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Abstract

This study examined the effect of working capital management (WCM) practices on company
profitability. Using agency, transactions cost and trade-off theories, the study also sought to
establish whether the hypothesized relationships between working capital practices and
profitability can be defended from both fmancial and managerial perspectives.

Data for this study were collected from the annual financial reports and questionnaires from
30 companies listed on the Nairobi Stock Exchange. The financial data covered a 16- year period
(1993 to 2008). The variables of interest included various measures of working capital
management, profitability and company characteristics. The fmancial data were analyzed using
pooled ordinary least squares, fixed effects and two-stage least squares estimations. Five
regression models were run incorporating each of the key independent variables in each model.
Data collected from questionnaires were analyzed using frequency tables. Chi-square tests were
also performed on the questionnaire data.

Consistent with prior research, this study established that there existed an overall negative
relationship between working capital management and profitability. Key findings from the study
from both financial and questionnaire data analyses were: (1) a highly significant negative
relationship exists between the time it takes companies to collect cash from their customers
(accounts collection period) and profitability (p<0.01); (2) there exists a highly significant
positive relationship between the time it takes the company to pay its creditors (average payment
period) and profitability (p<O.Ol); (3) there exists a significant negative relationship between the
cash conversion cycle and profitability (p<O.lO). The only inconsistent result from both analyses
was the relationship between inventory conversion period and profitability. This finding was
explained by the different ways in which companies manage their inventories.

The main techniques employed by companies in working capital management were: (1)
setting credit limits for customers (mean = 4.42, standard deviation (SD there after) = 0.70), (2)
aging of debtors (mean =4.40, SD = 1.73), (3) aggressive collection policies (mean =4.35, SD =
0.81), (4) preparing cash budgets (mean 4.32, SD = 0.96) and (5) negotiating with suppliers
(mean 4.25, SD = 0.51). Key challenges identified with regard to working capital management
were: (1) difficulty in collecting trade receivables (mean = 3.75, SD = 1.04), (2) cash not readily
available when needed (mean = 3.63, SD = 1.21), (3) difficulty in managing bad debts
(mean=3.40, SD = 1.02), (4) lack of adequate working capital finance (mean = 3.40, SD = 1.25)
and (5) difficulty in identifying working capital risks (mean = 3.30, SD = 1.10). These techniques
and challenges further explained the reason as to why companies focused on various WCM
components and profitability.
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CHAPTER ONE
Introduction

1.1 Background

Working capital management (WCM) and profitability are two key elements of corporate
business life. Van Horne and Wachowicz (2005) stressed on the importance of WCM by
referring to it as the 'life-blood' of the company. Working capital management, which deals with
the management of current assets and current liabilities, is very important in corporate finance
because it directly affects the liquidity and profitability of the company (Deloof, 2003; Eljelly,
2004; Raheman and Nasr, 2007; Appuhami, 2008; Christopher and Kamalavalli, 2009; Dash and
Ravipati, 2009).

The efficiency of WCM requires proper planning and control over the current assets and
current liabilities in a manner that eliminates the risk of inability of a company to meet its short
term obligations as and when they are due (i.e., the liquidity risk). Efficient WCM calls for a
careful investment in the current assets too (Eljelly, 2004). Deloof (2003) held that the accounts
receivables and inventories comprise a substantial percentage of the total assets of a company.
This means that excessive investment in current assets can easily result in a company realizing a
lower return on its investment. However, those companies with too few current assets may be
faced with shortages, higher costs and difficulties in maintaining smooth operations (Van Horne
and Wachowicz, 2005).

Managers of small, medium and large companies spend considerable time on day-to-day
problems that involve working capital decisions (Garcia-Teruel and Martinez-Solano, 2007;
Raheman and Nasr, 2007). As Garcia-Teruel and Martinez-Solano (2007) observed, the time
spent in working capital decisions is even more for small business managers. Rao (1989)
explained that one of the reasons for this is that being short-lived investments, current assets are
continually being converted into other asset types, a task which requires time. With regard to
current liabilities (for example, accounts payable), the company is responsible for paying these
obligations on a timely basis. This therefore means that those decisions that focus on the level of
investment in working capital components become frequent, repetitive and time consuming
(Appuhami, 2008).



Joshi (1994) held that working capital management is a very sensitive area in the field of
financial management. Joshi (1994) further supported his position by explaining that WCM
involves the decision on the amount (or the value) and composition of current assets and the
nature and the type of fmancing for these assets. Raheman and Nasr (2007) defined current assets
as those assets which last for a year or less. Smith (1980) and Raheman and Nasr (2007) observed
that working capital management is important because of its effects on the company's

profitability and risk, and consequently on its value.

The way in which working capital is managed can have a significant impact on both the
liquidity and profitability of the company (Deloof, 2003). For instance, in accordance with the
emerging working capital theory, those decisions that tend to focus on maximizing profitability
tend to minimize liquidity. At the same time, focusing entirely on liquidity has the tendency of
reducing the potential profitability of the company (Smith, 1980). Deloof (2003) held that a
company with a larger sales volume and a relaxed credit policy faces a longer cash conversion
cycle. In this case, the longer cash conversion cycle may result in higher profitability. However,
the traditional view of the relationship between the cash conversion cycle and corporate
profitability is that, all factors being held constant, a longer cash conversion cycle has a negative
impact on the profitability of a company (Smith, 1980; Deloof, 2003; Garcia-Teruel and
Martinez-Solano, 2007; Raheman and Nasr, 2007).

1.2 Problem statement

The emerging theory of working capital management suggests that the pursuit of liquidity
negatively impacts the profitability of a company (Smith, 1980). Most of the studies carried out
to establish the relationship between working capital management and profitability have
established a significant negative relationship between working capital management and
profitability. For example, Shin and Soenen (1998) found a strong negative relationship between
the cash conversion cycle and corporate profitability for a large sample of listed American
companies for the period running from 1975 through 1994. Deloof (2003) established a
significant negative relationship between gross operating profit and the number of days accounts
receivable, inventory days and days accounts payable of Belgian companies. Other studies
confirming these findings include: Lazaridis and Tryfonidis (2006), GarciaTeruel and
Martinez-Solano (2007) and Raheman and Nasr (2007). Keasey and Watson (1993) and Howorth
and Reber (2003) explained that researchers often make assumptions (and even conclusions)
rather than asking the experience from the relevant sources. The main

2



aim of working capital management is to help internal management m decision making (Howorth
and Westhead, 2003).

This study adopted a triangulation approach of the results obtained from annual financial
reports with the results obtained from finance managers and/or management accountants of
companies in the sample. The study aimed at an examination of the relationship existing between
working capital management and profitability for a developing economy, that is, Kenya. A
search from the Google Scholar and leading academic repositories and journals (i.e., Blackwell,
JSTOR, Emerald, John Wiley and Sons, EBSCO Host, DOAJ, Cambridge Journals,
Springer-link, Sage Online, University of Chicago Press and Science Alert) showed that very few
studies had been carried out on this subject in the developing world (as of January 2010). In
Africa, only one similar study carried out in Nigeria by Falope and Ajilore (2009) was found. As
is the case with previous studies, this study failed to connect its findings with the managerial

perspectives into the relationship between working capital management and profitability.

To analyze this problem statement, the current study developed some objectives, which were
expected to contribute towards a very important aspect of fmancial management known as

working capital management.

1.3 Obijectives of the study

This research aimed at examining the relationship between working capital management and

profitability of Kenyan listed companies. The specific objectives were:

1. To establish the relationship between working capital management practices and
corporate profitability from a financial perspective.

2. To investigate the managerial perspectives with regard to the relationship between
working capital management practices and company profitability. This objective aimed at
investigating the following sub-objectives:

Sub-Objective 1: To investigate working capital management practices and techniques
being used by Kenyan listed companies.

Sub-Objective 2: To examine the managerial perspectives with regard to the relationship
between working capital management practices and profitability. Sub-Objective 3: To
examine the challenges associated with working capital management by Kenyan listed

companies.



1.3.1 Objectives schedule
Table 1.1 shows the sections which address the objectives developed in section 1.3.

Table 1.1: Objectives schedule

Objective is addressed by:

Literature ~ Research Data Discussions,
conclusions and
Objective/Sub-Objective Review methodology ~ Analysis
recommendations
1. To establish the relationship between working Sections Sections 3.2, Sections
capital management components and corporate 2.4 and 3.3,3.4,35, 4.2 and Sections 5.2, 5.3
profitability from a financial perspective. 2.5. 3.7 and 3.8. 4.3 and 5.4.
Sub-Objective 1: To
investigate working capital Sections
management practices and 2.2 and Section 3.4 Section Sections 5.2, 5.3
techniques being used by 25 and 3.8.1. 4.4, and 5.4.
2. To investigate the Kenyan listed companies. B
managerial Sub-Objective 2: To
perspectives with examine the managerial
regard to the perspectives with regard to
relationship between the relationship between Section Section 3.4 Section Sections 5.2, 5.3
working capital working capital 2.2. and 3.8.1. 4.4. and 5.4.
management and management practices and
company profitability.
profitability. Sub-Objective 3: To
examine the challenges
associated with working Section Section 3.4 Section Sections 5.2, 5.3
capital management by 2.10. and 3.8.1. 4.4, and 5.4.

Kenyan listed companies.

1.4  Research questions
The research intended to seek answers for the following research questions:

2. What is the relationship between working capital management practices and corporate
profitability?

3. What are the managerial perspectives with regard to the relationship between working capital
management and corporate profitability?
Examining this research question involved an investigation into the following subguestions:
Sub-Question 1: What are the working capital management practices and techniques being
used by Kenyan listed companies?
Sub-Question 2: What are the managerial perspectives with regard to the relationship
between working capital management practices and profitability?
Sub-Question 3: What are the challenges associated with working capital management by

Kenyan listed companies?



1.5 Motivation to the study

The motivation behind this study was twofold: Firstly, whether the emerging working capital
management theory as earlier postulated by (Smith, 1980) could be defended and supported
further. This emerging theory suggested that the pursuit of liquidity threatens the profitability of a
company. This emerging working capital management theory was supported by a number of
studies such as Shin and Soenen (1998), Deloof (2003), Eljelly (2004), Padachi (2006) and
Raheman and Nasr (2007).

Secondly, the study sought to substantiate the findings in support of the emerging working
capital management theory by seeking both financial and managerial perspectives into the causal

relationship between working capital management and company profitability.

1.6 Delimitations of the study

This study is based on quoted companies only. In order to ensure that a more homogeneous
sample was used in this study, certain industries were omitted due to their type of activity. The
study limited its sample to include all quoted companies except those listed under finance and
investment segment owing to the nature of their business and those companies with missing data
for most years under study. In obtaining this data, this study followed the classification of NSE
from which banking and financial institutions, insurance, some commercial and service
companies and some companies listed under industrial and allied segment were omitted. The
study however adopted the methodology adopted by other researchers from other parts of the
world (for example, Shin and Soenen, 1998; Deloof, 2003; Lazaridis and Tryfonidis, 2006;

Raheman and Nasr, 2007), in addition to incorporating the managerial perspectives.

1.7 Significance of the study

This study provides some insight to Kenyan companies as to the importance of working
capital management by examining its effect on company profitability. The findings from the
study are useful in that they provide companies with commonly used working capital
management practices and techniques and the challenges companies face. This information will
be useful especially when companies are designing their competitive strategies with regard to

working capital management.



The study is also of help to other researchers and academicians in that it provides a stimulus to
carry out further research into the same subject matter or related topics so as to increase the
already existing volume of knowledge, especially with regard to the current studies on working
capital management and profitability. The suggestions for further research are indicated in

chapter five.

1.8 Organization of the thesis

This thesis, with the inclusion of chapter one, is organized into five chapters. The four
chapters following this introductory chapter are set out to achieve the two main objectives of the
study. Chapter two presents a review of the literature. A review of the theories advising research
on working capital management and profitability has been carried out. The chapter also reports
on the formulation of the testable hypotheses. Various studies carried out on working capital and
profitability have been explored. Chapter three presents the research methodology and the
methods employed in the study. The econometrics used in testing the hypotheses have been
explained. Chapter four focuses on data analysis and interpretation. A detailed analysis of the
data obtained from the financial reports and questionnaires has been carried out in order to
achieve the objectives set out in the study. Finally, chapter five presents the discussions,

conclusions and recommendations for further research.



CHAPTER TWO
Literature Review and Hypothesis Development

2.1 Introduction

This literature review was arranged as follows: The first section focused on the role of
management in working capital management and a review of studies carried out on the
relationship between working capital management and corporate profitability. The review
identified the research gap to be filled by this study. A critique of previous studies was also
presented. A review examining the genesis and development of the theories advising working
capital management and profitability was also performed. The discussion on the theories advising
this area was followed by a formulation of testable hypotheses for the study. This was followed
by a discussion of the variables influencing working capital management and company
profitability. A discussion of all dependent, independent, control and dummy variables as
postulated by various authorities in the field of working capital management and profitability was
also presented. The discussion of the variables is followed by a conceptual framework for the
study. The literature review concluded with a discussion of how working capital can be financed

and the causal relationship existing between working capital management and profitability.

2.2 The role of management in working capital management

Unlike small and medium-sized companies, large companies have formalized working capital
management systems (Howorth and Westhead, 2003). According to Peel and Wilson (1996), this
formalization leads to increased profitability and lower probability of a business closing down
due to bankruptcy. This current study found that this formalization of procedures regarding

working capital management processes is one of the key challenges companies face today.

Compared to small companies, large companies (especially publicly listed companies), are
chariicterized by more informational asymmetries. This is due to the separation of ownership and
management control (Westhead, 2001a). Howorth and Westhead (2003) explained that one of
the reasons for adopting formalized management systems by large companies is to minimize

information asymmetry problems between the companies' principals (i.e., the



shareholders) and the agents (i.e., the management). To ensure viability of companies, managers of
large companies are expected to maintain an optimum balance of each working capital component
(i.e., trade receivables, inventories and trade payables) as indicated by Filbeck and Krueger (2005).
Filbeck and Krueger (2005) observed that striking a balance between risk and efficient working

capital management takes most of the managerial effort.

To explain the importance of managing liquidity (which is the subject of working capital
management), Loeser (1988) suggested how a company can reduce the cash cycle. Loeser explained
that a company can reduce the cash cycle by assessing the interest charge at the prime rate to
outstanding accounts receivable and the unbilled revenue. This is meant to encourage responsible
employees and departments within companies to put every effort necessary to collect receivables as
quickly as possible and thus minimize cash gaps. This same approach was explained by Eljelly (2004)
who argued that liquidity and cash gap management begin with a simple task by financial managers in
ensuring that their billings, collections and payables systems are operating efficiently. The direct
effect of liquidity is not only on the cash position and the troubles it may cause to financial managers,
but rather the effects it has on a company's profits (Deloof, 2003; Eljelly, 2004). Unlike previous
studies, an attempt was made in this study to examine the effects of working capital management,

both from a financial and a managerial perspective, on a company's profitability.

2.3 Theoretical frameworks

The uptake of different working capital management practices has been discussed by various
researchers using theories such as agency theory, resource based value proposition, transactions cost
theory, trade-off theory, pecking-order theory and incentive theory (Jensen and Meckling, 1976,
Smith, 1980; Myers, 1984; Wernerfelt, 1984; Williamson, 1975, 1985; Barney, 1991,2001; Mian and
Smith, 1992; Wynarczyk et al., 1993; Westhead et al., 2001a; Westhead et al., 2001b; Howorth and
Westhead, 2003; Dash and Ravipati, 2009). In this context, three leading theoretical frameworks (i.e.,
agency, transactions cost and trade-off theories), which have been presented to explain company
behaviour, are explained. Of the six theories, these three theories are most dominant (see table 2.1) in

explaining why companies consider adopting one working capital practice as opposed to the other.



Table 2.1: Theoretical justification
Theory The theory has been quoted in':

Agenc; theory Ross (1973)"; Jensen and Meckling (1976)°; Fox (1984);
Myers (1984); Smith (1987); Eisenhardt (1989); Storey
(1994): Berger and Udell (1995); Petersen and Rajan (1997):
Dechow and Dichev (2002); Niskanen and Niskanen (2006);
Bafios-Caballero et al. (2009); Jensen and Erhard (2010).

Transaction costs theory Coase (1937)"; Schwartz (1974); Williamson (1975; 1979;
1985; 1996, p. 379)"; Blinder and Maccini (1991); Mian and
Smith (1992); Soenen (1993); Millet-Reyes (2000); Summers
and Wilson (2002); Howorth and Westhead (2003);
Fravendorf (2006); Seifert and Seifert (2008); Bafios-
Caballero et al. (2009).

Trade-off theory Smith (1980)"; Petersen and Rajan (1997); Smith and
Begemann (1997)°; Shin and Soenen (1998); Deloof (2003);
Eljelly (2004); Lazaridis and Tryfonidis (2006); Niskanen
and Niskanen (2006); Padachi (2006): Garcia-Teruel and
Martinez-Solano (2007); Raheman and Nasr (2007); Vishani
(2007); Bafos-Caballero et al. (2009); Dash and Ravipati

"some sources indicale the inception of the theory itself

2.3.1 Agency theory
The first theory under consideration is agency theory. This theory explains the relationship

between the principal and the agent. Jensen and Meckling (1976) defined an agency relationship
as:

[An agency relationship is defined as] ... a contract under which one or more persons
(the principal(s)) engage another person (the agent) to perform some service on their
behalf. This principal-agent relationship also involves delegating some decision
making authority to the agent. (p. 308)

In a company's setting, the agent (i.e., the manager) acts on behalf of the principal (i.e., the
shareholder) (Ross, 1973; Jensen and Meckling, 1976; Fox, 1984; Eisenhardt, 1989). Agency
theorists have focused upon the managerial incentive problems that emerge as a result of the
separation of the ownership of a company and managerial decision-making (Jensen and
Meckling, 1976). In the context of the company, a major issue is the information asymmetry
between managers and shareholders. In this agency relationship, insiders (managers) have
information advantage. This means that the owners of the company face moral dilemmas because
they cannot accurately evaluate and determine the value of decisions made by the management.
While the internal management has all the information regarding working capital aspects of the
company, the shareholders rely on this information mainly from the annual financial statements

presented either semi-annually or at the end of the year.
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This informational asymmetry brings in agency problems whereby the internal management has
key information regarding the company's working capital management while the external
stakeholders (specifically the shareholders) do not have. As Dechow and Dichev (2002) observed,
the management may take advantage of this information and engage in earnings management.
Again, the asymmetric information between the insiders of the company and the company's
creditors may lead to a company adopting conservative working capital management practices.
For example, a company may consider lengthening the average payment period so at to provide an
internal and a cheaper source of funds in accordance with the pecking order theory as postulated
by Myers (1984). This decision is made before the company considers sourcing externally
generated debt or new equity issues. The current thinking with regard to agency theory is that it is
all about the integrity that the management of a company upholds in dealing with its stakeholders.
Jensen and Erhard (2010) established that there is causal link between integrity and increased
performance of the company. This means that, if the management of the company upholds

integrity, then there is value creation through improved performance.

