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ABSTRACT

Working capital management involves the manageroktiie most liquid resources of the firm
which includes cash and cash equivalents, Inveegoand trade and other receivables. Most
firms do not hold the correct amount of working itaipand this has been a major obstacle to
their overall profitability. The study analyzed ta#ects of working capital management on the
profitability of manufacturing firms listed on thMairobi Securities Exchange. The study
objectives were to; analyze the relationship betwaeerage collection period and profitability
of listed manufacturing firms, assess the relabign®etween inventories turnover in days and
profitability of listed manufacturing firms, estédil the relationship between average payment
period and profitability of listed manufacturingrfis and to evaluate the relationship between
cash conversion cycle and profitability of listecamafacturing firms. The study utilized a
descriptive research design and targeted the éllistanufacturing firms trading on the Nairobi
Securities Exchange. However, the study only calere of the targeted manufacturing
companies, 2 were not trading at the time of thalyst Data was obtained from document
analysis of consolidated financial reports of yearding December: 2009, 2010, 2011, 2012 and
2013. Multiple regression and correlation analysege carried out on the data to determine the
relationships between components of working capi@hagement and the gross operating profit
of the firms. The study established that gross aipey profit was positively correlated with
Average Collection Period and Average Payment Bebiot negatively correlated with Cash
Conversion Cycle. The relationship between Invgntburnover in Days and gross operating
profit was insignificant. Profitability of manufaeing firms depends upon effective working
capital management. The study therefore recommetid¢dnanagers should focus on reducing
cash conversion cycles, collect receivables as ssopossible because it is better to receive
inflows sooner than later and delay payment of itesl in order to invest the money in short
term securities which are profitable.



CHAPTER ONE

INTRODUCTION
1.1 Background of the Study

Management of working capital which aims at maimtag an optimal balance between each of
the working capital components, that is, cash, ivatdes, inventory and payables is a
fundamental part of the overall corporate strateggreate value and is an important source of
competitive advantage in businesses (Deloof, 20@3practice, it has become one of the most
important issues in organizations with many finaheixecutives struggling to identify the basic
working capital drivers and the appropriate levelvorking capital to hold so as to minimize
risk, effectively prepare for uncertainty and imypgdhe overall performance of their businesses
(Lamberson, 1995).

Working capital management is a very important congmt of corporate finance because it
directly affects the liquidity and profitability ahe company. It deals with current assets and
current liabilities. Working capital managemeningortant due to many reasons. For one thing,
the current assets of a typical manufacturing facoounts for over half of its total assets. For a
distribution company, they account for even monrecdssive levels of current assets can easily
result in a firm's realizing a substandard retumimmvestment. However firms with too few
current assets may incur shortages and difficuliie@saintaining smooth operations (Horne and
Wachowicz, 2000). Many surveys have indicated thabagers spend considerable time on day
-to-day problems that involve working capital demns. One reason for this is that current assets
are short- lived investments that are continualyn converted into other asset types (Rao,
1989)

With regard to current liabilities, the firm is pEmsible for paying these obligations on a timely
basis. Liquidity for the ongoing firm is not reliaon the liquidation value of its assets, but rathe
on the operating cash flows generated by thosdsaéSeenen, 1993). Efficient working capital

management involves planning and controlling airessets and current liabilities in a manner
that eliminates the risk of inability to meet dumd term obligations on the one hand and avoid

excessive investment in these assets on the adinelr (ljelly, 2004).



The manufacturing sector is one of the Kenya’s mosable contributors to economy. A firm’s
objective is maximization of profits and sharehotdeealth. The study shall therefore focus on
the various working capital management practicesthair impact on the financial performance
of manufacturing companies in Kenya Working capitenagement is considered to be a very
important element to analyze the organizationsfgoerance while conducting day to day
operations, by which balance can be maintained detviquidity and profitability. Maintaining
liquidity on daily base operation to make suresitunning and meets its commitment is a crucial
part required in managing working capital. It idiflicult task for mangers to make sure that the
business function running in well-organized andada&geous manner. There are chances of
inequality of current assets and current liabildyring this procedure Firm’s growth and
profitability will be affected if this occurs andrrh manger would not be able to manage it
efficiently.

