment 
(ROI) and Return on Equity (ROE).  

Liquidity Ratios 
This paper concentrates on short-term decision 
making of investors in a business organization. Short-
term investors, who are regarded as the trade 
creditors and others and whose obligations are to be 
settled within a short period of time, concentrate on 
liquidity ratios. Liquidity ratios have been defined by 
Brigham and Houston (1998) as those ratios that 
show the relationship of firms’ cash and other current 
liabilities. Similarly, Pandey (2008) believes that 
liquidity ratios are those that measure the ability fo 
the firm to meet its current obligations (liabilities), 
Essentially, liquidity ratios are aimed at ascertaining 
the solvency of a firm. A firm is said to be liquid if it 
can meet its maturing debt obligation even in an 
adverse situation. An illiquid firm is the one that 
cannot meet its maturing obligation when they are 
due. By establishing a relationship between cash and 
other current assets and liabilities, attempt is made to 
ascertain the liquidity position of a firm and hence its 
solvency (Walt, 2009). By and large, it is of utmost 
importance that a firm should ensure that it does not 
suffer from lack of liquidity and also not too much or 
excess liquidity. Lack of liquidity may lead to poor 
credit worthiness, loss of creditors’ confidence or 
even legal tangles. Conversely excessive or a very 
high degree of liquidity always tie profit, as idle 
assets earn nothing. It is necessary, therefore, that a 
firm should strike a proper balance between high 
liquidity and lack of liquidity. 

 
Profitability Ratios 
Profitability is a measure of the amount by which a 
company's revenues exceeds its relevant expenses. 
Profitability ratios are used to evaluate the 
management's ability to create earnings from 
revenue-generating bases within the organization. 
The 'profitability position' of a company is measured 
using the 'gross profit margin' and the 'net profit 
margin'. The gross profit margin is an indicator of the 
profit a business makes on its cost of sales, or cost of 
goods sold. It is the profit earned before any 
administration costs; selling costs and so on are 
removed. The net profit margin is an indicator of the 
amount of net profit per naira of turnover a business 
has earned (Eljelly, 2004). That is, after taking 
account of the cost of sales, the administration costs, 
the selling and distributions costs and all other 
relevant costs, the net profit is the profit that is left, 
out of which the company will have to pay interest, 
tax, dividends and so on. A profit ratio indicates how 
effectively management can make profits from sales. 
It also indicates how much room a company has to 
withstand a downturn, fend off competition and make 
mistakes (Kaiser, 2009). Potential investors are 
interested in dividends and appreciation in market 
price of stock, so they focus on profitability ratios. 
Managers, on the other hand, are interested in 
measuring the operating performance in terms of 
profitability. Hence, a low profit margin would 
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suggest ineffective management and investors would 
be hesitant to invest in the company. 
 
II. REVIEW OF THE PREVIOUS FINDINGS 
 
Some empirical studies have attempted to examine 
the relationship between liquidity and profitability. 
One of such studies used current ratio and cash gap 
(cash conversion cycle) to examined the relationship 
on a sample of joint stock companies in Saudi Arabia 
(Eljelly, 2004), and it found significant negative 
relationship between the firm’s profitability and 
liquidity levels as measured by current ratio, and that 
the relationship is more evident in firms with high 
current ratios and longer cash conversion cycles. The 
study also found that at industry level, however, the 
cash conversion cycle or cash gap is of more 
importance as a measure of liquidity than current 
ratio that affects profitability. The size variable is also 
found to have significant effect on profitability at 
industry level. Similarly in his study, Jose et al (1996) 
showed that day-to-day management of a firm’s short 
term assets and liabilities plays an important role in 
the success of the firm. Firms with glowing long term 
prospects and healthy bottom lines do not remain 
solvent without good liquidity management. A study 
by Moss and Stine (1993) on retail firms revealed that 
firm’s size is a factor in the length of its cash 
conversion cycle, and that a significant positive 
relationship exists between the cycle and the current 
and quick ratios. Other studies that empirically 
examined the relationship between profitability and 
liquidity showed that there exists a significant and 
negative relation between profitability and cash 
conversion cycle (Jose et al., 1996; Eljelly, 2004). A 
study conducted over 22,000 public companies by 
Hutchison et al. (2007) indicated a direct correlation 
between shorter conversion cycle and higher 
profitability for 75% of industries. In an attempt to 
measure the impact of liquidity on profitability, 
Lanberg and Valming (2009) conducted a study using 
a sample of companies listed on Shochholm Stock 
Exchange. Their focus was on impact of active 
liquidity strategies on company’s profitability in and 
out of financial turbulence or economic downturn. 
Relevant data were financial ratios which generated 
from financial statements. Their findings suggested 
that the adaptation of liquidity strategies do not have 
a significant impact on return on assets (ROA). Only 
increased use of liquidity forecasting and short-term 
financing during financial crisis had a positive impact 
on ROA. They found also that the importance of key 
ratios monitoring companies’ liquidity has not 
changed between the studied time points. Therefore, 
they concluded that the adjustment of liquidity 
practices is beneficial for the companies, even though 
benefits are not always directly measurable in 
profitability and, thus recommended that companies 
should focus on liquidity and working capital 
management in an economic downturn. 