2.3.2 Transactions cost theory

The second theory is the transactions cost theory as developed by Coase's (1937) discussion
on the nature of the firm. The transactions cost theory can be considered as the basic theoretical
framework that analyzes the relation between the service provider (in this case the company) and
disposition of the transaction (i.e., the customer). This means that the theory looks at both sides
of the process (Frauendorf, 2006), that is, from the point where the transaction begins up to the
point where the transactions ends. Williamson (1975; 1979; 1985; 1996, p. 379) focused on
Coase's (1937) work by viewing a transaction from where it originates (i.e., the service

provider). Williamson (1985) explained that:

.. .the transactions cost approach holds that institutions strive to economize on
transaction costs as much as possible. (p. 1)

Frauendorf (2006) explained that transaction costs are as a result of a company coordinating is
economic activities - both inter- and intra-company activities. This means that transaction costs

affect both the company (which is the service provider) and the
customer.

Seifert and Seifert (2008) argued that buyers demand trade credit (especially when their

bargaining power is higher than the company's) so as to delay payments and thus reduce cash
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deficiencies while companies have to offer trade credit because their competitors do so. This
forces companies to adopt a less stringent credit policy which has cost implications (i.e.,
opportunity cost) and this negatively impacts its profitability. A huge investment in working
capital has associated opportunity costs which arise as a result of the company forgoing other

productive investments (Banos-Caballero et al., 2009).

The entire process of providing or acquiring information so as to satisfy stakeholders'
informational needs involves transaction costs (Mian and Smith, 1992). The strategy companies
strive to adopt is to cut down transaction costs. This forces companies to adopt strategies whose
benefit is perceived to exceed the cost. For instance, in inventory management, companies are
keen on reducing the holding and ordering costs. Again, in accounts payable management,
companies may opt for cheaper trade credit financing rather than seeking external finance. This
means that companies will invest resources where they expect to achieve the greatest marginal
returns. This implies that the less the investment in working capital, the less the transaction costs
and the better the returns (Howorth and Westhead,2003).

Conversely, other companies may invest resources in a particular area of working capital
management that is perceived to be associated with the highest marginal return (Howorth and
Westhead, 2003). This means that those companies which are less constrained in terms of
resources may invest in additional areas of working capital management so as to boost
profitability. Blinder and Maccini (1991) suggested that companies which hold large amounts of
inventories are able to reduce ordering and supply costs. But this means that they have to contend
with-increased holding costs in case their inventories do not sell fast. The implication of this is
that, companies are expected to weigh the costs versus the benefits associated with the take up of
any working capital management practice and evaluate its implication on the company's

profitability.

In addition to addressing potential agency conflicts related to sourcing external finance,
lagging payments to suppliers reduces costs of acquiring external finance for working capital
needs (Millet-Reyes, 2000). Using transactions cost theory, Summers and Wilson (2002)
explained that trade credit is a cheaper way of fmancing working capital. Thus, as Soenen (1993)
observed, reducing the cash conversion cycle saves the company the opportunity costs of other

profitable investments and prevents the company from going bankrupt.
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2.3.3 Trade-off theory

The third theory is the liquidity-profitability trade-off theory as postulated by Smith (1980). The
study by Smith in 1980 was the first to signal the importance of the trade-off between the dual
goals of working capital management (i.e., liquidity and profitability). This theory holds that the
pursuit of liquidity has a negative effect on company profitability (Smith, 1980; Shin and Soenen,
1998; Dash and Ravipati, 2009). Smith explains that those decisions focusing on increasing
liquidity lead to a decline in profitability. He further explains that focusing on liquidity only
negatively impacts profitability of the company. This proposition was confirmed by a current
study by Dash and Ravipati (2009). The trade-off theory can be taken to imply that large
companies are less likely to fail due to diversification (Banos-Caballero et al., 2009). This is
because their main objective is profit maximization and not the pursuit of liquidity. In the case of
publicly listed companies, they are exposed to wider sources of finance. Thus, they are capable of
granting more trade credit (Petersen and Raj an, 1997; Niskanen and Niskanen, 2006). Large
companies are also able to source large inventories on credit and even take as long as they wish to
pay their suppliers. Various studies performed on the relationship between working capital
management and profitability are in support of the view that the lower the liquidity, the higher the
profitability of the company (Shin and Soenen, 1998; Deloof, 2003; Eljelly, 2004; Lazaridis and
Tryfonidis, 2006; Garcia-Teruel and Martinez-Solano, 2007; Raheman and Nasr, 2007; Padachi,
2006).

Vishani (2007) held that almost all the textbooks pertaining to financial management and
working capital management capitalize on the inverse relationship between liquidity and
profitability. This is the main argument advanced in the emerging theory of working capital
management as postulated by Smith and Begemann (1997). Eljelly (2004) explained that
efficient liquidity management involves planning and controlling current assets and current
liabilities in such a manner that eliminates financial risk and avoids excessive investment in

these assets.

2.4 Working capital management and profitability studies

Working capital management studies have been approached i vanous ways. Some
researchers have studied the impact of optimum inventory management on performance (Rafuse,
1996; Buzacott and Zhang, 2004) while other researchers focused on the management of
accounts receivables in an optimum way that leads to profit maximization (Zinger, 2009). Other

studies have focused on accounts payable management (Summers and
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Wilson, 2000; Howorth and Reber, 2003). Deloof (2003) held that the way in which working
capital is managed has a significant impact on profitability of companies. This view was held by
other studies such as Ramachandran and Janakiraman (2009). This result indicates that there is a
certain level of working capital requirement which potentially maximizes returns (Deloof, 2003).
Other studies linked to working capital management focus on the day-to-day routines employed
by companies geared towards improving the company's profits (Lazaridis and Tryfonidis, 2006;
Padachi, 2006; Sayaduzzaman, 2007).

Most working capital management studies lay emphasis on the working capitalprofitability
relationship (Shin and Soenen, 1998; Deloof, 2003; Lazaridis and Tryfonidis, 2006;
Garcia-Teruel and Martinez-Solano, 2007; Raheman and Nasr, 2007; Vishnani and Shah, 2007).
At the same time, studies by Chakraborty (1973), Ricci and Vito (2000), Summers and Wilson
(2000), Howorth and Reber (2003), Howorth and Westhead (2003), Armstrong and Drever
(2005), Filbeck and Krueger (2005), Garcia- Teruel and MartinezSolano (2008), Zainudin
(2008), Banos-Caballero et al. (2009) and Zinger (2009) have focused on one or all components
of working capital management. A closer examination of the motives behind working capital
management reveals that apart from efficient working capital management, there are other
factors that drive corporate profitability. Industry pressure, for instance, competition may also be
another factor to consider (Filbeck and Krueger, 2005). A discussion of key studies on the

relationship between working capital management and profitability is presented below.

The first study on the relation between working capital and profitability was conducted by
Shinand Soenen (1998) who aimed-at establishing the relationship between efficient-working
capital management (as measured by the net trade cycle (which is similar to cash conversion
cycle)) and profitability of American companies for a 20-year period (1975 to 1994). The study
aimed at establishing whether shortening the net trade cycle boosts corporate profitability. The
underpinning theory used in this study was Smith's (1980) trade-off theory. Using correlation and
regression analysis, the study established a negative relationship between the net trade cycle and
profitability. The study also found that market returns (in terms of capital gains from share
prices) is negatively correlated with the company's net trade cycle. The study also found that the
use of debt is negatively related with market value. The study by Shin and Soenen in 1998 based
its conclusions on purely financial data available from Compustat database. The study did not
clearly demonstrate the industry differences between companies that do affect the uptake of
various working capital management
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practices as pointed out by Hawawini et al. (1986) and Filbeck and Krueger (2005). Shin and
Soenen (1998) did not address endogeneity problem that may exist between working capital
management and profitability. Endogeneity in this case implies that profitability may also
influence how companies manage their working capital and not always the other way round.

Again, the study did not employ any parametric tests on the financial data being analyzed.

Next is the study by Deloof (2003). Deloof investigated the relation between working capital
management and corporate profitability for listed non-financial companies in Belgian for a
five-year period running from 1992 to 1996. Compared to Shin's (1998) study, this time period is
short for one to arrive at any conclusions regarding the relationship being investigated.
Deloofbased his study on agency theory where he held that, compared to Shin's (1998) study,
information asymmetries are much more pronounced in Belgian companies than in American
companies. Consistent with Shin and Soenen (1998), Deloof (2003) used correlation and
regression analysis to analyze the data collected. Deloof extended the analysis further by
performing both the pooled and fixed effects regressions so as to bring out any existent
company-specific and industry-specific differences. The study found that a negative relationship
exists between the cash conversion cycle, number of days accounts receivable, inventory days,
accounts payable days and profitability of Belgian companies. As was the case with Shin and
Soenen's (1998) study, Deloof's study fails to triangulate the results from financial statements
with managerial perspectives. No tests for endogeneity were performed in this study. The study

also falls short of parametric tests on the analyzed financial data.

Lazaridis and Tryfonidis (2006) investigated the relationship between working capital
management and profitability of companies listed on Athens Stock exchange in Greece for a
four-year period (2001 to 2004). This period is very short compared to Shin's (1998) study. The
purpose of the study was to establish the relationship between profitability and working capital
management components. Although not explicitly stated, Lazaridis and Tryfonidis (2006)
pegged their study on the trade-off theory where they held that companies strive to minimize their
liquidity levels so as to maximize profitability. The statistical methods used in this study were
correlation and pooled ordinary least squares models. The study found that a negative
relationship exists between gross operating profit and the cash-conversion cycle. The study also
found a negative relationship between days accounts receivable outstanding, days accounts
payable outstanding and gross operating profit. Lazaridis and Tryfonidis (2006) concluded by
indicating that managers can create more profits for the company by handling correctly the

cash-conversion cycle components. The weakness of this study is lack
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of parametric tests on the financial data being analyzed. Again, the study does not compare the
results of the pooled and fixed-effects regression models which are aimed at bringing out any
existent company-specific and industry-specific differences. No controls for endogeneity were

used in the study. Lastly, the study based its conclusions on purely financial data.

Following these studies, majority of other similar studies receive similar critique (i.e., reliance
on financial information for analysis only, lack of parametric tests on the data being analyzed,
lack of controls for possible endogeneity, insufficient regression analysis and insufficient
regression model and data validation checks). These studies are: Wang's (2002) study on
Japanese and Taiwanese companies for a 12-year period (1985 to 1996); Padachi's (2006) study
on Malaysian SMEs for a six-year period 1997 to 2003; Raheman and Nasr (2007) study on
Pakistani companies; Samiloglu and Dermigunes (2008) study on Turkish companies for the
period 1998 to 2007, Falope and Ajilore (2009) study on selected quoted companies in Nigeria
for the 1996 to 2005 and Siddiquee and Khan (2009) study on 83 companies listed on Dhaka
Stock Exchange for the period 2003 to 2007.

A rather different study by Garcia- Teruel and Martinez-Solano (2007) focused on the effects
of working capital management on small and medium sized enterprises (SME) profitability. This
study aimed at examining how SMEs manage working capital, and its effect on profitability. The
study used the trade-off theory where it held that managers have to evaluate the trade-off between
risk and profitability before determining an optimal investment in working capital. The study
deployed correlation and regression analyses for 8,872 SMEs in Spain for a seven-year period
(1996 to 2002). Both the fixed-effects and pooled OLS models were used. Controls for
endogeneity were used in the study. The study established a negative relationship between
profitability and accounts receivable days and inventory days. An overall negative relationship
between profitability and cash conversion cycle was also established. The other notable strength
of the results from this study is in the use of parametric tests on the financial data being analyzed.
As was the case with other studies, this study failed to triangulate its findings with managerial

perceptions on the relationship between working capital management and profitability.
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2.5  Determinants of working capital management and profitability and hypothesized
relationships

2.5.1 Measurement of profitability

Profitability has over time been used as a measure of company performance. Vishnani and
Shah (2007) defined profitability as the rate of return on the company's investment. They further
explained that a lot of investment in current assets would reduce this rate of return. The purpose
of working capital management is to manage the company's current assets optimally so as to
attain a desired balance between profitability and risk (Ricci and Vito, 2000). Raheman and Nasr
(2007) observed that working capital management is very important in the sense that it has a
direct effect on the liquidity and profitability of the company. This means that the profit
measurement employed in investigating the relationship between working capital management
and profitability has to capture the three key working capital management components as closely

as possible.

There seems no agreeable measure of profitability from the various studies performed on this
relationship. For instance, Deloof (2003) used the gross operating profit ratio measured as sales
less cost of sales add depreciation and amortization scaled by total assets less financial assets.
Financial assets are subtracted in the denominator because the financial assets ratio was used as
one of the control variables on the right hand-side of the regression equation (see section 2.6.3).
Lazaridis and Tryfonidis (2006) used the same approach in computing gross operating profit
ratio but they omitted depreciation and amortization in the numerator. Padachi (2006),
Garcia-Teruel and Martinez-Solano (2007) and Banos-Caballero et al. (2009) measured
profitability as earnings before interest and tax scaled by total assets. These studies referred to
this as the return on assets (ROA). The results from the current study (2010) established that 80
per cent of the sampled companies used the operating profit ratio to measure their operational

performance.

A review of the literature shows that the measurement of profitability in working capital
management studies is dependent on the nature of the company. For example, working capital
management and profitability studies on listed companies (which are considered to be relatively
larger) use the operating profit ratio. Conversely, studies on SMEs use the return on assets ratio.
The argument presented for this is that most listed companies have a larger proportion of fixed
and financial assets (Deloof, 2003; Lazaridis and Tryfonidis, 2006) while small and medium

enterprises rely mainly on their accounts payable to finance their gross
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working capital (Padachi, 2006). Based on the findings from literature, a negative relationship

between working capital management and profitability is anticipated.

2.5.2 Accounts receivable management

In managing accounts receivable, a number of studies have suggested that companies should strive
to collect cash from customers as quickly as possible (Deloof, 2003; Lazaridis and Tryfonidis, 2006;
Sayaduzzaman, 2006; Garcia-Teruel and Martinez-Solano, 2007; Raheman and Nasr, 2007; Falope
and Ajilore, 2009). These findings are pegged on the belief that shortening the accounts collection
period improves company profitability. Companies may also opt to shorten the accounts collection
period due to competition. This is as a result of intense competition in the industry where companies
are forced to grant discounts to their customers to encourage early payment. Conversely, if the
bargaining power of customers is high, then a company may be forced to relax its credit policy by
lengthening the time it takes to collect payments from its customers. Zinger (2009) called for a careful

and an effective analysis of the credit policy especially during periods of credit crisis.

Raheman and Nasr (2007) found that the coefficient on accounts receivable was negative and
highly significant. In order to reduce agency problems, the management of a company may strive to
minimize the time it takes to receive cash from customers. Sayaduzzaman (2006) also established that
the accounts collection period is negatively correlated with all profitability ratios except the net profit
margin although these relationships were not statistically significant. All these results show that there

is a negative relationship between profitability and accounts receivables.

Lazaridis and Tryfonidis (2006) explained that these findings show that managers can improve
profitability and reduce agency problems by reducing the credit period granted to their customers.
These models imply that higher profits should lead to more accounts receivable, because companies
with higher profits have more cash to lend to customers. This is confirmed by Deloof and Jegers
(1996), who found that Belgian companies with a shortage of cash reduce their investment in accounts
receivable. This line of thought leads to the

development ofthe first hypothesis as follows: 'l

HI: A significant negative relatianship exists between the accaunts\alleCtian periad

and profitability. \
\
The proxy for measuring accounts receivable management was the accounts collection

period (ACP) which refers to time taken to collect cash from customers. The ACP is
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measured as accounts receivable scaled by sales multiplied by the number of days in a year.
Consistent with previous studies, the accounts collection period was used as proxy for the
collection policy and as an independent variable (Deloof, 2003; Lazaridis and Tryfonidis, 2006;
Garcia-Teruel and Martinez-Solano, 2007; Raheman and Nasr, 2007). From the previous studies,

it is expected that a negative relationship exists between the ACP and profitability.

2.5.3 Inventory management

Inventory management is largely affected by macroeconomic factors such as inflation and
cyclical changes in the economy. For instance, Blinder and Maccini (1991) found that
recessionary periods are associated with a reduction in inventory levels. Gaur et. al (2005) and
Gaur and Kesavan (2009) found that the inventory turnover should not be used on its own in
performance management. This is because an increase in inventory turnover as a result of
unexpected sales volume does not indicate improved capacity to manage inventories well.
Flanagan (2005) explained that maintaining large inventory levels strains cash resources of a
business. On the contrary, maintaining insufficient inventory levels is associated with lost sales
and delays in selling to customers. This means that, in line with the transactions cost theory, the
finance manager has to strike a balance when managing inventories such that a company does not

hold too much or insufficient inventories.

Deloof (2003), Garcia-Teruel and Martinez-Solano (2007), Samiloglu and Dermigunes
(2008) and Falope and Ajilore (2009) found that there is a negative relationship between
profitability and inventory conversion period. This implies that the longer the time inventory is
tied in the company, the less the amount of working capital available and hence, the lower the
profit. At the same time, holding inventories for a longer period of time in the company may lead
to increased transaction costs in the form of an increase in holding and related costs. This has a
negative effect on the profitability of the company. By holding inventories for too long, agency
problems may arise since the company is not maximizing the return on the shareholder's
investment. However, Lazaridis and Tryfonidis (2006) found the negative relationship between
the inventory period and profitability not being statistically significant. Raheman and Nasr
(2007) found that the coefficient of inventory turnover in days is negative and highly significant.
They further deduce that if the inventory takes more time to sell, it will adversely affect

profitability. Deloof (2003) explained that the negative relation between
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inventory and profitability can be caused by declining sales, leading to lower profits and more

inventories. This argument leads to the development of hypothesis two as follows:

H,: A significant negative relationship exists between the inventory conversion period and

profitability.