1.1.1 Working Capital Management

The term working capital has several meanings sinass and economic development finance.
In accounting and financial statement analysis kwgr capital defined as the firm’s short-term
or current assets and current liabilities. Net wagkcapital represents the excess of current
assets over current liabilities and is an indicaibithe firm’s ability to meet its short-term
financial obligations (Brealey & Myers, 2002). Eftve working capital management consists
of applying the methods which remove the risk aadklof ability in paying short term
commitments in one side and prevent over investnierthese assets in the other side by

planning and controlling current assets and liaedi(Lazaridis & Tryfonidis, 2006).

Working Capital Management is the administrationcofrent assets and current liabilities. It
deals with the management of current assets amdnturabilities, directly affects the liquidity

and profitability of the company (Deloof, 2003; &ly, 2004; Raheman and Nasri, 2007;
Appuhami, 2008; Christopher and Kamalavalli, 20@ash and Ravipati, 2009). Current
liquidity crisis has highlighted the significancéworking capital management. Management of
working capital has profitability and liquidity inipations and proposes a familiar front for

profitability and liquidity of the company. To rdaoptimal working capital management firm



manager should control the tradeoff between ptafitg maximization and liquidity accurately
(Raheman & Mohamed, 2007). An optimal working capitnanagement is expected to
contribute positively to the creation of firm val@idoworth & Weshead, 2003; Deloof, 2003;
Afza & Nazir, 2007). Working capital managementngportant due to many reasons. For one
thing, the current assets of a typical manufactufirm accounts for over half of its total assets.
For a distribution company, they account for evesren Excessive levels of current assets can
easily result in a firm's realizing a substanda&tdim on investment. However firms with too few
current assets may incur shortages and difficuliagaintaining smooth operations Horne and

Wachowicz, (2000). Efficient working capital managent involves planning and controlling.

According to Harris (2005) Working capital managems a simple and straightforward concept
of ensuring the ability of the firm to fund the feéifence between the short term assets and short
term liabilities. Nevertheless, complete mean gomgr@ach preferred to cover all its company’s
activities related to vendors, customer and prqd{iall, 2002). Now a day working capital
management has considered as the main centrakigsdle firms and financial managers are

trying to identify the basic drivers and level obrking capital management (Lamberson, 1995).

1.1.2 Profitability
Profitability refers to the ability of a businegssdarn income is called profitability. This ability

depends on the effectiveness and efficiency abpesration as well as the resources available to
it (Warren and Reeve, 2006). Ross, Westerfieldp&ldn (2010) discussed the three measures as
the best known and most widely used of all finan@tos as follow:

Profit margin:

Profit Margin =Netincome
Sales

Return on assets (ROA):

ROA =Netincome
Totalassets

Return on equity (ROE): This is a measure of how the stockholders farethguhe year

ROE =Netincome
Totalequity



Profitability refers to the ability of an enterprido generate profits from its investments.

Working capital management affects profitability sSeveral ways. The management of cash,
debtors and stocks affects the level of profits enby an enterprise. The excessive holding of
stocks leads to high stock handling costs, detatiam in the value of stocks due to damage and
obsolescence, theft or pilferage by employees aastage. All these are cost to the firm which
reduces its profitability. Inadequate stocks aésllto stock out costs and loss of goodwill of the
firm, leading to losses or profits. Holding a higkel of inventories leads to high capital tied up
in stocks. This tied up capital means lost profligbdue to forgone interest income which

would have been earned if the capital tied upoclks were invested (Saleemi, 2009)