III. METHODOLOGY 
 
This study employs longitudinal analysis of 
secondary data to examine the nature and extent of 
the relationship between liquidity and profitability in 
an organization. Liquidity measure considered was 
current assets-liabilities ratio while profitability 
measure was operating profit-turnover ratio. The 
trend in liquidity and profitability were determined by 
observing the changes over three years. However, this 
study examines liquidity from a comparative static 
dimension because the analysis is based on time 
series data extracted from annual reports and 
accounts of the organization for the relevant period. 
 
Liquidity Ratios for the Year 2005-2008 
Corporate liquidity is examined from two distinct 
dimensions: static or dynamic views (Lancaster et al., 
1999; Farris and Hutchison, 2002; and Moss and 
Stine, 1993). The static view is based on commonly 
used traditional ratios, such as current ratio and quick 
ratio, calculated from the balance sheet amounts. 
These ratios measure liquidity at a given point in 
time. It is obvious from table 1 that all the rations 
declined from 2012 to 2014; an indication that the 
liquidity status of this organization was getting worse 
each year during the time under review. 
 
Table 1: Liquidity Ratios for the Year 2005-2008 

 
 
Profitability Ratios for the Year 2005-2008 
Some financial ratios used firm s historical financial 
statements should be used to evaluate the financial 
statements. This work is completed so the firm can 
get a sense of how its projected financial performance 
compares to past performance, and how its projected 
activities will affect its profitability and its overall 
financial soundness. Looking at the  tabe below,  it is 
clear that MAXY’s profitability ratios has experience 
a downward trend from 2012-2014.  Between 2012 
and 2013 there was difference of ROA decline by 
2.7%, ROE declined by 4.0% and profit margin 
declined by 4.4%. Between 2013 and 2014, the 
declines were 4.0%, 6.1% and 4.3% respectively, as 
could be seen from the table below. 
 
Table 2: Profitability Ratios for the Year 2005-2008 
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DISCUSSION AND CONCLUSION 
 
The results showed that within the period 2012-2015, 
MAXI experience series of decline both liquid assets 
and profitability.  For the two ratios MAXI was worse 
hit in 2014, when the current, quick and cash ratios as 
well as ROA, ROE and PM were not at their best. 
This  study revealed a positive relationship between 
the liquidity and the profitability of the MAXI 
business enterprise between 2012 and 2014. In 
conclusion, this finding is in keeping with Bourke 
(1989) who found some evidence of a positive 
relationship between liquid assets and bank 
profitability for 90 banks in Europe, North America 
and Australia from 1972 to 1981. In view of the fact 
that liquidity has some amount of bearings on the 
profitability of business organizations, it is important 
that organizations take the issue of managing their 
liquidity as critical issue. When organization holds 
adequate liquid assets, their profitability would 
improve. This could help the organizations to 
minimise liquidity risk and financial crises. However, 
this does not encourage excessive keeping of liquid 
assets as it could affect profitability.  
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