Inventory management was measured by the inventory conversion period (ICP) which refers
to the time taken to convert inventory held in the company into sales. The ICP is measured as
inventory scaled by cost of sales multiplied by the number of days in a year. Consistent with
previous studies such as Deloof, (2003), Lazaridis and Tryfonidis (2006), Garcia-Teruel and
Martinez-Solano (2007) and Raheman and Nasr (2007), the inventory conversion period was
used as proxy for the inventory policy and as an independent variable in this study. Although
these studies provide conflicting results as to the relationship between the ICP and profitability in
terms of significance, most of them show that a significant negative relationship exists between
the ICP and profitability (Deloof, 2003; Garcia-Teruel and Martinez-Solano, 2007; Samiloglu
and Dermigunes, 2008; Falope and Ajilore, 2009). Other studies find that the negative
relationship is not significant (Lazaridis and Tryfonidis, 2006). Based on these findings, a

negative relationship between the ICP and profitability is anticipated.

2.5.4 Accounts payable management

Accounts payable management has been explored in depth by various studies. Most studies
suggest that paying payables closer to the due date is the best practice (Deloof, 2003; Lazaridis
and Tryfonidis, 2006; Garcia-Teruel and Martinez-Solano, 2007; Falope and Ajilore, 2009).
Hence, companies have formed the habit of delaying their payments. Howorth and Reber (2003)
investigated this company behaviour and established a positive relationship between deliberate
extension of the payment by companies and difficulty in sourcing finance from banks. Bauer
(2007) explained that in managing days accounts payable outstanding, companies have to strike
a balance between the benefits of early payment discounts and maximizing the use of the ‘float’
from delayed payments. The present study (2010) established that regardless of whether

suppliers offer discounts or not, companies still delay their payments to them.

Deloof (2003) and Raheman and Nasr (2007) explained that the negative relationship between
the number of days accounts payable and profitability is consistent with the view that less

profitable companies wait longer to pay their bills. Contrary to the findings by
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Raheman and Nasr (2007), Lazaridis and Tryfonidis (2006) observed that there is a positive
relationship between net operating profit and accounts payable. This result was highly significant
and did make economic sense, since the longer a company delays its payments the higher level of
working capital levels it reserves and uses in order to increase profitability. An explanation for
the positive relation between accounts payable and net operating income is that individual
suppliers and customers can have a powerful influence on the operations of a company. Large
suppliers, who have a greater bargaining power, may insist on formal payment procedures (which
consumes time) or minimum order quantities (Howorth and Westhead, 2003). To minimize total
costs, companies using credit may perceive higher potential benefits from adjusting the timing of
payments and the size of stock orders in order to maximize their profits. This may lead to
increased formalization of procedures (Wilson et al., 1997). This argument leads to the

development of hypothesis three as follows:

H3: A significant relationship exists between the average payment period and profitability.

The average payment period (APP) was used as a measure of accounts payable management.
The APP is the time taken to pay company's suppliers. The APP is measured as accounts payable
scaled by purchases multiplied by the number of days in a year. Consistent with Deloof (2003),
Lazaridis and Tryfonidis (2006), Garcia-Teruel and Martinez-Solano (2007) and Raheman and
Nasr (2007), the average payment period was used as proxy for the payment policy and as an
independent variable in this study. Based on the previous studies, a positive or a negative

relationship is anticipated between the APP and profitability.

2.5.5 Cash conversion cycle
Consistent with Deloof (2003), this study used cash conversion cycle (defmed as accounts

collection period add inventory conversion period subtract payment deferral period) to control
for the cash flow exposure to fluctuations in profitability levels. The cash conversion concept
was first introduced by Gitman (1974). This variable is used as a measure of efficiency of a
company's working capital management (Soenen, 1993; Deloof, 2003; Lazaridis and Tryfonidis,
2006; Padachi, 2006; Garcia-Teruel and Martinez-Solano, 2007; Banos-Caballero et al., 2009).

While there are alternatives, such as Shin and Soenen's (1998) net trade cycle measure and the

weighted cash conversion cycle (WCCC) developed by Gentry et al. (1990), the cash
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conversion cycle measure is standard in many corporate finance textbooks and is used in most
studies for example: Deloof (2003), REL Working Capital Surveys (2005), Lazaridis and
Tryfonidis (2006), Padachi (2006), Raheman and Nasr (2007), Garcia-Teruel and
Martinez-Solano (2007) and Banos-Caballero et al. (2009). Johnson and Soenen (2003)
demonstrated the strength of using the cash conversion cycle as a comprehensive working capital

measure in predicting the success of a company.

Gentry's WCCC captures both the amount of funds and the number of days funds are tied in
working capital components. The challenge of using the WCCC is that it requires one to analyze
the various inventory types separately (i.e., raw-materials, work-in-progress and finished goods).
Decomposing inventories into the three separate categories can be challenging because this
information may not be readily available. Again, not all companies in the study have all these
categories of inventories. These technicalities of using WCCC were also highlighted by Shin and
Soenen (1998) and Deloof (2003). The CCC is accrualbased and it has an indirect relationship
with company value. A short CCC implies that companies collect receivables as early as possible
and delay payables. The effect of this is a higher net present value of the company's cash flows
and a higher company value (Gentry et al., 1990; Shin and Soenen, 1998). Thus, the cash

conversion cycle was adopted as a measure of working capital management in this study.

Other studies have defined and studied working capital in different ways. According to Kerr
(1997), working capital management is one of the key fmancing decisions of a financial manager
of any company. Belt (1991) defined "gross working capital" as the current assets used in
operating the business in the form of cash, accounts receivable and inventories. Belt (1991) also
defined "net working capital™ (NWC) as the absolute difference between current assets (CA) and
current liabilities (CL). Other liquidity measures such as the current ratio and the quick ratio have
been omitted due to their static nature. In addition to this, Emery (1984) and Kamath (1989)
guestioned the applicability of these current and quick ratios in measuring working capital

management for a company.

Deloof (2003) generalized working capital management as the cash conversion cycle (i.e., the
time span between the expenditure for the purchases of raw materials and the collection of sales
of finished goods). Deloof held. that a longer the cash conversion cycle is associated with a larger
investment in working capital. In the conclusion from his 2003 study, Deloof seemed to support

the view that companies should strive to minimize the cash conversion
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cycle. Deloof however gave a disclaimer that a longer cash conversion cycle might increase

profitability because it leads to a higher level of sales.

Shin and Soenen (1998) held a similar definition of working capital as the time lag between
the expenditure for the purchase of raw materials and the collection for the sale of finished
products. However, a number of studies hold that corporate profitability might also decrease with
cash conversion cycle. This usually arises if the costs of higher investment in working capital rise
faster than the benefits of holding more inventories and/or granting more trade credit to
customers (Kieschnick et al., 2006; Raheman and Nasr, 2007). Taking the cash conversion cycle
as the overall measure of a company's working capital management, Raheman and Nasr (2007)
found that the coefficient of cash conversion cycle is significantly negative and implies that the

increase or decrease, in the cash conversion period affects profitability of the company.

Similarly, Deloof (2003), Lazaridis and Tryfonidis (2006), Garcia-Teruel and MartinezSolano
(2007) and Falope and Ajilore (2009) found that a negative relationship exists between the cash
conversion cycle and profitability. This is consistent with the view that a decrease in the cash
conversion cycle will generate more profits for acompany. Deloof (2003) argued that it cannot be
ruled out that the negative relation between the cash conversion cycle and profitability is to some
extent as a consequence of profitability affecting the cash conversion cycle and not vice versa.
From these previous studies, it is evident that companies strive to reduce the cash conversion
cycle to its minimum in order to maximize profitability. This argument leads to the formulation

of hypothesis four as follows:

H,: A significant negative relationship exists between cash conversion cycle and

profitability.

The basic focus in managing working capital should be to optimize the company's investment
in both current assets and current liabilities. An expert in financial management is of the opinion
that the problem of working capital is one of the factors responsible for the low profitability in
the manufacturing sector as observed by Eljelly (2004). Sayaduzzaman (2006) explained that
better planning and control of working capital leads to an increase in the earning power of the
company. There are a number of other techniques that have been suggested to improve liquidity
and cash positions. The intention is to increase the efficiency of liquidity management and in tum
profitability. These include insuring credit as proposed by Brealey and Myers (1996), Unsworth
(2000) and Raspanti (2000). The other alternative
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offered was factoring receivables as suggested by Brealey and Myers (1996) and Summers and
Wilson (2000). Based on the findings from the previous studies, a negative relationship between
cash conversion cycle and profitability was anticipated. The interrelationships among various
4\./vorking capital components can be illustrated in figure 2.1:

Figure 2.1: Operating and cash conversion cycles.

From Fundamentals of Carporate Finance (p. 167) by S.A. Ross et al., 2003, New York:

Irwin Publications, McGraw-Hill
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All these results can be explained by the fact that there are industry benchmarks to which
companies adhere to when setting their working capital investment policies as explained by
Hawawini et al. (1986). Thus, companies can increase their profitability by reducing their
investment on accounts receivable days and days inventories outstanding to a reasonable
minimum, as indicated by the benchmarks set by industry peers. Companies can also maximize
profitability by extending the period they take to pay their accounts payable. The overall effect of

all these is a reduction in the cash conversion cycle and an increase 111 company profitability.

2.6 Company characteristics influencing working capital management and
profitability

Other control variables for instance company size, leverage, fixed financial assets ratio,
variability of net operating income, GDP growth rate, age of the company and industry affiliation
were used as they too had a significant or contributory effect on the dependent and independent
variables (Deloof, 2003; Lazaridis and Tryfonidis, 2006, Padachi, 2006; GarciaTeruel and
Marinez-Solano, 2007).
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2.6.1 Company size

Company size may affect the ability of a company to acquire more debt (Deloof, 2003).
This debt can be used to finance the company's working capital. Thus, company size is likely to
influence the efficiency of a company's working capital management, although the direction of the
effect is an open question as observed by Kieschnick et al. (2006). Alternatively, larger companies
may take advantage of their size to forge relationships with suppliers that are necessary for a reduction
of their investment in working capital. Company size has been measured differently by various
studies. Studies focusing on company performance suggest that employment size and sales revenues
variables are highly correlated (Storey, 1994). Howorth and Westhead (2003) used total employment

size in measuring company size.

Other studies for instance, Deloof (2003), Lazaridis and Tryfonidis (2006), Padachi (2006),
Garcia- Teruel and Martinez-Solano (2007) and Falope and Ajilore (2009), used the natural logarithm
of sales in measuring company size. Banos-Caballero et al. (2009) used the natural logarithm of assets
as proxy for company size. In some cases, policy-makers and practitioners allocate resources to
companies with regard to their employment size (Bridge et al., 1998). While most studies focusing on
the relationship between working capital and profitability have used the natural logarithm of sales as
proxy for company size, this study follows the same approach. This is because sales are a direct result
of working capital management as opposed to total assets or employment size. Chiou et al. (2006)
provided some evidence that working capital needs increase with company size. Deloof (2003),
Lazaridis and Tryfonidis (2006), Padachi (2006) and Garcia- Teruel and Martinez-Solano (2007)
found a positive relationship between company size and profitability. Hence, it was anticipated that a

positive relationship between size and profitability existed.

2.6.2 Leverage

The leverage ratio was taken as a control variable because debt can sometimes be used to finance
short-term and long-term working capital needs of the company (Deloof, 2003). Various studies have
measured leverage as total debt to total assets (Deloof, 2003; Padachi, 2006; Lazaridis and Tryfonidis,
2006; Banos-Caballero et al., 2009). Garcia-Teruel and Martinez-Solano (2007) measured leverage
as the ratio of total debt to total liabilities. Falope and Ajilore (2009) used the ratio of long-term debt
to assets to measure leverage. This study measured leverage using total debt (both short-term and

long-term) to assets ratio. Lazaridis
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and Tryfonidis (2006), Garcia- Teruel and Martinez-Solano (2007) and Banos-Caballero et al. (2009)
established a negative relationship between leverage and the cash conversion cycle. Deloof (2003)
found the contrary, that is, a negative relationship between leverage and profitability. This means that

a negative or a positive relationship was anticipated between leverage and profitability.

2.6.3 Financial assets influence

For a number of listed companies in the sample, financial assets, which are mainly shares in other
companies, comprise a significant part of the total assets. In this case, the fixed financial assets ratio
was also used as a control variable. Consistent with Lazaridis and Tryfonidis (2006) and Deloof
(2003), shares and participation to other companies (mainly affiliated companies) are considered as
fixed fmancial assets. Since this study is based on the listed companies on the NSE, for a number of
companies in the sample, a large proportion of total assets are fixed financial assets, which might
influence the results. In both studies, the fixed financial assets ratio was measured by calculating the
ratio of financial assets to total assets. Both studies found a positive relationship between the fixed
financial assets ratio and profitability. Thus, a positive relationship between the fixed financial assets

ratio and profitability was anticipated.

2.6.4 Variability

The variability of net operating income has been used to control for variations in a company's
profitability. Variability is measured by computing the standard deviation of net operating profit. This
variable was used by Deloof (2003). Deloof (2003) found a positive relationship between variability
and profitability. Thus, a positive relationship between variability of the net operating profit and

profitability was anticipated.

2.6.5 Age

Banos-Caballero et al. (2009) found that the age of a company has some association with a
company's ability to obtain external finance for its working capital needs. The same proposition is
held by Niskanen and Niskanen (2006) who held that the age of a company determines its
creditworthiness with suppliers of both debt and equity. Age has been used to control for the length of
a company's existence in the industry (Howorth and Westhead, 2003). Age can also be used to explain
the time the company has known its customers. It also tells about the company's sustained reputation

owing to the quality of its products as
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explained by Petersen and Rajan (1997). Chiou et al. (2006) explained that more established
companies (in terms of age) are able to acquire external financing more easily and under less
stringent conditions. This translates to a lower cost of funds for these companies hence more
profitability. Therefore, it was anticipated that a positive relationship existed between the age of a
company and profitability.

2.6.6 Economic conditions

In line with Lamberson (1995), Garcia-Teruel and Martinez-Solano (2007), BafiosCaballero
et al. (2009) and Falope and Ajilore (2009), since the nature of economic conditions are usually
reflected in the profitability of a company, the growth rate in Gross Domestic Product (GDP) was
also incorporated. This is backed by Smith (1987) and Walker (1999) who argued that the state of
the economy has an effect on the accounts receivable and inventories. Similarly, Blinder and
Maccini (1991) found that recessions lead to a drastic reduction in inventories. Similar findings
by Carpenter et al. (1994) and Kashyap et al. (1994) confirmed that the rate of growth in
GDpPaffects working capital. Since prior research find different directions of relationship
between the GDP growth rate and profitability, a positive or a negative relationship was

anticipated.

2.6.7 Industry affiliation

Hawawini et al. (1986) suggested that industry practices are significant determinants of a
company's working capital management practices. The working capital policies for instance, of
software companies are quite different from those of either a manufacturing or a retailing
company. Consequently, it is important to control for the influence of industry practices on a
company's working capital practices (Storey, 1994; Filbeck and Krueger, 2005; Kieschnick et
al., 2006; Lazaridis and Tryfonidis, 2006). Storey (1994) held that the main industrial activity of
a company may impact on business performance. Howorth and Westhead (2003) asserted that
although industry specific characteristics may impact on the adoption of working capital
management routines, it is expected that these industry influences are dependent on the length of
the production cycle and industry norms, and trade credit period extended and taken. These

relationships are captured in earlier hypotheses.

2.7  Dummy variables

Two dummy variables - that is, ownership control and company year controls - were also
factored in the regression models. Ownership control may affect a company's exposure to
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various sources of funds. Consistent with Deloof (2003), Lazaridis and Tryfonidis (2006),
Garcia- Teruel and Martinez-Solano (2007) and Banos-Caballero et al. (2009), company year

controls were incorporated to control for changes in the economy over time.

2.8 Conceptual framework

Following a discussion on the measures of profitability, working capital management
components and other company characteristics influencing working capital management, the
conceptual framework for this study was developed from a review of prior research. The
dependent variable for this study was the net operating profit scaled by total assets less fixed
financial assets. This variable was used as a measure of the operating success or failure of a
company. A company's operating success is measured by its ability to realize sales that are able to
cover all its operating costs. These sales are driven by assets. This therefore means that the
operating profit is in a way driven by the asset backing of a company. Assets here excluded
financial assets which include assets like investment is associate companies or affiliates (Deloof,

2003). Figure 2.2 shows a summary of the conceptual framework for this study.
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Figure 2.2: Conceptual model of the relationships among profitability, working capital and

company characteristics.
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2.9  Financing working capital

Summers and Wilson (2002) identified trade credit as one major source of short-term working
capital finance. Trade credit, according to Summers and Wilson (2002), is obtained through
delaying payment to suppliers. It can be used by small enterprises and those growing companies
with limited access to funds from institutional lenders. Cufiat (2007) suggested that trade credit is
mainly beneficial to companies experiencing high growth. Schwartz (1974) argued that those
companies that are able to obtain funds at a low cost (probably due to more bargaining power)

will offer trade credit to companies facing higher financing costs.

Mian and Smith (1992) observed that the existence of trade credit is prevalent in markets with
imperfect information. Petersen and Rajan (1997) explained that this occurs where the seller is in
doubt over buyer's creditworthiness and the buyer is also in doubt as to the quality of goods
offered. Flanagan (2005) explained that companies can negotiate new terms with suppliers (e.g.,
requesting suppliers to grant them longer credit period or increased credit limit). According to
Summers and Wilson (2002), one advantage of trade credit is that it helps in reducing transaction
costs. Emery (1984) saw trade credit as a way of increasing sales levels in low demand periods
and also a more profitable short term investment than marketable securities. Fisman and Love
(2003) argued that trade credit is a better source of finance in mitigating weak creditor protection

and imperfect information compared to formal borrowing from financial institutions.

In addition to trade credit, Flanagan (2005) suggested new equity or loans from shareholders,
bank overdrafts or lines of credit and long term loans as other possible sources of working capital
financing. Buzacott and Zhang (2004) explained that inventory can be financed through an
increase in payables, decreasing receivables by accelerating customer payments or factoring
receivables, increasing gross profit, increasing equity and borrowing. Howorth and Westhead
(2003) identified five external sources that require companies to maintain good credit rating by
efficiently managing their working capital. These sources were: bank overdraft, short-term loans,
medium term loans, long-term loans and venture capital. Howorth and Westhead (2003) found
that companies which focus on cash management require less external finance compared to
companies which focus on working capital management. Compared to SMEs, large companies
have more alternative sources of external finance. Therefore, these companies do not depend on
short-term finance sources only (Banos-Caballero et al., 2009). But as revealed by the current
study (2010), large
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companies opt for short-term (bank-overdraft) or internal finance sources (cash from operations)

because external long-term debt or new equity issues are usually more expensive.