Debtors’ management policy adopted by a firm widoadetermine the cost of bad debts, debt
administration, debt collection costs and the farybenefits due to cash tied up in debtors. This
may also include the cost of discounts which mayiven to debtors to induce them to make

prompt payments arising out of credit sales. Lilsall these costs will reduce the profitability

of the firm (Manasseh, 2001)

1.1.3 Effect of Working Capital on Profitability

The Working Capital Management of a firm in parteafs its profitability. The ultimate
objective of any firm is to maximize the profit. Byreserving liquidity of the firm is an
important objective too. The problem is that insieg profits at the cost of liquidity can bring
serious problems to the firm (Shin and Soenen, 19BBerefore, there must be a trade- off
between these two objectives of the firms. One aiivie should not be at cost of the other
because both have their importance. If we do nod¢ edout profit, we cannot survive for a
longer period. On the other hand, if we do not @dreut liquidity, we may face the problem of
insolvency or bankruptcy. For these reasons workapgtal management should be given proper
consideration and will ultimately affect the prafiility of the firm. Firms may have an optimal

level of working capital that maximizes their vali#dza and Nazir, 2009)

Working Capital Management has its effect on ligfyichs well as on profitability of the firm.

The study analyzed the relationship between diffevariables of working capital management
including the Average collection period, Inventdoynover in days, Average payment period,
Cash conversion cycle and Current ratio and thesgoperating profit. Debt ratio, size of the



firm (measured in terms of natural logarithm ofedsy and financial assets to total assets ratio
were used as control variables.

Working capital management efficiency is vital espkty for manufacturing firms, where a
major part of assets is composed of current agsisne and Wachowitz, 2000). It directly
affects the profitability and liquidity of firms @heman and Nasr, 2007). The profitability
liquidity tradeoff is important because if workingapital management is not given due
considerations then the firms are likely to faidaface bankruptcy (Kargar and Bluementhal,
1994). The significance of working capital managetnefficiency is irrefutable (Filbeck and
Krueger, 2005). Working capital is known as liferigg force for any economic unit and its
management is considered among the most impowastion of corporate management. Every
organization whether, profit oriented or not, ipestive of size and nature of business, requires
necessary amount of working capital. Working cdpgahe most crucial factor for maintaining
liquidity, survival, solvency and profitability obusiness (Mukhopadhyay, 2004). Working
capital management is one of the most importanasarehile making the liquidity and
profitability comparisons among firms (Eljelly, 200 involving the decision of the amount and
composition of current assets and the financinthee assets.

The management of Working capital is importanth® financial health of business of all sizes.
Working capital meets the short term financial iegments of a business enterprise. It is a
trading capital not retained in the business imigular form for longer than a year. The money
invested in it changes form and substance duriaghtrmal course of business operations. The
need for maintaining an adequate Working capitai bardly be questioned. Just as the
circulation of blood is very important in the humbody to maintain life, the flow of funds is

very necessary to maintain business. If it becomesk, the business can hardly prosper and
survive. Working capital starvation is generallgdited as the major course if not a major course
of small business failure in many developed andeltgng countries (Rafuse, 1996). The

success of a firm depends ultimately, on its abitd generate cash receipts in excess of

disbursement.



Given these peculiarities efficient management ofking capital and more recently good credit
management practice is pivotal to the health amtbpeance of the small firm sector, (Peel and
Wilson, 1996). The study conducted revealed theb 6énhterprises suffer from cash flow
problems. From such study there is the need forymiadustries to improve their return on
capital employed (ROCE) by focusing on some ciittgaas such as cost containment, reducing

investment in working capital and improving workiogpital efficiency.

Based on the information from the above findindgwreé is a negative relationship between
profitability and the cash conversion cycle, inegtreceivable days, accounts payable days and
accounts receivable days which was used as a neeabwiorking capital management efficacy.
Therefore it seems that operational profitabiliigtates how managers or owners will act in

terms of managing the working capital of the firm.

The negative relationship between accounts reclgsamnd firms’ profitability suggests that less
profitable firms will pursue a decrease of theicamts receivables in an attempt to reduce their
cash gap in the cash conversion cycle. Likewisenggative relationship between number of
days in inventory and corporate profitability sugigethat in the case of a sudden drop in sales
accompanied with a mismanagement of inventory le#ld to tying up excess capital at the
expense of profitable operations. Therefore marsagan create profits for their companies by
handling correctly the cash conversion cycle anepkey each different component (accounts
receivables, accounts payables, inventory) to @aimon level.

Padachi (2006) indicate that the profitability diggiidity are the most fundamental concerns in
managing working capital. Here, liquidity is dirgdinked to the ability of a firm to meet short-
term obligations. Bagchi and Khamreei (2012) intlichat the WCM is a vital component in
financial management. Irrespective of the profieotation, size and the nature of business, all
firms require an optimum level of WCM. Inefficienof WCM may lead the firm into a pitfall
(Niresh, 2012). Optimal WCM positively contributisthe creation of firm value. On the one
hand, cost of liquidity brings a serious problend atands against profitability (Dong & Su,
2010). On the other hand, a firm cannot survivédaut sufficient liquidity because the firm may
face the problem of insolvency. Therefore, a badabetween profitability and liquidity must



always be maintained. Padachi (2006) stated thatelrdesigned and executed WCM is

anticipated to contribute positive value to thenfir

1.1.4 Manufacturing Companies in Kenya

The manufacturing sub-sector in Kenya constitut®s pér cent of the industrial sector’s
contribution to GDP with building, construction,mmg and quarrying cumulatively contributing
the remaining 30 per cent. The share of the matwiag sector in GDP has stagnated at about
10 per cent, with the sector’'s growth during thetfMedium Term Plan being a mere 3.16 per
cent. The sector is predominantly agro-processinity, manufacture of food, tobacco, beverages
and textile accounting for over 34.0 per cent daltgectoral value added. Consequently, the
performance of the sector is greatly affected bgter weather patterns. The sector grew by 3.1
per cent in 2012 compared to 3.4 per cent in 20h&. weak performance is attributed to high
costs of production, stiff competition from impadtegoods, high costs of credit, drought
incidences during the first quarter of 2012, andeutainties due to the 2013 general elections.
The influx of counterfeits and volatility in intemtional oil prices also affected the performance
of the sector. Although the sector value added avgd from Ksh 292.4 billion in 2011 to Ksh
316.7 billion in 2012, the sector’s contribution@®P declined from 9.6 per cent in 2011 to 9.2
per cent in 2012. The number of wage employmenthi& sector increased from 276,900
employees in 2011 to 277,900 employees in 2012,eee .4 per cent improvement. This
unfavourably compares with 3.4 per cent employngmoivth between 2010 and 2011. The
sector’s contribution to total wage employment hagially gradually worsened from 13.9 per
cent in 2008 to 12.9 per cent in 2012. Kenya’s rfeacturing is largely agro-based. This
contrasts with newly industrialized countries whiyed manufacture constitutes a small share,
with manufacture of chemicals, electronics and nrely constituting over 40 per cent of total

value added, (Kenya Economic Report 2013).

1.2 Research Problem
The management of a firm‘s liquidity is necessany dll businesses, small, medium or large.
When a business does not manage its liquidity wteljll have cash shortages and as a result

experience problems paying its obligations whery fa# due. Indeed, working capital starvation



has generally been credited as a major causetf iftheomain cause of small business failure in
many developed and developing countries (Rafus86)19Working capital management is
important because of its effect on the firm's paddility and risk, and consequently its value
(Smith, 1980). Investments in current assets repites very significant position of total assets.
Working capital management is critical to all firtmgt particularly to small ones because they do
not have access to long term financing yet theytrfinance the current assets. Additionally,
there is risk-return trade off; in that the optirtealel calls for a balance between profitabilitydan
solvency by minimizing the total costs of liquidind cost of illiquidity, the working capital

management's objectives being enhancing profitgiaind liquidity (Pandey, 1997).