Agency theory suggests that managers may manage working capital towards set targets hence
deceiving the shareholders of the company. Again, as Deloof (2003) observed, developing
countries have underdeveloped capital markets in the sense that information and agency
problems are very evident. La Porta et al. (1997), who found that countries with poorer investor
protection have smaller and narrower external capital markets, show that a developing country
has weak legal protection of corporate shareholders and creditors. This makes obtaining finance
from banks and informal trade credit more attractive. Fisman and Love (2003) found that
companies in countries with less developed financial markets use informal credit provided by

their suppliers to finance growth.

2.10 Working capital management and profitability: what drives the other?

Deloof (2003) presented a discussion on whether working capital management drives
profitability or vice versa. He pointed out that profitability may also influence how companies
manage their working capital, and not always the other way round. Shin and Soenen (1998)
explained that the difference in profitability for American companies can be explained by the
difference in the cash conversion cycle. This proposition suggests that cash conversion cycle
drives profitability.

One argument supporting this proposition could be the fact that collecting cash from
customers within the shortest time possible leads to higher sales level, hence more profitability.
Shortening-accounts receivable days leads to a reduction in the cash conversion cycle ceteris
paribus. A shorter inventory conversion period implies that the rate of inventory movement out
of the company is high. When companies sell inventories faster, less holding costs are incurred
and more sales are realized. The problem with this is that there is an increase in ordering costs
and this becomes even worse when most of these sales are on credit. Although a shorter inventory
conversion period leads to a shorter cash conversion cycle, the effect of shortening this cycle may

be an increase or a decrease in profitability depending on the circumstances faced by a company.

Lengthening accounts payable days means that the company can take advantage of the delay
to generate more returns. A longer accounts payable days leads to a shorter cash conversion
cycle, which may lead to increased profitability. Banos-Caballero et al. (2009)
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suggested that a longer cash conversion leads to an increase in company sales hence an increase
in its profitability. Soenen (1993) explained that companies with long cash conversion cycles
face the risk of going bankrupt. This implies that long cash conversion cycles are detrimental to a

company.

On the other hand, profitability can also drive working capital management. For instance,
Deloof (2003) and Lazaridis and Tryfonidis (2006) argued that less profitable companies take
long to pay their bills. This may be due to the fact that they have insufficient funds to pay their
bills or the delay in making payments is calculated so as to take advantage of the delayed funds in
boosting their profitability. A counter argument to this would be that more profitable companies
take long to pay their accounts payable. The explanation to this would be that since these
companies are more profitable, they may exert a higher bargaining power over their suppliers and
other creditors. Again, more profitable companies tend to have formalized management systems
(Howorth and Westhead, 2003); this means that the payment process tends to be quite long,
hence causing delays. Deloof and Jegers (1996) found that more profitable companies take long
to collect cash from their customers. The explanation they provided for this was that more
profitable companies have adequate cash. In this case, they are able to lend to their customers for
a long period of time without affecting their operations. In addressing the direction of causality in
this study, the possibility of endogeneity in the variables being investigated was taken care of by
performing a two-stage least squares regression. The results from these regressions were

consistent with the results from both the pooled OLS and fixed effects estimations.

2.11 Chapter summary

Chapter two presented a literature review on prior research carried out on working capital
management and profitability. It also presented the theoretical and conceptual frameworks to be
adopted in this study. Since previous researchers have based their findings on the relationship
between working capital management and profitability studies in other countries, this study laid
special emphasis on both financial and managerial perspectives into the relationship between
working capital management and profitability. Using agency, transactions cost and the trade-off
theories, the study used data collected to determine what relationship existed between working
capital components and profitability and whether the results from the financial statements are
consistent with the responses from the finance managers and or management accountants ofthe
sampled companies.
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CHAPTER THREE
Research Methodology

3.1 Introduction

The purpose of this study was to investigate the relationship between working capital
management and company profitability. This chapter discusses the companies and variables
included in the study and the statistical techniques to applied in investigating this phenomenon. In
this section, a description of different measures of corporate working capital and corporate
profitability is carried out. The chapter also discusses various econometric tests on the robustness

of the data analysis techniques used.

To determine whether there was a relationship between the variables of interest, a combined
set of quantitative design elements and procedures from both annual financial reports and the
questionnaire were used. The relationships among study variables were explored using

correlation, measures of frequency percentages and multivariate regression methods.

3.2  Research design

The research design for this study was selected due to the following reasons: firstly, the study
used panel data for the last sixteen years (1993-2008). Analyzing this panel data required the use
of multivariate analysis in order to establish the causal relationships existent amongst the
variables being investigated (Deloof, 2003; Lazaridis and Tryfonidis, 2006). This called for cross
sectional and longitudinal analyses to fmd out the relationships existent amongst the variables

under study over a given time period (Huang et al., 2008).

Secondly, the study aimed at an examination of the managerial perspectives into the
relationship between working capital practices and profitability. This required the researcher to
triangulate the results obtained from the panel financial data with data from the questionnaires.
This triangulation approach of financial data from annual financial reports and questionnaires
provided an opportunity to develop a broad-based understanding of the relationship between
working capital management practices and corporate profitability in the sampled companies
(Denzin, 1970; Bryman, 2006).
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3.3  Target population

The target population for this study was companies listed under agricultural, commercial and
services, industrial and allied and alternative investment segments on the NSE. The units of
analysis were the companies and the target respondents were the finance managers and or
management accountants of the sampled companies. Certain industries were omitted from the
total 56 companies listed on the Nairobi Stock Exchange (as of 31 st December 2008) due to their
type of activity. This study followed the classification ofNSE from which all companies listed
under finance and investment segment (i.e., banks, investment companies and insurance

companies) were omitted.

This is because the definition of working capital for banks and insurance companies is
different from the definition being investigated in this study. For instance, the definition of
working capital for East African Breweries is quite different from, say Kenya Commercial Bank
(KCB), Centum Investment Company or Kenya Re-insurance Company. Owing to in availability
of data, some companies listed under commercial and service segment and industrial and allied
segment were omitted. This is consistent with Deloof (2003), Padachi (2006), Lazaridis and
Tryfonidis (2006) and Garcia- Teruel and Martinez-Solano (2007). Of the 36 companies in the
selected population, the final sample contained 30 companies (see appendix 4). The reduction in
the number of companies studied is primarily due to in availability of financial information for

most periods covered in the study.

Data used in this study were obtained from the Kenya Capital Markets Authority library,
internet and web sites of the NSE and the sampled companies. Data were obtained from the
financial statements for a selected sample of Kenyan companies listed on the NSE for a period of
sixteen years (1993 through 2008). Questionnaires were also used to collect data from the
finance managers and or management accountants of the sampled companies. The choice of
finance managers and or management accountants is informed by the fact that the dynamics of
working capital management are better understood by these personnel. For each selected

company, one questionnaire was sent to the finance manager and or management accountant.

34 Data collection instrument

In this study, portions of the data were obtained from annual financial statements and notes.

Data were obtained mainly from the CMA library while other data were collected from
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internet and websites of sampled companies. Other financial data were also obtained from major
newspapers in the country. In order to increase reliability of the findings, a combination of data
from annual financial reports and questionnaires was used. The study adopted a triangulation
approach as proposed by Denzin (1970). In doing so, the findings from annual financial reports

were used to corroborate and augment evidence obtained from the gquestionnaires.

Managerial perspectives with regard to working capital management and performance were
derived from the questionnaire developed from previous studies by Saunders and Wilson (2000),
Howorth and Reber (2003) and Howorth and Westhead (2003). The researcher modified some of

the questions in order to achieve the objectives set out in the
study.

The questionnaire survey sought to gather data on working capital management practices,

industry and financial characteristics. The questionnaire was divided as follows:

Part A sought to obtain general information regarding the respondent's job title and the
industry in which the company operates in. Part B focused on working capital management
practices while Part C investigated common sources of working capital financing used by
companies. Part D examined working capital management challenges faced by companies.
Lastly, Part E examined measures used by companies in assessing operational performance and
the perceived effect of working capital management practices on the performance of the

company.

3.5 Reliability

Reliability was defined by Joppe (2000) as:

[Reliability is] ... the extent to which there is some consistency in research results
over time. Again, reliability means that the results can be generalized to the entire
population. Reliability implies that if the same results can be produced in another
research using similar methodology, then the research instrument is considered to be
reliable. (p. 1)

Gill and Johnson (1997) extended the definition of reliability to mean the consistency of
research results over time allowing other researchers to replicate the original study. As Crocker
and Algina (1986) suggested, in testing for internal reliability of the instrument, the questionnaire

was pilot tested and Cronbach's Alpha Coefficients used to confirm the
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reliability of the measured variables (Howorth and Westhead, 2003; Cheng and Pike, 2003). The

Cronbach's Alpha for the questionnaire used in this study was 0.925 as shown in table 3.1 below:

Table 3.1: Cronbach’s Alpha for the questionnaire

Reliability Statistics®

Cronbach’s Cronbach’s Alpha Based on Number of
Alpha Standardized Items Items
0.925 0.927 19

“obtained using SPSS

3.6  Validity of the instrument

As Winter (2000) pointed out, the concept of validity originates from a positivist tradition
which was characterized by empirical propositions such as universal laws, deduction and
mathematical data. As Joppe (2000) explained, validity explains whether the research measures
what it aimed to measure. Gill and Johnson (1997) distinguished between two types of research
validity: internal validity where the researcher is assured that the 'cause' produces the 'effect’ and
external validity whereby the research is generalizable, i.e., from the sample to the population or
from a social context to other contexts. Joppe (2000) explained further that researchers can
determine validity by using questions in the questionnaire and looking for answers in other

literature.

In developing the questionnaire, the researcher used previous literature such as Saunders and
Wilson (2000), Howorth and Reber (2003) and Howorth and Westhead (2003) in addition to
other literature related to working capital management. In ensuring validity for the annual
financial reports, the researcher ensured that the financial statements used were audited by the

big four audit firms.

Golafshani (2003) explained that triangulation is one of the ways of ensuring validity of the
results from a quantitative study. Patton (2001) stressed on the strength of triangulation through
the use of combined methods. This study used a triangulation approach whereby the results from
annual financial data were compared with the results obtained from questionnaires sent to the
responding companies. Pilot testing the questionnaire also helped to ensure that the final

guestionnaire developed measured exactly what it was intended to
measure.
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3.7 Data collection procedures

Data for this study were collected from both primary (i.e., from guestionnaires) and secondary
sources (i.e., from annual financial statements). Robson (1993, p. 243) observed that one
limitation of self-completed questionnaires was that, apart from being very efficient in terms of
saving researcher's time and effort, self-completed questionnaires can also be superficial. Robson
(1993) explained that it is advisable to send out a preliminary notification before the actual survey
guestionnaire is sent. This helps in gaining access to the organization easily since it prepares the
organization for the survey and is likely to yield a higher response rate. A letter of introduction

from Strathmore University (Appendix 1) was also sent out.

Financial data for this study were collected from listed companies on the NSE Market. The
reason as to why this market was chosen is primarily due to the availability and reliability of the
financial statements in that they are subject to mandatory audit by internationally recognized
audit companies (i.e., the big four). As Lazaridis and Tryfonidis (2006) noted, those companies
listed on the stock exchange market are motivated to present profits if those exist in order to boost
the share price. Robson (1993, p. 280) observed that the use of secondary data is a rather
‘obtrusive' data collection technique in that the researcher does not have to interrupt the

organization's day to day operations.

Thirty questionnaires were dropped by the researcher and a trained assistant or posted one
week after the preliminary notification, with a cover letter addressed to the finance manager and
or the management accountant of all the 30 companies in the sample. They were to be picked at a
later time. The cover letter explained to the respondents what the survey was about, why the
respondent's contribution was important and it also assured the recipient of confidentiality. The
study aimed at a 50% response rate. If this was not achieved, respondents would be contacted
through phone or e-mail. Alternatively, another questionnaire was sent out. In order to encourage
participation, respondents were promised a summary of the findings and recognition of their
organization's contribution in the final report of the study. The cover letter informed the

recipients whom to contact in case of any questions.

The chi-square tests were performed on the collected data for any response bias between
respondents and non-respondents. In order to ensure reliability, the questionnaire was pilot tested

and Cronbach's Alpha Coefficients were used to confirm the reliability of the
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measured variables. Using results from the two sources, the four hypotheses developed in chapter

two were tested statistically to arrive at conclusions and policy implications.

3.8  Data analysis and variable measurement

The quantitative data from annual financial reports were first checked for errors in the entries,
outlying values and any unexpected values. It was then analyzed using both Stata and Statistical
Program for Social Sciences (SPSS). The analyzed data was also tested for significance ofthe
relationships among variables of interest in the study. The results from the annual financial
reports were presented in tables. Consistent with Deloof (2003) and GarciaTeruel and
Martinez-Solano (2007), the pooled overall least squares (OLS) and the fixed effects regressions
were used in performing multiple regressions on financial data collected from annual financial

reports. In arriving at conclusions, the results from the pooled OLS were used.

This method was preferred due to three reasons: first, this method has been used by majority
of previous similar studies. Second, the approach helps in explaining the causality in the
relationships among the various variables used in a more efficient manner as explained by
Padachi (2006). Third, although the fixed effects estimation model was also used, the pooled
regression model brings out the differences that exist between companies (Deloof, 2003;
Padachi, 2006; Raheman and Nasr, 2007), hence making it superior for the analysis required in
this study. The F-test was also useful in determining the significance and the strength of the
models developed in this study. The p-values and t-values were used to denote the significance of
the various working capital components. Two-stage linear regression checks for endogeneity
were also performed with results being similar to those of the pooled and fixed effects regression
models. In order to check whether multicollinearity was a problem among the collected variables,

the variance inflation factors (VIFs) were used.

3.8.1 Summary of tests of research objectives and hypotheses

The analysis of financial data was then followed by an analysis of quantitative data from the
guestionnaires. Consistent with Howorth and Reber (2003), significance tests on both continuous
and non-continuous variables from the questionnaire were performed. Tables 3.2a and 3.2b show
an outline of the objectives of the study vis a vis the research hypotheses and research questions.
The tables also indicate the type of analysis and an interpretation of the results. The variables

measured took the form of continuous, ordinal and binary. The Likert's

37



five point rating scales were also used for the ordinal variables. The Likert scale system is an ordinal
scale that focuses on the subject (respondents). Cooper and Emory (1995) explained that such scales
are interval scales and the appropriate tests are parametric and nonparametric tests such as the
Pearson's product moment correlation, Spearman's rank coefficients and multiple regression
techniques. Bryman and Cramer (1990) also noted that Likert scales are increasingly being used since

they have data qualities similar to interval scales.

Using results from the two sources, the four hypotheses developed in chapter two were tested

statistically to arrive at conclusions.
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Table 3.2a: Summary of tests for research objective one

Overall Specific objective | Research Analysis Interpretation of results
| objective Hypothesis
1. To establish the | Hy: Thereisno | Correlation coefficients and
relationship significant regression analysis:
between accounts | relationship
receivable period | between The use of the parametric
and corporate accounts Pearson’s product moment
1. To profitability receiveble period | correlation coefficient (r) and
] and corporate alues to measure the
— fitability P.:unar: ific f the
) i na significance o!
relationship respectively.
between
Hy: A significant
“,'m"" negative The use of both pooled and
o relationship fixed effects regression
aad exists between analysis to provide a better
accounts cause-and-effect on the
T = receivable period relationship
L and ooy NOP, =a,+ BX,+ 3 BX, +¢
mﬁ lm - 1 et » v
2. To establish the | Hy: The Correlation coefficients and .
relationshi inventory regression analysis: e
P X ’ correlation coefficient (r)
between conversion
ranges between
inventory period has no The use of the parametric A
Al1=r <
conversion period | significant Pearson's product moment
and corporate relationship with | correlation coefficient and p-
fitabili corporate values to measure the nature )
e - - r= +1.000 represents a
profitebility and significance of the R
R : perfectly positive
relationship respectively. / iy e <1.000
Hj: Inventory relationship, r=-1.
. represents a perfect]
convEEHon The use of both pooled and _ ,ymd
period has a fixed effects regression neg;ﬁveooo g
A r = 0.000 represents no
significant analysis to provide a better S
negative cause-and-effect on the % ‘
orblpwih | = P In the regression analysi
; 2 B+ 28X+ . e
= + + A+ E
profitability. o, 1t L the significance of beta
coefficient was tested by

the t-values and the p-
values. The F-value and
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3. To eswblish the | Hy: Accounts Correlation coefficients and the adjusted coefficient of
relationship payable period regression analysis: determination, adjusted
between accounts | has no R?, tested for the strength
payable period significant The use of the parametric of the mode! used. The
and corporate relationship with | Pearson’s product moment level of significance was
profitability corporate correlation coefficient and p- | measured by p-values at

profitability values to measure the nature | the 10, 5 and 1 percent

s and significance of the levels.

3 < o .

payable period relationship respectively.

has 8 significant | y1e use of both pooled and

relstionship With. | & o6 effocts regression

o analysis 10 provide a better

Beafeitty: cause-and-effect on the

relationship
NOP, = ay + AoXs + z;;p,x, +8,

4.To establish the | Hy Thereisno | Correlation coefficients and
relationship relationship regression analysis:
between cash between cash The use of the parametric
conversion cycle | conversion cycle | Pearson’s product moment
and corporate and profitability | correlation coefficient and p-
profitability values to measure the nature

H: A significant | o4 Genificance of the

negative relationship respectively.

velationship The use of both pooled and

betweencash | g od effocts regression

eonversionfycle analysis to provide a better

and profiabllity | cause-and-cffect on the

o relationship

NOP, =ay+ PX,+ 3 B X, + &

~
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Table 3.2b: Summary of tests for rescarch objective two
Main Sub-Objective | Research Analysis Interpretation of results
objective 2 question

Sub-Objective 1@ | Sub-Question 1: | Computation of measures of A comparison of the

To investigate What ere the frequency (i.e., percentages) frequencies for each

working capital working capital | and the use of non-parametric | parameter,

management management Chi square Tests.

practices and practices and

techniques being | techniques being

used by Kenyan used by Kenyan

listed companies. | listed

companies?

Sub-Objective 2: | Sub-Question 2: | Computation of measures of | A comparison of the
2.To To examine the What ere the frequency (i.e., percentages) | frequencies for each
investigate managerial managerial and the use of non-parametric | perameter.
the perspectives with | perspectives with | Chi square Tests.
managerial regard to the regard to the
perspectives | relationship relationship
with regard between working | between working
to the capital capital
relationship | management and | management and
between profitability. profitability?
working Sub-Objective 3: | Sub-Question 3: | Computation of measures of | A comparison of the
capital To examine the What are the frequency (i.c., percentages) | frequencies for each
management | challenges challenges und use of non-parametric parameter.
and company | associated with associated with Chi square Tests.
profitability. | working capital working capital

management by management by

Kenyan listed Kenyan listed

COmpanics. companies?