Efficient management of working capital is vitalrfahe success and survival of the
manufacturing sector which needs to be embracemhib@nce performance and contribution to
economic growth (Padachi, 2006). Management of imgrkapital which aims at maintaining an
optimal balance between each of the working camitahponents, that is, cash, receivables,
inventory and payables is a fundamental part obtlezall corporate strategy to create value and
is an important source of competitive advantagdusinesses (Deloof, 2003). A number of
studies on the relationship between working capitahagement and financial performance have
been done in Kenya though very little researchbeen conducted on the manufacturing sector
in Kenya. For instance, Mathuva (2010) conductestualy on working capital management

components on corporate profitability of Kenyanddasfirms in the NSE.

Nyabwanga et al, (2011) conducted a study on tliectebf working capital management
practices on financial performance of small scatemprises in Kisii South District, Kenya. Kiilu

(2010) conducted a study on working capital managgrpractices among large construction
firms in Kenya. Wainaina (2010) studied the relasioip between profitability and working

capital of small and medium enterprises in Kenyard/studies done in Kenya also include;
Mathai (2010) who conducted a study on the relatigm between working capital management
and profitability of retail supermarkets in Kenydutungi (2010) conducted a study on the
relationship between working capital managemenicgsl and financial performance of oil

marketing firms in Kenya. Given that no study haerb done on the relationship between
working capital management and firms’ performancéhie manufacturing sector in Kenya, this



study seeks to bridge the gap by undertaking aystadthe same. The question that this study
shall seek to answer is; is there a relationship #xists between working capital management
practices employed by the firm and financial parfance in the listed manufacturing companies

in Kenya?

1.30bjectives of the Study

1.3.1 General Objective

The general objective of the study is to deterntime relationship between working capital
management and the profitability of listed manufaag firms in Nairobi Securities Exchange.

1.3.2 Specific Objectives
The study will be guided by the following specifibjectives:

I.  To analyze the relationship between average callegieriod and profitability of listed
manufacturing firms.

ii.  To assess the relationship between inventorieowemn days and profitability of listed
manufacturing firms.

iii. To establish the relationship between average palyperiod and profitability of listed
manufacturing firms.

iv. To evaluate the relationship between cash conversycle and profitability of listed
manufacturing firms.

1.4Value of the Study

The study’s findings will help the manufacturingniis and other companies in general improve
on their financial decision making so as to optenize value of the shareholders and maintain a
favorable trade- off between liquidity and profiléi. The findings will also be of great benefit
to future researchers in the field of working calpmanagement in providing relevant literature
in building up the course of study. It will bendfither scholars and students of finance who may

use the findings for academic purposes.



With the working capital management playing a maje in financial stability of different

firms its efficient utilization is necessary in @&Ving the goals of financial stability. The study
will recommend ways through which working capitaincbe effectively utilized in financial

decision making. This effective utilization in theng run will increase wealth of the
shareholders.
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CHAPTER TWO

LITERATURE REVIEW

2.1 Introduction

This chapter presents a review of the literature vaorking capital management, which
eventually enhances the efficient corporate perémee. Working capital management involves
the management of the most liquid resources of filme which includes cash and cash
equivalents, inventories and Trade and other rabé® with a view to enhance corporate

performance.

2.2 Theoretical Review

Financing of current assets from current liab#itggarticularly in the form of interest free credit
from supplies is a less expensive source of fimanthan equity or long term debt capital. (Van
Vorne 1995). The type of working capital policy ogted will be dictated by such factors as the
growth rate of the company, its size, nature ofintdustry and the risk altitude of the firm’s
management. Pandey &Parera (1997) provided embimsadence of working capital

management policies and practices of the privatysenanufacturing companies in Sri Lanka.

Anand (2001) affirmed that an individual companyiwestment in working capital will be

related to the type of industry it operates in dhd essential working capital policy each
individual company adopts. Working capital investineecisions concern how much firms
limited resources should be invested in workingitedpFinancing decisions relate to how
investment in working capital should be financechatvmay be considered an optimal level for
one industry or line of business may be detrimettahe company either by being too high or

too low because of different operating or busirdsgacteristics across industries.

2.2.1 Rent Theory of Profit
This theory is offered by Walker (1897). It statbat profit is determined just like the rent of
land. He says that as superior grade of land eam@@ rent then the inferior grade of land,

similarly superior entrepreneur earn more thantkerior. Just as the rent is measured from no
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rent land in the same way profits of the superisilbessman are calculated from the marginal
entrepreneur. Profit is not included in the cospraiduction; it is something extra just like the

theory of Ricardo.

Marshall (1901) was of the opinion that there ischdifference between the rent of land and
entrepreneur’s profit. Profit cannot arise only douehe superior ability but there are so many
other factors which are responsible for profit.isTtheory does not throw light on the nature of
profit which is more important. It is also statéatt profit is not included in cost, in case of land

there is no chance of loss but in case of entrepmeloss can also be suffered.

2.2.2 Dynamic Theory of Profit

This theory is defined as the difference betwedhngeprice and the cost resulting in the
changes in demand and supply conditions. Clark@2)0riginated this theory as profit is the
surplus over cost. There are changes that caudigspim emerge which include increase in
population, changes in task and preferences, nhodéitpn of wants, capital formation and
Technological advancement. This theory gives aificgat definition of profit and wage
management, all dynamic changes lead to profitobily unpredictable changes give rise to the
profits. This theory does not stress the elememis&finvolved in the business due to dynamic
changes. Knight (1940) has criticized the Clarkitaeory of profit on the ground that it is wrong
to attribute all profits to dynamic changes. Aceogdto him, there are certain changes which are
of a recurring and calculable nature. They can ftecipated and the output can be adjusted
according to that. The profits do not arise on ¢hosgular changes but on those which are
unforeseen or unpredictable. He thus observes thais neither dynamic changes nor any
changes as such which cause profits but the dimeegef actual conditions from those which
have been expected and on the basis of which sssareangements have been made".

2.2.3 Uncertainty — Bearing Theory of Profit

This is the theory of risk, uncertainty and prot#tnight (1940) defines pure profit as the
difference between the returns actually realizedth®y entrepreneur and competitive rate of
interesting high gifted securities. According tonhirisks are insurable or uninsurable. However,
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uncertainty leads to a high reward of profits. Tisory does not suit in a monopoly business

phenomenon. The uncertainty element cannot be ifjedrnb profits.

According to Knight, profits are the reward of urteety-bearing rather than risk-taking which

is insurable. The total profits which an entrepreneceives cannot be attributed solely to the
element of uncertainty in a business. He perfortigrofunctions also such as coordinating,
bargaining, and innovation in the business. So hstrbe paid for these services also. It is not
simply due to uncertainty-bearing that the supglemrepreneur is restricted. There are other
factors also which influence the supply the enwapur. For instance, lack of knowledge, lack of

capital, opportunity, etc., do restrict the suppiyan entrepreneur in a business.

2.2.4 Risk Theory of Profit

It has been noted that the riskier the industryhigier the profits rate. When an entrepreneur
takes the risk of business, he is entitled to kexeprofits as his rewards as profit is
commensurate with risk (Hawley,1893). There is hasveno functional relationship between
risk and profit. Profit is not based on an entrepte’s ability to undertake risk but rather on his
capability of risk avoidance. This theory disregardany other factors attributed to profit and
just concentrate on risks. From the previous studlieis evident that researchers used the

accounting ratios as a proxy to check the relatignbetween WCM and profitability.