3.8.2 Variables and operational definitions

This study undertook the issue of identifying key variables that influence the relationship

between working capital management and profitability of Kenyan listed companies. The choice

of the variables was influenced by the previous studies on the relationship between working

capital management and profitability as discussed under section 2.5 in this thesis. All the

variables were used to test the hypotheses under the study. They included the dependent,

independent, control and dummy variables as presented in tables 3.3, 3.4 and 3.5 below:
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Table 3.3: Dependent and independent variables

Varisble Definition Rationale Source
Dependent variable
Net . (Operating profit before Used as a measure of Lazaridis and Tryfonidis (2006),
. m"""m‘.’:"‘ interest and taxes + profitability that Raheman and Nasr (2007),
pr OP depreciation)/(Total assets — ~ measures operating Ramachandran and Janakiraman
(NOP) Financial assets) success or failure of the  (2009).
company.
Independent variables
Deloof and Jegers (1996), Shin
and Soenen (1998), Deloof
— Used as the proxy for the jachi Ral
- 3 - (Accounts receivable/Sales) X perjod taken to collect (2003), P i (2006),
- 365 cash from th g AT STOT), Reteupanicn
period (ACP) ©COMPAY'S  and Janakiraman (2009).
debtors
Deloof and Jegers (1996), Shin
and Soenen (1998), Deloof
o Used as the proxy forthe  (2003), Reheman and Nasr
i .! (Inventory/Cost of goods period the company takes  (2007), Padachi (2006).
. sold) x 365 to convert inventory into  Ramachandran and Janakiraman
period (ICP) Sk
(2009).
Deloof and Jegers (1996), Shin
and Soenen (1998), Deloof
Average il Used as the proxy for the  (2003), Raheman and Nasr
payment yob )% 365 period taken to pay the (2007), Padachi (2006), -
period (APP) " i company’s creditors Rameachandran and Janakiraman
(2009).
Deloof and Jegers (1996), Shin
and Soenen (1998), Delool
Cash Used as a comprehensive  (2003), Padachi (2006}, Rsheman
conversion ACP + ICP - APP measure of working and Nasr (2007), Ramachandran
cycle (CCC) capital management. and Janakiraman (2009).

42



Table 3.4: Control variables

Control variables Definition Rationale Source
Deloof (2003),
Company size (CS)  Natural logarithm of sales g:‘:,f“&m"“' f?"" Kieschnick et al. (2006),
e Raheman and Nasr
(2007).
Raheman and Nasr
(Lev) (Short term loans + Long Used as a control for the (2007), Huang et al.
g term loans)/Total assets company’s use of debt. (2008), Ramachandran
and Janakiraman (2009).
Used to control for the
possibility of fixed
financial assets having an
Fixed financial Fixed financial assezs/Total influence on the Deloof (2003), Raheman
assets ratio (FFAR)  assets relationship being and Nasr (2007).
investigated.
Variability is the standard Used as a control for
Variability deviation of net operating changes in the net Deloof (2003).
income operating income.
Controls for the effect of Garcia-Teruel and
the economic cyclconthe  Martinez-Solano (2007),
GDPGrow Annual GDP growth rate levels invested in working  Bafios-Caballero et al.
capital. (2009).
A Used as a control for the Petersen and Rajan
Age Natural logarithm of years length of existence of the (1997,
company.
1~ Agricultural company;
0 — Otherwise.
l‘m:d"'“"’,“"i“ Used duetothe factthat  Kieschnick et al. (2006),
Sodpeny; 0~ Othioradac. significant industry effects  Shin and Soenen (1998),
Industry” . = exist on a company’s Hawawini et al. (1986),
1 Tndiisteinl aiad alind investment in working Lazaridis and Tryfonidis
company; 0 — Otherwise. capital (Shin and Soenen,  (2006), Filbeck and
1 - Alternative Investment 1998). Krueger (2005).
Segment company 0 ~
Otherwise.

*to0 avoid the dummy varisble trap, only three industry controls were incorporated in the regression models.

43



lable 3.5: Dummy variables

Dummy variable Definition

1 JOCE wnershi »
Company control .[ O
’ 0 —Foreign ownership

Rationale
Used as a control for the
company’s nature of
ownership

Each specific year

" was assigned | fora

Company-years contro -
given year and 0

Used as a control for

possible changes in the
CC(‘T}'\I’Hi[ cnvironment
during the period under

study

Source

Berger and Udell

(1995)

Deloot (2003),
Garcia-Teruel and
Martirez-Solano
(2007), Huang et

al, (2008)

therwise

3.8.3 Regression model specification

A step-wise pooled OLS regression was performed on the collected data from the financial
statements. The step-wise regression analysis was performed in order to deal with the problem of
multicollinearity which was found to exist among the key independent variables. Since the
independent variables in the study were highly collineated (as shown by the variance inflation
factors), each independent variable was regressed at a time in addition to all control and dummy
variables. In the final regression, all the first three independent variables (i.e., ACP, ICP and
APP) were included. CCC was left out since its inclusion led to a very high level of
multicollinearity. This methodology is consistent with previous studies (Deloof, 2003; Lazaridis
and Tryfonidis, 2006; Padachi, 2006; Garcia-Teruel and MartinezSolano, 2007). The general

form of the ordinary least squares regression model is as follows:

NOP, =ay,+ ) B X, +&,
t=1 (Equation 1)

NOP;t . the net operating profit ratio of company i attimet;i = 1,2,3, .......... ,30 companies,

a, : the intercept of the equation,

Pt : the coefficients of X; variables,

Xii: the different independent, control and dummy variables for working capital management
of company i at time t,

t : the time period wheret=1,2 ....... , 16 years and

c; : the error term associated with any regression equation.

The estimable (reduced form) equation of the general model is as follows:
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(Equation 2)

Where:

NOP: the net operating profit which is a function of:

ACP: accounts collection period,

ICP: inventory conversion period,
APP: average payment period,

CCC: cash conversion cycle,
CS: company size,

Lev: leverage,

FF AR: fixed financial assets ratio,

Variability: the variability of the NOP,
GDP Grow: the GDP growth rate,
Age: age ofthe company,

Ind: industry,

Ctrl: company control and

A: Company year control dummies.

3.8.4 Test for the regression models' reliability and robustness
In order to control for multicollinearity, the variance inflation factors (VIFs) were used.

All regression models were tested for multicollinearity. The variance inflation factors (VIFs) (not
disclosed) were used to detect whether one predictor had a strong linear association with the
remaining predictors (the presence of multicollinearity among the predictors) (Lazaridis and
Tryfonidis, 2006). A variance inflation indicator (VIF) measures how much the variance of an
estimated regression coefficient increases if the predictors are correlated (multicollinear). The largest
VIF among all predictors is often used as an indicator of severe multicollinearity. Montgomery and
Peck (1982) suggested that when the VIF is greater than

5-10, then the regression coefficients are poorly estimated (also Chartlergee and Price, 1977).
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In all regression models, the VIFs ranged 1-5, implying absence of multicollinearity amongst
observed variabes.

In order to address endogeneity, two-stage linear regressions were performed. The results
from the 2SS Were not statistically different from those of the pooled OLS and fixed effects

confirm the consistency and efficiency of the results from the panel data. This is consistent

strength of the overa]] model was tested using the significance of F-test and aj] models were
found to be highly significant at p<0.01. The Durbin-Watson (d) coefficient was used to test
for independence of observations. In all Tegressions, the valyes for d ranged between 1.3 and
2.4. This meant that there was independence of observations,

3.7 Chapter Summary

questionnaires,
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CHAPTER FOUR

Presentation of Research Findings

4.1 Introduction

In this chapter, the data analysis and a report on the results of the study are presented. The
main issues covered are divided into two sections. Section A covers the results based on the
existing relationship between working capital management and profitability from the financial
data analysis (i.e., objective 1) and Section B covers the results obtained from questionnaires on
managerial perspectives with regard to working capital practices and profitability (i.e., objective
2).

Section A: Financial perspectives into the relationship between WCM and profitability
4.2 Initial data analysis (financial data analysis)

4.2.1 Sample representation

Of the 36 companies in the population, the [mal sample contains 30 companies (see appendix
4). The reduction in the number of companies studied is primarily due to in availability of
financial information for most periods covered in the study. In order to ensure accuracy of the
collected data, a number of filters were applied. Observations of companies with anomalies such
as negative values in their total assets, current assets, fixed assets, capital, depreciation and the

interest paid were eliminated.

Since the panel data being analyzed had the potential of having influential observations and
data errors as pointed out by Fama and French (1998), each year was treated as having missing
values 1 % of the observations in each tail of the distribution for each variable. This is consistent
with previous studies (Shin and Soenen, 1998; Deloof, 2003; Raheman and Nasr, 2007;
Garcia-Teruel and Martinez-Solano, 2007). As a result of applying these filters, the final sample
of 468 company-year observations over the period from 1993 through 2008 was arrived at. This
represents approximately 70% of the total 480 expected company year observations. Table 4.1

summarizes the details on the companies included in the sample.
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Table 4.1: Sample representation

Number of Number of Number of Percentage
Industry/segment listed companies company-vear of responding

L‘o[npanlgga included in the observations companies

sample

Agricultural companies “ 4 64 100%
Commercial and service companies 12 6 96 50%
Industrial and allied companies 18 13 208 72%
Alternative Investment Segment 8 7 1 12 88% ;
Total 42 30 408"

company-year observations was reduced to 468 as a result of applying the filters.

Source: 1993 — 2008 survey data

4.2.2 Summary statistics

As noted by Hawawini et al. (1986), the type of industry in which a company operates in has
an effect on its working capital management practices. Thus, table 4.2a reports the net operating
profit ratio and the number of days accounts receivable outstanding, days of inventory and the
days accounts payable are outstanding by industry sector according to NSE classification. The
commercial and services sector and the industrial and allied sector are two sectors with the
highest net operating profit ratios, with a value of 44 percent and 46 per cent respectively. It is
interesting to note that these two industry segments are still the ones with the longest days of

inventory and days accounts payable are outstanding.

Companies that are dedicated to agriculture and those companies listed under the alternative
investment segment lag behind with an NOP of 19.36 per cent and 27.05 per cent respectively.
Agricultural companies have the Towest ACP and APP. This is probably owing to the nature of
their business. The lowest mean cash conversion cycle is shown by companies listed under the

commercial and services segment (i.e., 41.59 days).
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Table 4.2a: Summary statistics: Mean values by industry

Industry sector
Agriculture
Commercial and Services

Industrial and Allied
Alternative Investment

Notes: NOP - Net operating profit ratio, ACP - Accounts collection period, ICP - Inventory

NOP
0.19
0.44

0.46
0.27

ACP
50.80
77.04

58.83
77.90

ICP
83.22
108.81

129.07
50.37

APP
734
144,

87.8
7.7

conversion period, APP - Average payment period, CCC - Cash conversion cycle

Source: 1993 - 2008 survey data, author's computation

CCC
60.57
41.59

100.05
66.66

In table 4.2b, the summary statistics of the variables included in the regression models are

presented. The mean values for ACP, ICP, APP and CCC range between two months to

approximately three months. Generally, a typical company is keen on reducing its days accounts

receivable outstanding and the cash conversion cycle All variables share a common

sample size of 468 company-years.

Table 4.2b: Summary statistics: Descriptive statistics across all companies

Variable Mean 25% Median 75% StDev.
NOP 0.382 0.162 0.275 0.442 0.576
ACP 64.680 41.180 65.230 83.330 33.920
rcr 97.260 40.630 82.170 138.590 73.100
APP 95.580 53.970 81.130 121.740 68.~20
CCC 69.350 19.900 63.660 115.080 82.030
CS 7.637 6.548 7.608 8.858 1.906
LEV 0.127 0.000 0.073 0.213 0.166
FFAR 0.016 0.000 0.000 0.007 0.057
Variability 0.120 0.017 0.040 0.086 0.382
GDPGrow 3.276 1.675 3.330 4.726 2.216
Age 2.052 1.750 2.284 2.479 0.816

Notes: 25% is the lower quartile, 75% is the upper quartile and StDev. is the standard deviation.

Source: 1993 - 2008 survey data, author's computation
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4.2.3 Pearson correlations

Consistent with Shin and Soenen (1998), table 4.3 presents the Pearson correlations among the
observed variables. Table 4.3 shows that the NOP is negatively related to the ACP. The negative
relation between the NOP and the ACP is consistent with the view that the less the time taken by
customers to pay their bills, the more cash is available to replenish the inventory hence leading to
more sales which results to an increase in profitability. The table also shows that the NOP is positively
related to the ICP and the APP. The positive relationship between the NOP and the ICP can be
explained by the fact that companies which maintain high inventory levels reduce the costs of possible
interruptions in the production process. This helps in preventing loss of business due to the scarcity of
products and reducing the cost of supplying the goods. In so doing, companies are protected against

fluctuations in the prices of goods.

The positive relationship between the NOP and the APP can be explained by the fact that lagging
payments to suppliers and other creditors ensures that the company has some cash to purchase more
inventory for sale. This leads to an increment in its sales levels hence boosting the company's profits.
The negative relationship between the NOP and the CCC is consistent with the view that decreasing
the time lag between the expenditure for purchases of inventories and the collection of sales of sold

goods increases profitability.

Although the Pearson linear correlations give proof of an inverse relationship between the CCC
and profitability, these measures do not allow the researcher to identify causes from consequences as
pointed out by Shin and Soenen (1998) and Deloof (2003). It is difficult to infer whether a shorter cash
conversion cycle leads to higher profitability or higher profitability is as a result of the short cash
conversion cycle from a simple bi-variate analysis. The implication of this is that, care needs to be
exercised when interpreting the Pearson correlation coefficients because they cannot provide a
reliable indicator of the association in a manner which controls for additional explanatory variables.
Therefore, the examination of a simple bivariate correlation in a conventional matrix (i.e., Pearson
matrix in this case) does not take into account each variable's correlation with all the other
explanatory variables (Padachi, 2006). In this case, the main analysis should be derived from the

appropriate multivariate models estimated using the overall least squares regression models.
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4.3  Empirical findings

4.3.1 Data and estimation of working capital management and profitability

In order to assess the effects of working capital management on company's profitability, the
company's profitability is modeled as a function of the three core working capital management
components in addition to other company characteristics. Consistent with Deloof (2003) and
Raheman and Nasr (2007), the NOP ratio was used as a proxy for the company's profitability. The

NOP ratio is defined as the ratio of the net operating profit add depreciation scaled by total assets
less any financial assets.

Table 4.2 reports that the mean NOP in the sample is 0.382 (38.2%), which is greater than the
median NOP of 0.275 (27.5%), suggesting that the distribution ofNOP is skewed to the left. To
control for this skewness, the variability in the NOP and the natural logarithm of turnover (as
represented by CS) were incorporated in the least squares estimations. This is consistent with
Huang et al. (2008). Five regression models have been run and the results represented in a tabular
form. Consistent with previous studies, the impact of working capital management on

profitability was modeled using the following regression equations:

NOP = f(ACP,ICP,APP,CCC,CS, Lev, FFAR,Variability, GDPGrow, Age, Ind ,Cirl , A)

(Equation 3)

NOP, = a, + BACP, + B,CS, + p,Lev, + B,FFAR, + BVariability, + p,GDPGrow

(Model 1)
‘OB, = a, + BICP, + B.CS, + B;Lev, + B FFAR, + BVariability, + p,GDPGrow,
+ . Age, + B.Ind, + B.Crrl, + BA, +&
l: \\i‘\.!L" : )
NOF, = a, + B APE, + B,.CS, + BLev, + B, FFAR, + pVariability, + f,GDPGrow
3. A Ir p.Ctr
(Model 3
N ) { CS L ] { J abilin I )
2. A I )
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NO~t = a, + f)\ACPy + fJ/CP;t + fJIAPP:t + f32%u + fJ3"it + fJ4FFARIt + flsVariabilityu +
fJ6GDPGrowit + fJ7Age; + fgind; + fJ9°(t + fJtAit + e,

(Model 5)

Where NOP denotes the net operating profit ratio, ACP is the accounts collection period, ICP is the
inventory conversion period, AP P is the average payment period, CS is the company (company) size,
Lev is the leverage ratio, FFAR is the fixed financial assets ratio, VVariability represents the variability of
the NOP, GDPGrow is the nominal GDP growth rate, Age is the age of the company, Ind is the industry

control, Ctr! is the ownership dummy and

A denotes company year controls. Subscript i denotes company-years (cross-section dimension)

ranging from 1 to 468 and t denotes years (time-series dimension) ranging from 1 to 16.

Consistent with Deloof (2003) and Garcia-Teruel and Martinez-Solano (2007), the determinants
of corporate profitability are estimated both with the pooled OLS and the fixed effects models. These
two models were used for comparison purposes. The fixed effects model does not take into

consideration variables that are time invariant from the model

(Deloof, 2003). The pooled OLS-model includes all the variables of the fixed effects model in
addition to the dummy variables. This means that the fixed effects model explains the variations in
profitability within companies while the pooled OLS explain the variations in profitability between

companies.

In line with Garcia-Teruel and Martinez-Solano (2007), the use of the pooled OLS presents
important benefits. These include the fact that panel data methodology assumes that individuals,
companies, states or countries are not homogeneous. If the time-series-and crosssection data do not
control for this observable heterogeneity, they run the risk of obtaining biased results. In addition,
panel data gives more informative data, more variability among variables, less collinearity among
variables, more degrees of freedom and more efficiency (Baltagi, 2001). The process of estimating
models from panel data requires the researchers to determine first whether there is a correlation
between the unobservable heterogeneity of each company and the explanatory variables of the model
(through a simple bi-variate analysis). If there is a correlation, further analysis needs to be carried out
using the multivariate regression models to confirm and substantiate the results obtained through the

correlational analysis.
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In the first regression model, the ACP was regressed against the NOP. In the second regression
model, the ICP was regressed against the NOP. The third regression model involved a regression
of the APP against the NOP. In the fourth regression model, the CCC was regressed against the
NOP. Finally, the three working capital measures (ACP, ICP and APP) were regressed together
against the NOP. The CCC was not included in the last regression model because its inclusion
resulted to a high degree of multicollinearity among the working capital management variables as

shown by the variance inflation factors (VIFs).

Because a company's working capital management practices are affected by the
macroeconomic factors, the growth in the Gross Domestic Product (in its nominal terms) was
included. The fact that economic conditions tend to be reflected in a company's profitability led to
the inclusion of controls for the changes in the economic cycle as explained by Lamberson
(1995), Garcia-Teruel and Martinez-Solano (2007), Bafios-Caballero et al. (2009) and Falope
and Ajilore (2009). The variable also controlled for other economic changes in the
macroeconomic environment that affect the key components of working capital management.
Company size (CS), leverage (Lev), fixed financial assets ratio (FF AR), variability in net
operating profit (Variability) and the natural logarithm of company years of existence (Age) were
incorporated to control for company characteristics.

Finally, controls for industry, ownership and time effects (not reported) using indicator
variables were also incorporated in all regression models. The variance inflation factors (VIFs) (a
check for multicollinearity) were calculated for all regression models but not disclosed. Tables
4.4a, 4.4b and 4.4c report the results of the overall relationship which exists between WCM and

profitability.
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a) Company-wide regression results
Table 4.4a shows the results obtained after regressing financial data for each of the 30

companies included in the sample.

Table 4.4a: Company-wide regression results

Nature of the relationship ACP ICP APP CCC
Insignificant positive relationship with profitability 27% 43% 30% 50%
Insignificant negative relationship with profitability 33% 30% 30% 33%
Significant positive relationship with profitability 20% 17% 24% 3%

Significant negative relationship with profitability 17% 7% 13% 11%
Insufficient data 3% 3% 3% 3%

Total 100% 100% 100% 100%

The level of significance ranges between 1 to 10 percent. Profitability was measured by the net
operating profit ratio. The control and dummy variables were incorporated in all regression equations.
All models were tested for multicollinearity using the variance inflation indicators (not disclosed).
The results were obtained using the pooled OLS estimation model.

Source: 1993 - 2008 survey data, author's computation

Table 4.4a shows that at the company-level, 20% of the sampled companies exhibited a significant
positive relationship between ACP and profitability. This is higher compared to the number of
companies exhibiting a significant negative relation between the ACP and profitability (17%).
Although 33% of the sampled companies had an insignificant negative relationship between ACP and
profitability, the overall results (as shown by tables 4.4.b, 4.4c and 4.5) suggest that companies strive
to shorten their ACP in order to boost their profitability. Table 4.4a shows that 17% of the sampled
companies exhibited a significant positive relationship between ICP and profitability. This fmding is
consistent with the overall regression results shown in table 4.4c. The company-wide regressions also
indicated that a significant positive relationship between APP and profitability existed for most
companies (24% of the sampled companies). This is consistent with the overall results presented on
table 4.4c. Finally, the company-wide regressions showed that 11 % of the sampled companies
exhibited a significant negative relationship between the CCC and profitability. This was higher
compared to the 3% of the sampled companies which indicated that a positive relation existed

between CCC and profitability.
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b) Industry-wide regression results

Wemerfelt (1984) argued that in line with resource-based view of the firm, some firm effects exist
on strategies and performance levels by companies in the same industry. This proposition necessitated

industry-wide analysis of the results. Table 4.4b reports the regression results obtained from

industry-wide regressions.

‘Table 4.4b: Industry-wide regression results
Dependent variable = Net Operating Profit Ratio

"NSE Classification __ ACP ICP APP ccc
Agricultural ) -
Coefficient -0,002 (0.089)* 0.000(0.040)**  -0.001{003)***  0.002(0.000)***
(~1.74) (2.13) (-33%) (0.019)
Adjusted R* 4.3% 7.6% 19.9% 49.3%
Fevalue 1.13 1.24 1.73 3.89
P-value D359 0.274 0.070 0.000
Commercial and services
Coefficient -0.002 (0.041)** -0.002(0.000)***  0.002(0.000)***  -0.002(0.000)***
(-2.07) (-4.48) (4.79) (-8.47)
Adjusted R? 3L.7% 42.9% 44.6% 62.9%
F-value 3.15 448 472 .83
P-value 0,000 0.000 0.000 0.000
Industrial and allied ]
CoefTicient -0.005(0.072)* 0.003(0.000)***  0.003(0.001)***  -0.003(0.002)***
(-1.82) (5.31) (3.56) (3.23)
Adjusted R’ 81.2% BS.6% 83.1% 82.7%
F-value 21.09 28.77 2398 2329
P-value 0.000 0.000 0.000 0.000
Alternative investment segment . -
Coefficient T o0.002(0.001)***  .0.00) (0.080)*  -0.001(0.35) -0.001(0,001)***
(-3.58) (-1.78) (0.94) (-3.58)
Adjusted R? 30.9% 20.0% 16.9% 30.9%
F-value 2.63 1.91 1.74 2.62
_P.value 0.002 0.026 0.048 0.002

The coefficient p-valucs are in parentheses with *, ** and *** denoting significance at the 10, S and
| percent levels respectively. T-values are also in parentheses just below the p-values. All
regressions incorporated all control and dummy variables (not disclosed), All models were tested
for multicollinearity using variance inflation indicators (not disclosed). The results were obtained

using the pooled OLS estimation model.

Source: 1993 — 2008 survey data. author’s computation

The industry-wide regressions results showed that agricultural companies exhibited a significant
negative relationship between ACP and profitability (p<0.10), a positive relationship between ICP
and profitability (p<0.05) and a negative relationship between APP and profitability (p<0.01). These
results imply that agricultural companies take the shortest
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time possible to collect cash from customers and pay their suppliers. The positive relationship
between the ICP and profitability imply that agricultural companies maintain sufficiently higher
inventories (for example tea, tea and coffee nurseries and estate stores) so as to increase profitability.
The negative coefficient on the APP implies that agricultural companies do not take long to pay their
suppliers. The positive relationship between CCC and profitability can be explained by the shorter

period taken by agricultural companies to pay their suppliers.

Table 4.4b shows that commercial and services companies have a significant negative relationship
between ACP and profitability (p<0.05), a significant negative relationship between ICP and
profitability (p<0.0l) and a significant positive relationship between APP and profitability (p<O.Ol).
These results suggest that companies listed under commercial and services segment collect cash from
their customers as quickly as possible - meaning that majority of their sales may probably be in cash.
Being in the commercial and services sector, these companies take the shortest time possible to sell
their inventories. The positive relationship between APP and profitability can be explained by the fact
that these companies may opt to lag their payment to suppliers so as to use the delayed cash to finance
their working capital. These companies have a significant negative relationship between the CCC and
profitability (p<O.Ol). This means that a shorter cash conversion cycle boosts profitability of these

companies.

Industrial and allied segment companies demonstrated that a significant negative relationship
exists between the ACP (p<O.l0), a significant positive relationship existed between ICP and
profitability (p<0O.0Ol) and a significant positive relationship-exists between APP and profitability
(p<0.0l). These results suggest that companies listed under industrial and allied segment take the
shortest time possible to collect cash from their customers, maintain sufficiently higher inventory
levels and delay paying their bills. The end result of these working capital management practices is a
reduction in the cash conversion cycle. This is explained by the observed highly significant negative

relationship between the CCC and profitability (p<0.0 1).

Finally, those companies listed under the alternative investment segment (AIS) exhibited a
significant negative relationship between ACP and profitability (p<O.0Ol) and a significant negative
relationship between ICP and profitability (p<O.l 0). These results suggest that these companies take

the shortest time possible to collect cash from their customers. They also take
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the shortest time possible to sell their inventories in order to boot their profitability. The results also

indicate that a negative relationship exists between the CCC and profitability.

¢) Overall regression results
Table 4.4c presents the results obtained from pooled OLS estimation.
Table 4.4c: Relationship between WCM and profitability (1993 —2008): Pooled OLS models

Independent Dependent variable = Net Operating Profit (NOP)
variables Model 1 Model 2 Model 3 Model 4 Model 5
Intercept 0.108 (0.300) 4,283 (0.039)** D379(0.006)**  -0086(0.543) -0.095 (0.528)
(0.67) (-207) (-275) (0.67) (-0.63)
ACP 0,002 (0003 )*** -0.003 (0,000)***
(-299) (4.58)
Icp 0.002 (0.000)*** 0.011(0.000)***
(5.96) (3.95)
APP 0.002 (0.000)*** 0.002(0.000)***
(6.92) (542)
coC -0.001 (0.083)*
(-1.74)
S 0.033 (0.004)*** 0.050 (0.000)*** 0.044 (0.000)*** 0.039 (0.000)*** 0.037(0.001)***
(2.89) (4.63) 422) (3.56) (3.48)
Lev 0255 (0.031)** 0207 (0O71)* 211 (0.056)** 02677 (0.024)**  0.160(0,144)*
(-2.17) (-1.81) (+1.92) (-2.26) (-146)
FFAR 3247 (0.000y*** 5.620 (0.000)*** 5656 (0.000)*** 5277 (0.000)*** 5. 728 (0.000)***
(1439) (15.72) (16.03) (1439) (16.74)
Variability 0435(0000)***  0430(0.000)*** 0392 (0.000)***  0429(0.000y*** 0393 (0.000)***
(7.596) (8.09) (741) (7.75) (7.68)
GDPGrow 0.013(0423) 0012 (0515) 0007 (0.704) 0.012(0.526) -0.011(0.527)
(-0.80) (-0.65) (-038) (0.64) (-063)
Age 0060 (0.009)***  00GZ(0.000)***  0077(0.001)*** 0060 (0.009)***  0.077(0.000)***
(2.64) (2.80) (347) (2.63) (3.60)
Adjusted R? 53.00% 55.60% 56.80% 5240% 59.70%
F-value 208 2483 25352 2156 2664
P-value 0,000 0,000 0.000 0.000 0.000
Durbin Watson 1213 1.256 1365 1220 1.383

P-values are in parentheses with * ** and *** denoting significance at the 10%, 5% and 1% levels
respectively. The t-values are also in parentheses just below the p-values. All models were tested for
multicollinearity using variance inflation indicators (not disclosed). Jndustry controls, ownership control

and company - year dummy variables were estimated but not reported. The results were obtained using the
pooled OLS estimation model.

Source: 1993 - 2008 survey data, author's computation

Q) Relationship between accounts collection period (ACP) and profitability

Consistent with prior findings by Shin and Soenen (1998), Deloof (2003) and Raheman and Nasr
(2007) a negative relationship exists between the ACP and profitability, significant at 1 % level. The
coefficients on the other variables are significant. The model shows that the net operating profit increases

with company size (as measured by natural logarithm of sales)
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and this is highly significant at 1 % level. The NOP increases with an increase in the variability of
net operating profit (p < 0.01). Net operating profit decreases with an increase in leverage (p <
0.05). Consistent with Deloof (2003), net operating profit also increases with fixed financial
assets (p < 0.01). Again, net operating profit increases with an increase in a company's age (as
measured by the natural logarithm of years of existence) (p < 0.01). The model's adjusted R? is
53% with an F-value 0f22.08 which is highly significant (p < 0.01).

(ii)  Relationship between inventory conversion period (ICP) and profitability

In model 2, the coefficient on the inventory conversion period is positive and highly
significant at 1 %. This means that there exists a positive relationship between the ICP and
profitability. The other variables in model 2 are also significant. The company size is positively
related to profitability and this is highly significant at 1 %. The use of leverage is negatively
related to company's profitability (p < 0.10). The fixed financial assets ratio is positively related
to the company's profitability and is highly significant at 1%. Both the variability of net operating
profit and the age of the company (as measured by the natural logarithm of sales) are positively
related to company's profitability at 1 %. The model's adjusted R? is 55.6% with an F-value of
24.43 which is highly significant (p < 0.01).

(iii) Relationship between the average payment (APP) and profitability

In model 3, the coefficient on the average payment period is positive and highly significant at
1 %. This suggests that an increase in the number of days accounts payable by | day is associated
with an increase in profitability. This finding is consistent with previous studies. The other
variables in the model are significant with company size being positively related to profitability
(p <0.01). At the same time, an increase in the use of debt decreases profitability (p < 0.05). The
fixed financial assets ratio is positively related with profitability and this is highly significant at 1
% level. The company's profitability is positively related to both the variability of the net
operating profit and the age of the company at 1 % level of significance. The model's adjusted R?
is 56.8% with an F-value of 25.52 which is highly significant (p < 0.01).
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(iv) Relationship between the cash conversion cycle (Ccq and profitability

In model 4, there exists a negative relationship between the cash conversion cycle and
profitability. This finding is significant at 10% level. This supports the notion that the cash
conversion cycle is negatively related with profitability. This finding is in support of hypothesis
4. The other variables in the model are also statistically significant. The company size is
positively related to profitability and this is highly significant at 1 %. The use of leverage is
negatively related to the company's profitability (p < 0.05). The fixed financial assets ratio is
positively related with profitability and it is highly significant at 1 %. Both the variability of net
operating profit and the age of the company (as measured by the natural logarithm of sales) are
positively related to the company's profitability at 1 %. The model's adjusted R? is 52.4% with an
F-value 0f21.56 which is highly significant (p < 0.01).

Model 5 acts as a ‘control' model for the variables under study. The model was run so as to
provide an indicator as to the most significant variables affecting the study. The model shows that
all the variables included are highly significant at 1 % level with an exception of leverage
(significant at 10%) and the GDP Growth rate which is not significant. In this model, the ACP,
leverage and GDP growth rate are negatively related with the company's profitability while all the
other variables exhibit a positive relationship. The model's adjusted R? is 59.7% with an

F-value 0f26.64 which is highly significant (p < 0.01).

Tables 4.5a and 4.5b present the fixed effects estimation and two-stage linear squares (2SLS)
results for comparison purposes. The 2SLS estimations were run to address endogeneity
problems. Consistent with Garcia-Teruel and Martinez-Solano (2007) the variables ACP, ICP,
APP and CCC were used as instruments in the five regression models. In general, there were no

notable differences from the results of both the pooled OLS and fixed effects estimation models.
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Table 4.5a: Relationship between WCM and profitability (1993 — 2008): Fixed cffects

models
Independent _Dependent variable = Net Operating Profit (NOP) -
vaniables Maodel 1 Model 2 Model 3 Model 4 Model 5
Intercept 0.090 (0.397) -0.364 (0.000y***  0D418(0,000)*** -0.186(0.050y**  -0398(0.052)**
(-0.85) (-391) (-4.50) (-1.97) (-1.95)
ACP 0.001 (0.013)*** 0.003 (0.000)***
(-249) (4.62)
ICpP 0.001 (0.000)*** 0.0010.000)***
(5.54) @on
APP 0.002 (0.000)*** 0.002(0.000)***
(6.74) {5.60)
cce 0,001 (0.055)*
(-193)
CS 0.043 (0.000)***  0.049(0.000)*** 0.049 (0.000)*+* 0.049 (0.000)***  0.047 (0.000)***
(4.20) (5.06) (5.12) (4.86) (4.09)
Lev 0.241(0.036)*  0212(0.058)* D271(0014)***  0270(0.019)**  -0.124 (0.000)***
(-2.11) (-1.90) (-247) (-2.36) (-1.12)
FFAR 5.382 (0.000*** 5590 (0.000)*** 5470 (0.000)*** 5311 (0.000)*** 5,694 (0.000)***
(15.17) (16.05) (16.04) (14.39) (16.69)
GDPGrow 0.002 (0.308) 0.001 (0.868) 0.001 (0.950) 0.001 (0.958) £.010(0.554)
(787) (7.95) (8.08) (798) (7.68)
Age 0.059 (0.009***  0.060 (0.007)*** 0.076 (0.001)*** 0.061 (0.008)***  0.064 (0.004)***
(024) (0.17) (0.06) (0.05) (<0.59)
Adjusted R 5240% 54 8(P% 56.10% 52.20% 60.10%
F-value 7455 8192 8637 73.81 26.08
P-value 0.000 0.000 0.000 0.000 0.000
Durbin 1.204 1255 1353 1221 1.401

P-values are in parentheses with *, ** and *** denoting significance at the 10%, 5% and 1 % levels respectively.
The t-values are also in parentheses just below the p-values. All models were tested for multicollinearity using
variance inflation indicators (not disclosed). Industry controls, ownership control and company - year dummy
variables are estimated but not reported. Consistent with Deloof (2003), the results were obtained using the fixed
effects estimation model.

Source: 1993 - 2008 survey data, author's computation
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Table 4,5b: Relationship between WCM and profitability (1993 - 2008); 2SLS estimation
using instrumental variables

Incependent D:pcndcrﬂw'vbkaa(X)amjnngﬁ!()X)P)

varables  Model | Model 2 Model 3 Model 4 Moddd 5 -
Infercept £.1980.185) DASIOO0IM  D3060000)* 32500012 S33HOMB)*
(-137) (-345) (-3.71) (-242) (-228)
ACP L00)(0.101) D002(0.001 )0+
(-1.6%) (331)
KP 00000005 0010001 y++*
(4.10) (3.2
APP (.002{0Q000) ** 0.002(0.000)***
(4.86) (478
e D009
(-1.54)
S Q06NDOIN™**  QOSTOLO0Y™*  00SXDOX)™*  O.O7TRO.000)** 0.070000)***
{3.2%) (47 (467) (336) (38)
Lev D000 QI08OD0SH  DIAVN0LME  DISSOO00  DANO030)
(328) (278) (319) (357 (-218)
FFAR S2070002%%*  SSSADOOI**  SASKO0OTY**  SZIGDOMP S6640.000)*
(1) (344) (334) (312) (359)
Varishiiey OAZN0M0)**  0343A01)* 03470001 DAIS0.000)* 0.382(0.000y***
(1.54) (812 (742) 747 (736)
GDPGrow  (0OL{D.897) D001{0.855) 0.004{0.640) LD001{(D873} 0.003(0.874)
(0.13) (0.18) {047) (.16) (0.36)
Age 0470015 QMAOMET  OOSTDOM)T  QD4KDODG)*  QUSHO04)"
(244) (235) (189) (224) (289)
AdstedRT 420% 387% 3883% S400% 61.78%
Fovalue 9110 11450 59 0450 9760
P-value 0.000 0.000 0.000 0,000 0.00)

P-values are in parentheses with *, ** and *** denoting significance at the 10%, 5% and 1% levels respectively. The
t-values are also in parentheses just below the p-values. All models were tested for multicollinearity using variance
inflation indicators (not disclosed). Industry controls, ownership control and company - year dummy variables were
estimated but not reported. Consistent with Garcia-Teruel and Martinez-Solano (2007), the estimation results were
obtained using the two-stage linear squares estimation model using instrumental variables ACP, ICP, APP and CCC.

Source: 1993 - 2008 survey data, author's computation
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432 Summary findings from financial data analysis

Table 4.6 shows the summary results of the expected signs from the study and the
observed sign developed from the financial data analyses.

Table 4.6: Summary findings — financial data analyses

Company profitability as measured by NOP

Expected sign Observed sign”
Variable Coefficient  Significant? Coefficient Significant?
Intercept - Yes - ?
ACP (accounts eollection period) - Yes - Yes*o*
ICP (inventory conversion period) - + Yes*%¢
APP (average payment period) R ? + Yes ***
CCC (cash conversion cycle) - Yes - Yes*
CS (size) + Yes + Yes *+¢
Lev (levernge) - Yes - Yes*
FFAR (fixed financial assets) + Yes + Yes ***
Variability (variability in profit) + Yes + Yes***
GDPGrow (GDP growth rate) - No - No
Age (age of the company) + No + Yes o

the observed coefficient sign from financial data regression results. Significance levels for all
variables in table 4.6 ranged from 1% to 10%. *, ** and *** represent significance at the 10%, 5% and 1%
respectively. All comparisons were obtained from the pooled OLS models.

Source: 1993 — 2008 survey data, author's computation
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Section B: Managerial perspectives into the relationship between WCM and profitability

4.4  Initial data analysis (questionnaire data analysis)

Of the 30 guestionnaires sent to responding companies, 20 were received. Thus, the response
rate was 67 percent. Some sections of the questionnaires received were left unanswered. Some
companies had indicated prior to filling in the questionnaires that they would leave out some
information which they considered confidential to them. All the 20 companies indicated that
working capital management and operational performance were very important aspects. Table

4.7 shows the sample representation.

Table 4.7: Sample representation

Number of companies Percentage of

Industry/segment included in the sample Number of responding responding
companies companies

Agricultural 4 2 50%
Commercial and services 6 5 83%
Industrial and allied Alternative 1 1 77%
Investment Market 3 8 43%
Total 30 20 67%

Source: 2010 survey data

4.4.1 Managing working capital components

To find out the length of time companies take to manage their working capital components,
respondents were asked how long it takes to manage the various working capital components.
Figure 4.1 shows the length of time companies take in managing the various working capital

components.
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Figure 4.1: Length of time taken on working capital components
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*One company declined to provide information in this section.

*#* Chi-Square Test significance at the 1% level.

Source: 2010 Survey data, author's computation

Figure 4.1 shows that companies minimize their investment in accounts receivable and
inventories by reducing their accounts receivable collection period to less than a month (63 per
cent, n=12) and by selling their stocks in a relatively shorter period of time (within one and two
months - 79 per cent,n=15). The results indicate that companies take relatively long (between
one to two months) to pay their accounts payable (72 per cent,n=13). The results indicate also
that companies strive to reduce their operating cycle to a maximum of two months (89 per
cent,n=16).

4.4.2 Working capital management practices
To establish the key working capital practices, respondents were asked to indicate the
frequency with which they manage the various working capital components. Table 4.8 presents

the key working capital management practices.
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Table 4.8 shows that companies are keen on aggressive collection procedures (mean=3.75,
standard deviation (SD thereafter)=1.08). The results also indicate that companies are keen on
managing accounts receivable as shown by the frequency with which companies age their debtors
(mean=4.10, SD=0.34) and the frequency with which they review their accounts receivable
policies (mean=3.85, SD=1.22). All these practices are aimed at reducing the accounts receivable
period to as minimal as possible so as to improve operational profitability. The results also show
that companies are keen on managing their inventories by the manner in which they manage
inventory levels (mean=3.70, SD=1.21), how frequent they review their inventory
policies(mean=3.00, SD=1.05) and periods (mean=2.85, SD=0.83). These practices can be
inferred to imply that companies are keen on minimizing their investment in inventories in order

to maximize profitability.

In managing accounts payables, companies are keen on lagging payments as indicated by the
frequency with which they delay in paying early when discounts are offered (mean=2.55,
SD=1.21) and when no discounts are offered (mean=2.15, SD=1.03). This finding means that
companies are keen on lagging their payments to creditors and obtaining a ‘cheaper' source of
finance for their working capital needs namely, trade credit. This behaviour by companies was
noted in Howorth and Reber (2003) in their study on habitual late payment by UK firms. Finally
the results indicate that companies frequently manage their working capital (mean=2.55,
SD=1.97) and also, companies frequently source external finance for their working capital needs
(mean=3.06, SD=1.34).

67



4.4.3 Key working capital finance sources

Table 4.9 presents the results on the various ways in which working capital can be financed.

Table 4.9: Sources of working capital financing
Frequency of use"

Source of working 1 2 3 4 5
capital finance * * * n=  Never Sometimes Quite  Often Very Mean StDe
often often

Bank overdraft* 19 11 5 5 26 53 4.05 1.35
Short-term loans* 19 21 37 26 16 0 2.37 1.01
Medium term loans* 19 37 53 5 5 0 1.79 0.79
Long-term loans* 19 63 32 5 0 0 1.42 0.61
Venture capital * 19 95 5 0 0 0 1.05 0.23
Cash from operations™ 19 0 0 0 11 89 4.89 0.32

bThe figure shown is a percentage of observations for that source.
One company did not provide information in this section.

*** Chi-Sauare Test sianificance at the 1% level.

Source: 2010 Survey data, author's computation

Commonly used sources of working capital finance are cash from operations (mean=4.89,
SD=0.32) and bank overdraft (mean=4.05, SD=1.35). This finding supports the pecking order theory
that holds that companies tend to use internally generated cheap finance first (i.e., cash from
operations) before seeking any external finance (for instance, bank overdraft). Cash from operations
may be generated from cash collected from customers and or lagging payments to suppliers and other
creditors. These are two strategies meant to shorten the cash conversion cycle hence improve the
profitability of the company. The findings also show that companies rarely use venture capital
(mean=1.05, SD=0.23) and long term loans (mean=1.42, SD=0.61) to finance working capital. The
reason for this tendency is probably due to agency considerations where companies do not want to

bring in additional shareholders in the form of venture capitalists.

4.4.4 Main working capital techniques and challenges
Table 4.10a shows the results of commonly used working capital management techniques.
The highlighted fields represent the top and bottom three commonly used working capital

management techniques.
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Table 4.10a shows that main working capital management techniques focus mainly on
aggressive collection practices. The effect of these practices targeting credit customers is a
reduction in accounts receivable and thus more profits for the company. An interesting
observation from the bottom three techniques is that companies strive to lag their payments to
suppliers while at the same time; they want their customers to pay as quickly as possible. Setting
credit limits for customers and constant review of debtors aging lists are two techniques meant to
reduce incidences of bad debts which might negatively impact on company's profitability.

6.

Regarding working capital management challenges, the five most important challenges
identified were: (1) difficulty in collecting trade receivables (mean = 3.75, SD=1.04), (2) cash not
readily available when needed (mean = 3.63, SD=1.21), (3) difficulty in managing bad debts
(mean=3.40, SD=1.02), (4) lack of adequate working capital finance (mean = 3.40, SD=1.25) and
(5) difficulty in identifying working capital risks (mean = 3.30, SD=1.10).

The five less and least important challenges were: (1) difficulty in maintaining supplier
relations (mean = 2.45, SD=0.84), (2) lack of adequate working capital management skills (mean
= 2.45, SD=0.84), (3) difficulty in repaying short-term finance for working capital (= 2.35,
SD=0.76), (4) difficulty in paying accounts payable (mean = 2.25, SD=0.71) and (5) negative
effect of financial crisis (mean = 2.45, SD=1.02). Table 4.9b presents all the results on working

capital management challenges.
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The difficulty in collecting trade receivables coupled with the difficulty in managing bad debts by
companies seem to have impacted negatively on the company's working capital management
practices. The effect of this is in availability of cash and inadequate financing for working capital
when required. All these challenges negatively impact a company's operational performance due to

the fact that they lead to cash being tied up in working capital.

4.4.5 Perceived relationship between WCM and corporate profitability

80 per cent (n = 16) of the companies in the survey indicated that they use the operating profit ratio
as a measure of operational performance. In the fmancial data analysis presented in section A of the
study, the net operating profit ratio was used and this is supported by this finding. Table 4.11 presents

results on the perceived effect of working capital components on operating performance.
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Table 4.11 shows that lengthening accounts collection period has a negative effect on
operational performance (mean=4.11, SD=0.32) while shortening accounts collection period has
a positive effect on operational performance ofthe company (mean=1.95, SD=0.62). This
implies that a negative relationship exists between the accounts receivable period and
profitability. These findings are consistent with the working capital management techniques
discussed under table 4.10a where the key techniques used by companies focused on aggressive
collection policies. This finding is in support of hypothesis one which held that a significant
negative relationship exists between ACP and profitability. The results in table 4.11 also show
that lengthening the inventory days period has a negative impact on profitability (mean=3.89,
SD=0.74). These findings were confirmed by asking the respondents to indicate the effect of a
short inventory conversion period on profitability (mean=2.26, SD=0.56). This finding means

that, the longer the inventory period, the lower the profitability.

The results in table 4.11 also indicate that delaying payments to suppliers has a positive effect
on operating performance of the company (mean=2.84, SD=1.17). This finding is consistent with
the findings under working capital management practices presented under table 4.7 where
companies indicated that they take long to pay suppliers whether discounts are offered or not.
This finding is in support of hypothesis three which held that a significant relationship exists
between the average payment period and profitability. Finally, the results indicate that
lengthening the operating cycle (mean=4.11, SD=0.32) and cash conversion cycle (mean=3.95,
SD=0.52) affect operational performance negatively and to a great extent (n = 17). The negative
relationship between cash conversion cycle and profitability is in support of hypothesis four

which held that a significant negative relationship exists between the CCC and profitability.
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4.5 A comparison of the results from financial statements and questionnaire data

Table 4.12 presents a summary of the findings from both financial and questionnaire data analysis.
In general, all findings from both the financial data and questionnaires are consistent and in support of
the hypotheses developed in chapter two with the exception of the results relating to the relationship
between the inventory conversion period and profitability. A further inquiry into this inconsistency is
warranted in further research.

_Table 4.12: A comparison of the results from financial statements and questionnaire
Relationship between working capital management components and profitability®

Results from

" Financial Statements Qacsuannd;cs Inference Hypothesis testing
ACP and profitability = Negative*** E‘égﬁivé“ " Consistent H.'s'\_'p_poned
ICP and profitability Positive*** Negative*** Inconsistent H; not supported
APP and profitability = Positive®** Positive*** Consistent H; supported
CCC and profitability  Negative* Negative *** Consistent Hj supported

“The level of significance for all variables in table 4.12 range from 1% to 10%. *, ** and ***
represent significance at the 10%, 5% and 1% respectively. The questionnaire response significance
was measured using the Chi-Square Test at the 1% level.

Source: 1993 — 2008 survey data, author’s computation

4.6  Chapter summary

Chapter four discussed the key findings from the study. The first part on the key findings revealed
that a negative relationship existed between working capital management (as measured by the cash
conversion cycle) and profitability (as measured by the net operating profit (NOP)). A negative
relationship existed between the accounts collection period (ACP) and profitability. The findings also
showed that the inventory conversion period and the average payment period were positively related
with profitability. The second part of the results provided empirical evidence that the perceived
relationships in part one held. A comparison of the two results was presented and any inconsistencies

brought out. Chapter five presents a discussion on these findings.
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CHAPTER FIVE

Discussions

5.1 Introduction

In this chapter, we focus on the interpretation and the implications ofthe findings from the
study based on the research objectives. First is the issue on the relationship between working
capital management and profitability. The focus is on the key components of working capital
management. This is accompanied by a discussion on the managerial aspects relating to working

capital management.

5.2  Research findings and discussion

In this research, an examination of the relationship between working capital management and
corporate profitability was carried out. While prior research documented that managers can
create value for their shareholders by reducing the ACP and the ICP to reasonable levels from a
financial perspective only (Deloof, 2003; Lazaridis and Tryfonidis, 2006; Padachi, 2006;
Garcia-Teruel and Martinez-Solano, 2007; Raheman and Nasr, 2007), this study held that from
both a financial and managerial perspective, managers can actually create value for their

shareholders by decreasing the ACP.

5.2.1 Relation between the accounts collection period (ACP) and profitability
The negative relation between the ACP and profitability suggested that Kenyan companies

can improve their profitability by reducing the number of days accounts receivable are
outstanding. The result can also be interpreted as the less the time it takes for customers to pay
their bills, the more cash is available to replenish inventory hence the higher the level of sales
realized leading to higher profitability of the company. This finding was overwhelmingly
significant (p < 0.01) for all regression models. This finding was in support of hypothesis 1 and

the transactions cost theory.

The implication of this finding is that managers should strive to improve the company's
profitability by reducing the credit period granted to their customers. The finding implies that a
more restrictive credit policy giving customers less time to make their payments improves

performance. Adopting a restrictive credit policy helps in reducing the opportunity costs of
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tying up cash in working capital. This means that less transactions costs are incurred and this

helps in improving the company's operational performance.

5.2.2 Relation between the inventory conversion period (ICP) and profitability
The results on whether companies can create value by reducing the ICP proved inconsistent in
this study. Whereares the financial data indicated that a positive relation exists between the ICP

and profitability, the results from questionnaires revealed the contrary-that is, a negative relation.

The financial data results are consistent with studies carried out on conservative working
capital policies. Maintaining high inventory levels reduces the costs of un anticipated
interruptions in the production process and the loss of business due to scarcity of products.
Maintaining high levels of inventories also helps in reducing the cost of supplying the products.
It also protects the company against price fluctuations as a result of macroeconomic factors such
as inflation. This finding is not in support of hypothesis 2 that the ICP is negatively related to
profitability. Most studies have not found the expected negative relationship between the ICP and

profitability to be significant for example, Lazaridis and Tryfonidis (2006) and Padachi (2006).

The questionnaire data analysis found the contrary-that is, a negative relationship exists
between ICP and profitability. This finding is consistent with prior findings by Deloof (2003) and
Garcia-Teruel and Martinez-Solano (2007) that reducing inventories to a reasonable minimum
helps in creating value to shareholders. Maintaining less inventories means that the company is
realizing sales at a higher rate (as indicated by a high inventory turnover). This helps in
maximizing the profits of the company. This finding is in support of hypothesis two which held
that a significant negative relationship exists between the ICP and profitability. Below are some

comments from four of the 20 respondents who commented on inventory management:

... any delay of raw material will lead to low production and this will affect sales
and then profitability of the company is affected. That is, low sales (due to the
delay of raw materials) will lead to a decline in profitability while the

company continues paying for fixed costs. (Company A)

... stock optimization to ensure that there are no stock outs. (Company B)
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On inventory, we have consignment stocking i.e., vendor stores materials with
us then we are charged on usage basis. (Company C)

Stock quantities (EOQ) are determined in the global office during monthly
planning periods. (Company D)

A closer examination of the four statements reveals that companies manage the three types of
inventory (i.e., raw materials, work-in-progress and finished goods) differently. For example, a delay
in raw materials is said to negatively impact on profits and thus some companies have resorted to
consignment stocking and stock optimization (companies B, C and D). This ensures constant supply
of inventory (raw material) as and when needed. In this way, the production process runs

uninterrupted.

With this inconsistency in findings from both financial and questionnaire data analyses, the
researcher could not establish the direct causal relationship between the ICP and profitability. A
recommendation for further research was put forward so as to investigate further the causal

relationship existing between the ICP and profitability.

5.2.3 Relation between the average payment period (APP) and profitability

The positive relationship between the APP and profitability can be explained in two ways.
First, contrary to Deloof (2003) and Raheman and Nasr (2007), this finding holds that more profitable
companies wait longer to pay their bills. This usually arises since the large companies have a greater
bargaining power over their suppliers. Thus, they can withhold their payments to suppliers so as to

take advantage of the cash available for their various working capital needs.

Second, this result makes economic sense in that the longer a company delays its payments to its
creditors, the higher the level of working capital levels it reserves and uses in order to increase
profitability. In line with Deloof (2003), when a company delays payments to its suppliers, it is able to
assess the quality of the products bought. In support of hypothesis 3 and the transactions cost theory,
this finding means that delaying payments to suppliers can also be a cheap and a flexible source of
financing for the company. This finding is in line with the working capital management rule that
companies should strive to lag their payments to their creditors as much as possible, taking care not to

spoil its business relationships with them.
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Contrary to Deloof (2003), the negative relationship between the accounts payable period and
profitability negates the view that less profitable companies wait longer to pay their bills. In fact,
this study finds the contrary - that companies can take a longer time to pay their suppliers since

they have a greater bargaining power.

5.2.4 Relation between the cash conversion cycle (CCC) and profitability
The findings from both financial and questionnaire data analyses established that a significant

negative relation exists between the CCC and profitability. While prior research has focused
mainly on the relationship between working capital management and profitability, no study has
examined the more fundamental question of what the internal management perceives of this

relationship.

The findings from both the financial and questionnaire data analyses are consistent with prior
studies by Shin and Soenen (1998), Deloof (2003), Padachi (2006), Raheman and Nasr (2007)
and Garcia-Teruel and Martinez-Solano (2007). Shin and Soenen (1998) argued that the negative
relation between profits and the cash conversion cycle could be explained by greater market
power or market share. This means that a shorter CCC may be brought about by the company's
higher bargaining power with its suppliers and/or customers as well as the company's higher

profitability due to market dominance.

The negative relationship between the company's CCC and profitability can also be explained
by the fact that minimizing on the investment in current assets can help in boosting profits. This
ensures that liquid cash is not maintained in the business for too long. This finding provides an
extension to the emerging working capital management theory as postulated by Smith and
Begemann (1997).

5.3 Research implications

This study is expected to be useful to the managers of companies. The different analyses
identified key working capital management practices and challenges and these are expected to
assist managers in identifying areas where they should focus so as to improve the financial
performance of their companies. This includes whether the focus should be on accounts
receivable management, inventory management or accounts receivable management. The overall
intended objective should be to minimize the cash conversion cycle to its minimum. For instance,
if a company realizes that it has a substantial investment in accounts receivable, it may be
necessary to work some modalities of reducing this investment so as to reduce the

79



cash conversion cycle hence boost its profitability. By focusing on reducing the cash conversion
cycle, the management will be in a position to maximize the profits of the company and thus
reduce agency problems.

The results also provided owner-managers (especially owners of small companies) with
information regarding the basic financial management practices used by the established
companies in relation to working capital management. They can thus replicate the relevant
practices in their companies owing to their perceived benefits. The owner-managers of small
firms are also able to understand what working capital management practices are used by the big
corporations and this helps them in dealing with their big corporate clients. Padachi (2006) held
the view that working capital needs of an organization are dynamic in nature and so does the
company's internal cash generation rate. As such, small companies should ensure a good

synchronization of its assets and liabilities, and more so, when dealing with large companies.

54  Chapter summary

Chapter five presented a summary of the overall findings from the study. The discussions
provided an overall picture of the existent relationships between working capital components and
profitability. The implications of these findings were also discussed. The last chapter concludes

this research.
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CHAPTER SIX
Conclusions and Recommendations

6.1 Conclusions

This thesis presented a study on the relationship between working capital management and
profitability. Managerial perspectives on working capital management were also investigated.
Guided by three leading theoretical frameworks and prior research, a conceptual framework was
developed to guide the design of the study. The key variables under investigation were the various
measures of working capital management (as measured by the average collection period, the
inventory conversion period, the average payment period and the cash conversion cycle) and
profitability (as measured by the net operating profit ratio). The study was guided by two research

objectives and four key hypotheses under investigation.

Key findings from both financial and questionnaire data analyses were: (1) a highly significant
negative relationship exists between the time it takes companies to collect cash from their
customers (accounts collection period) and profitability (p<O.Ol). This means that more
profitable companies take the shortest time to collect cash from their customers; (2) there exists a
highly significant positive relationship between the time it takes the company to pay its creditors
(average payment period) and profitability (p<O.Ol). This implies that the longer a company
takes to pay its creditors, the more profitable it is. In delaying payments to creditors, the company
is able to effectively acquire a cheap and a flexible source of financing and these funds can be
used to generate more profits for the company; (3) there exists a significant negative relationship
between the cash conversion cycle and profitability (p<0.10). This means that shortening the cash
conversion cycle improves profitability of the company. The only conflicting result from both

analyses was the relationship between inventory conversion period and profitability.

The main techniques employed by companies in working capital management were: (1)
setting credit limits for customers (mean = 4.42, SD=0.70), (2) aging of debtors (mean = 4.40,
SD=1.73), (3) aggressive collection policies (mean = 4.35, SD=0.81), (4) preparing cash budgets
(mean 4.32, SD=0.96) and (5) negotiating with suppliers (mean 4.25, SD=0.51). Key challenges
identified with regard to working capital management were: (1) difficulty in collecting trade
receivables (mean = 3.75, SD=1.04), (2) cash not readily available when needed (mean = 3.63,

SD=1.21), (3) difficulty in managing bad debts (mean=3.40, SD=1.02),
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(4) lack of adequate working capital finance (mean = 3.40, SD=1.25) and (5) difficulty in identifying
working capital risks (mean = 3.30, SD=1.10). The key working capital management techniques
related to shortening the ACP. This supported the finding that there exists a negative relation between
accounts collection period and profitability. An investigation into the key working capital challenges
revealed that the main challenges related to accounts receivable and liquidity management. These
findings imply that even though companies should strive to minimize their investment in working

capital, they are still face challenges in trying to obtain that objective.

6.2 Recommendations

Based on the above findings and implications, the following recommendations can be made:

(@) In order to create value for the shareholders, companies should focus more on working capital
management by reducing the number of days accounts receivable are outstanding. (b) Companies can
also take as long as they can with regard to paying their bills and other accounts payable provided that
they do not resort to strained relationships with their suppliers and other accounts payables.

(c) In order to improve operational performance and create value for shareholders, companies should

always work towards a careful reduction of the cash conversion cycle.

6.3 Areas of further research

The following are some suggestions for further research relating to working capital management:

(i) Further research focusing on working capital management using additional multivariate
statistical studies is required in terms of organizational preferences and industrial contexts to
identify a combination of internal and external environmental factors which affect this

relationship.

(ii) Further research could focus deeply on inventory management and on other working capital

components for instance, cash and marketable securities.

(iii) Since all firms listed under finance and investment segment were left out, further research
can be conducted focusing on working capital management practices in banks, investment and

insurance companies.
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(iv) The main focus of this study was the effect of working capital management on corporate
profitability. Further research could focus on the relationship between working capital and other

factors such as competitive advantage or strategy and operations.

6.4  Limitations of the study

Since there is no research without its own limitations, the limitations which arose in this study were
as follows. First, there were control problems. Only a few discernible control variables were adopted
in this study. There are other variables (e.qg., cross listing or exchange rate fluctuations) that may affect
the variables under the study but they were not captured in the methodology. The researcher admits

this fact although careful attention was taken on those variables that were key controls in this study.

The other limitation was survivorship bias. The researcher acknowledges some level of
survivorship bias. For some companies, data was missing for a substantial period of time. The
researcher admits that some companies were omitted from the sample due to inadequate or missing
data for most years. This limitation calls for additional longitudinal, qualitative and multivariate

statistical evidence as noted by Howorth and Westhead (2003).

Finally, the researcher admits that there were response rate limitations since the study did not
achieve the 100% response rate for the questionnaire respondents which would have provided more
comprehensive results. The 67 per cent response rate (i.e. 20 out of 30 sampled companies) was not
large enough for detailed analysis and specifically performing cross tabulations. This means therefore
that there is clearly a need for more research in this area of working capital management before one

can obtain aclearer picture of the causal relationships being investigated.
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Appendices
Appendix 1: Introduction letter (from Strathmore University)

STRATHMORE UNIVERSITY

18 February 2010

1'0 -WHOM IT \L-\Y CONCER. .~

Mailiuva.Da~d-RegN06294

Mr Mathuva David is a postgraduate student in our Master of Commerce (MCom)
programme. In partial fulfilment of the MCom degree, studentsare required to carry out a
research project and write a thesis on a contemporary subject within their field of
specialisation. Among other activities, the project involves data collection and analysis.

David is requesting to gather information to be used in his research. The information he
will obtain from your organization will be used for this academic purpose only and will
be kept confidential. The results of the survey will be in summary form and will not
disclose any individual, company name or company information in any Vlray.

The research study is entitled "The Focus on Working Capital Management and
Profitability of Listed Companles; Financial and Managerial Perspectives."

We hope that your organization can assist by providing information to the above
named student.

Yours faithfully,

L\,
RO
L

David Wangombe
Dean, Faculty of Commerce.

QOJe Sang"I" Road thd3ral<3 Est.1.t" Telephone (254 - 2Q) 606155 Email sd.missionS@Sl:r3thm.ore_edu
P_ O. Box 59857 00200 C-rty Square 0722 - 205428 On3 - 618135 Websit" www..strathm<>T"_"du
NAIROBI KENYA Fax (254-20)607498
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Appendi. 2: Sample letter: Corporate permission

Strathmore University,

P. O. Box 59857 - 00200,
Nairobi.

To:
The Finance Manager,

Dear SirlMadam,
Monday, February 22, 2010

R ‘- ) 3 L 4 £ £ 4
- .Pu r()
{P.\ ( 4 y 0'\ \
IR XY ( \

I am a Master of Commerce (MCOM) Second Year student at Strathmore University and this semester
I am conducting a research on 'The focllS of Working capital manageme", and Profitability in

Kenyan li‘ted companies: Financial and managerial perspectives'. The
study will assist me in completing my MCOM thesis at Strathmore University.

Your Company is among the top 30 companies to be included in the study since You are Considered key
player in the industry and hence You are better placed to Provide data for this study. The PUI]Jose for
the research is to obtain managerial perspectives on the relationship between working capital
management and corporate profitability. The study also seeks to rmd Out the common sources of
Working capital and challenges faced by companies When managing Working capita/. YOou are

requested to fill in a questionnaire enclosed with this letter.

The questionnaire will require apprOximately 30 minntes to complete. The researcher has allocated a
period of one month with Which to finish ColleCting and anal'Y Zing data for this study. Information
gathered from Your COmpany Will be treated with utmOst confidentiality and Your COmpany will

ESHAIRAPBP YRR NSRS G/ BlRgRaNY U igymade to the

éhapggg%% %{?gﬁ%fgr%(aw’ Iggrticipation in this study. My Contact details are DaVid Math

Let
uva,

YOurs faithfully,

DaVid Mathuva
Strathmore University
Enc. QUestionnaire
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Appendix 3: Research Questionnaire

The relationship between working capital management and profitability in Kenyan
listed companies

Questionnaire

The purpose of this questionnaire is to examine working capital management practices used
by Kenyan listed companies and how they affect company profitability. All the information
provided in this questionnaire will be treated in strict confidentialiry.

Part A: General Information

Al: Job Title:

A2: What is the company's primary industrial activity as specified in the NSE classification?
(mark with an ‘X" or tick where appropriate)

[ ]Agricultural

[ 1Industrial and allied

[ ]Commercial and Services

[ ]Alernative investment segment
[ 1Any other, (Please specify)

Part B: Working capital management practices
The purpose of the section is to examine the working capital management practices of the

company.
B1: Please mark with an ‘X” or tick where

iate:
1 2 3 4 5
Least Less More Very
important | Important | Important | important | important
How important is working
capital management to your
company?
How important is operational
performance to your
company?

B2: On average, how long does the company take to pay its credit suppliers and other
creditors? (mark with an "X’ where appropriate)

[ ]Less than one month (<30 days)

[ ]One to two months (30-60 days)

[ ]Three to four months (61 — 120 days)

[ 1More than four months (>120 days)

B3: On average, how long does the company take to receive cash from its credit customers?
(mark with an ‘X' where appropriate)

[ ]Less than one month (<30 days)

[ ]One to two months (30-60 days)

[ 1Three to four months (61 — 120 days)

[ ]1More than four months (>120 days)

B4: On average, how long docs the company take to sell its inventory? (mark with an ‘X’
where appropriate)

[ ]Less than one month (<30 days)

[ ]One to two months (30 — 60 days)
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[ 1 Three to four months (61 - 120 days) [ ]

More than four months (> 120 days)

B5: On average, what is the length of the company's operating cycle? (mark with an X' where

appropriate)
[ 1 Less than one month «30 days)
[ 1 One to two months (30 - 60 days)

[ 1 Three to four months (61 - 120 days) [ ]

More than four months (> 120 days)

B6: Fill in the table below by marking with an X" or a tick where most appropriate:

g 2 3 4 5
Never Sometimes Quite Often Very
(more than (61-120 often (within a often
120 days) days) (31-60 month) (within a
days) week)

How often do credit customers pay on
time?

How often does the company review its
debtors aging schedule?

How often does the company review its
accounts receivable policies?

How often does the company review its
inventory levels?

How often does the company review its
inventory policies?

How often does the company's inventory
(stock) take to sell?

How often does the company make early

payments to suppliers when discounts are
offered?

How often does the company make early
payments to suppliers when no discounts
are offered?

How often does the company review its
accounts payable policies?

How often does the company manage its
working capital?

How often does the company source for
external financing for its working capital
needs?
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Part C: Financing working capital

The purpose of this section is to find out how companies finance their working capital.

C1: To what extent does your company use the following external finance sources to finance
its working capital needs? (within a span of 4 months) (mark with an ‘X" where applicable)

1 2 3 | 4 5
Never Sometimes Quite | Often Very often
(less than (1-2 times) | often (7-10 (more than
once) (3-6 times) 10 times)
times)

Bank overdraft

Short-term loans

Medium term loans

Long-term loans

Venture capital

Cash from operations

Any other source (please specify)

Part D: Working capital management challenges

The purpose of this section is to investigate the challenges companies face when managing

working capital.

D1: Kindly rate the following working capital challenges ranging from I-least important to 5- most
important challenge (mark with an 'X" where appropriate)

1 2 3 4 5
Least Less More Most
Challenge important Important Important important important

Cash is not readily available when
needed

Required financing is readily
available when needed

Insufficient time to manage
working capital

Difficulty in determining right
levels of working capital

Difficulty in identifying risks
associated with working capital
management
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Challenge

Least
important

Less
Important

Important

More
important

Most
important

Difficulty in determining working
capital needs for the company

Focusing more on top-line growth
and not working capital

Focusing more on company's
competitiveness strategies and
less on liquidity management

Difficulty in managing high
inventory levels (build up)

Difficulty in collecting trade
receivables

Difficulty in offering customer
discounts

Difficulty in paying trade
payables on time

Difficult in maintaining supplier
relations

Difficulty in cash flow
management and forecasting

Negative impact of financial crisis
in managing working capital

Inflationary pressures

Difficulty in managing bad debts

Difficulty in managing
obsolete/damaged inventories

Difficulty in paying short-term
working capital sources

Difficulty in identifying working
capital drivers

Too formalized and bureaucratic
working capital management
processes

Lack of working capital
management skills

Negative effects of global
financial crisis.

Legal and regulatory environment
in relation to debt collection

Legal and regulatory environment
with regard to dealing with
suppliers
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D2: To what extent does the company use the following working capital management

tools/techniques? (mark with an X' where appropriate)

F.ytpnt of 1-p
1 2 3 4 5
WCM Technique Not at Seldom | Sometimes | Most times | Always
all

Extending payment periods to buyers

Aggressive collection policies

Setting credit limits

Invoice discounting and financing

Aging of debtors

Reducing stock levels

Maintaining buffer inventories

The use on Economic Quantity
Models

Negotiating credit terms with
suppliers

Projected cash budget

Breakeven analysis (when issuing
discounts)

Analysis of financial and operating
leverage

Sales forecasting models

Statistical credit scoring models

Any other: (Please specify)

Part E: Measuring Operational Performance

The purpose of this section is to find out how companies measure their operational
performance and the effect of working capital management on operational performance.

El: Which ratio is most used to measure the company's operational performance? (select the most

appropriate by marking with an 'X")
[ 1 Gross profit margin

[ 1 Operating profit margin [ ]
Operating expense ratio [ ]

Net operating margin

[ 1 Any other (please specify)
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E2: How do your working capital management practices affect the company’s operating
performance (profitability)? (mark with an ‘X’ where appropriate)

1 2 3 4 5

Highly Positively No effect Negatively Highly
positive negative

Long accounts
collection period

Short-accounts
collections period

Long inventory days
period

Short inventory days
period

Delaying payment to
suppliers and other

creditors for long

Paying suppliers and
other creditors as
quickly as possible

Long cash conversion
period

Long operating cycle

E3: Any other comments with regard to working capital management and company
profitability? (Please explain in the space provided).

THANK YOU
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Appendix 4: Listed companies included in the sample

NSE Companies as of 31* December 2008

A AGRICULTURAL Auditor YearEnd Year Year
Listed Founded
1 Brooke Bond Ltd Ord 10.00 PWC 31-Dec 1972 1925
2 Kakuzi Ord.5.00 PWC 31-Dec 1951 1927
3 Rea Vipingo Plantations Ltd Ord 5.00 PWC 30-Sep 1996 1995
4 Sasini Tea & Coffee Ltd Ord 5.00 E&Y 30-Sep 1965 1952
B Commercial and Services
5 Car & General (K) Ltd Ord 5.00 PWC 30-Sep 1995 1936
6 CMC Holdings Ltd Ord 5.00 PWC 30-Sep 1950 1948
7 Kenya Airways Ltd Ord 5.00 E&Y 31-Mar 1996 1977
8 Nation Media Group Ord. 2.50 PWC 31-Dec 1973 1962
9 TPS Eastern Africa (Serena) Ltd Ord 1.00 PWC 31-Dec 1997 1970
10  Standard Group Ltd Ord 5.00 KPMG 31-Dec 1954 1952
C  Industrial and Allied
11 Athi River Mining Ord 5.00 D&T 31-Dec 1997 1973
12 Bamburi Cement Ltd Ord 5.00 PWC 31-Dec 1970 1951
13 British American Tobacco Kenya Ltd Ord 10.00 PWC 31-Dec 1969 1952
14 Crown Berger Ltd Ord 5.00 E&Y 31-Dec 1992 1958
15 EA.Cables Ltd Ord 5.00 PWC 31-Dec 1973 1965
16  E.A.Portland Cement Ltd Ord 5.00 D&T 30-Jun 1995 1930s
17  East African Breweries Ltd Ord 10.00 D&TIKPMG  30-Jun 1972 1922
18  Kenya Power & Lighting Ltd Ord 20.00 D&T 30-Jun 1972 1922
19  Sameer Africa Ltd Ord 5.00 PWC 31-Dec 1994 1969
20  Kenya Oil Co Ltd Ord 5.00 PWC 30-Sep 1959 1959
21  Olympia Capital Holdings Ltd Ord 5.00 E&Y 31-Dec 1989
22  Total Kenya Ltd Ord 5.00 PWC 31-Dec 1988 1955
23 Unga Group Ltd Ord 5.00 D&T 30-Jun 1971 1908
D  Alternative Investment Market Segment
24 A.Baumann & Co. Ltd Ord 5.00 D&T 31-Mar 1948 1926
25 Eaagads Ltd Ord 1.25 D&T 31-Mar 1972 1946
26 Express Ltd Ord 5.00 KPMG 31-Dec 1978 1918
27  William~on Tea Kenya Ltd Ord 5.00 D&T 31-Mar 1972 1952
28  Kapchorua Tea Co. Ltd Ord 5.00 D&T 31-Mar 1972 1948
29  Limuru Tea Co. Ltd Ord 20.00 PWC 31-Dec 1967 1925
30  Carbacid Limited D&T 31-July 1971 1961

Notes: PWC - PricewaterhouseCoopers, E&Y - Ernst & Young and D&T - Deloitte and Touche.

Source: The NSE website and NSE handbooks
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Appendix 5: Research time plan

*Key: S - Supervisor, M - Moderator, R - Researcher, Ra - Research Assistant, SGS - School of Graduate Studies, EE

- External Examiner, IE - Internal Examiner, BOE - Board of Examiners

Date Activity Responsibility=
iS" October 2008 Compilation  of information  sources, collect | RIRa
information from at least 50 published journal articles
3" November 2008 Begin literature review: Perform a detailed and R
extensive review of extant research and critique the
findings of different studies. Identify theoretical
underpinnings and methodological approach from
previous related studies  establish research methods
used to collect and analyze data
31% January 2009 Complete chapters 1 and 2 of the proposal R
31 st March 2009 Complete chapter 3 of the proposal R
25" May 2009 (@ | Submit a fully written draft proposal to my supervisor SIR
31 st July 2009 (b) | Submit a revised proposal with amendments in (a) SIR
14th September 2009 First proposal defense at the faculty level SIMJR
S0" October 2009 Make corrections after faculty defense and resubmit R
1 st November 2009 Begin data collection RIRa
31 st December 2009 End data collection RIRa
1% January 2010 Data analysis and compilation of final thesis R
15" January 2010 Submit completed thesis to my supervisor R/S
8" January 2010 Present a seminar on the completed thesis SIMIR
27th March 2010 Make corrections on the thesis and submit second R
draft thesis to SGS for examination
29" March 2010 SGS to send documents to EE and IE SGSIEE/IE
23" April 2010 EE and IE to submit in reports EEIIE
26" April 2010 EE and IE reports to be sent to the BOE SGSIBOE
26™ April- 30th April 2010 Second oral defense of completed thesis SIMIR
17th May 2010 Amendments and second submission of corrected R
lih_21st May 2010 IE to verify that corrections have been implemented IE
26" May 2010 Submit corrected thesis again R
2™ June 2010 Submission of final thesis R
4th June 2010 Submission of results to exams office SGSIExams
10" July 2010 Extract a paper for publication from the thesis R/S
(C
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