Thus, according to Hawley, profit is a payment aeward for the assumption of risks by the
entrepreneur. The 'greater the risk, the highertineghe profits. It is because if the return on
risky enterprise is at the same level as that nbthfrom the safe investment, then not a single
entrepreneur will invest his capital in a riskyenprise. Profit is a reward for bearing risks in a
business. The modern economists believe that tisem® doubt that profits contain some
remuneration for risk-taking in a business butsitwrong to assume that profits are in their
entirely due to the element of risk- The profits @ise on account of better management, better
supervision or they may be due to the monopolbisition of the entrepreneur or they may be |
due to sheer chance, etc., etc. It is also poiotedhat profits are never in proportion to théris
undertaken; it can happen that in a more riskyrpnte, the profits may be low and high in a

less risky enterprise. There are certain businesdese risks can be more or less accurately
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foreseen by statistical evidence, e.g. in insuratiee entrepreneurs who | run these businesses
earn profits. This theory fails to explain as tahihe profits are earned in such business where

the risks can be insured.

2.2.5 Conservative Plan Theory of Working Capital

This theory explains that the cost of financing kinog capital is equal to the cost of long term
fund that is annual average loan multiplied by losgn rate of interest Brigham and Gapenski,
(1987). Fixed and part of current assets are fiedrxy long term funds as permanent and long
term sources are more expensive leading to loveér return. (Horne and Wachowitz, 1998);
Efficiency in working capital is vital especiallgif production of firms whose assets are current
as it directly affects liquidity and profitabilityf any firm. This theory very much uses the ‘plays
it safe’ philosophy. It attempts to provide suféict long term financing to cover all anticipated
eventualities. The conservative theory implies treddy high investment in current assets in
relation to sales, the current assets to sales vatl be comparatively high and assets and
turnover ratio will be low. This approach does nsé short term borrowing and may in the long
run be more expensive as the available funds may dut not to be fully utilized in certain
periods but interest on those funds not neededl atitrue and are paid. Raheman and
Bluementhal (1994) firms are required to use adeuraeasures on working capital even though

their profitability may be positive.

2.2.6 Matching /Hedging Plan Theory of Working Capital

This theory indicates that no long term funds aseduto finance short term seasonal needs; that
is, current assets are equal to current liabiliff@sches (1991). It is a moderate policy that
matches assets and liabilities to maturities. Fiyn@993); Jose et al., (1996) Current acid test
and cash ratios are balance sheet measures thaitqanovide detailed and accurate working
capital and effectiveness. Hedging theory is a &skit almost full utilization of the firm’s
capacity to use short term funds and in emergeitggt®ons it may be difficult to satisfy short
term needs. Firm uses long term sources to finéiked assets and permanent current assets and
short term funds to finance temporary current as$tithards and Laughlin (1989), Gentry et al.

(1990), Schilling (1996) and Boer (1999) have itesison using ongoing liquidity management.
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Ongoing liquidity management refers to the infleaval outflows of cash through the firm as the

payment and collection takes place over time.

In hedging approach, a firm needing to have aduionventories for two months will seek
short term funds two months to match the inventanychase. Limited access to short term
working capital sources which include bank finagciand suppliers’ financings provides a
hindrance to the hedging approach. Ross et alQ3)2@dvises that most of the time it is

reasonable to study the working capital managemygmtoach in relation to application of funds.

2.2.7 Aggressive Theory of Working Capital

The aggressive theory is applied where the firrmgle take high risk and where short term
funds are used to a very high degree to financeestirand fixed assets Belt (1979). This
approach is characterized by low interest ratesvaver, it's important to note that that the risk
associated with short-term debt is higher than {@mm debt. This applies mostly to companies/
firms operating in a stable economy and is quitéageabout future cash flows. A company with
an aggressive working capital policy offers shaeddt periods to customers, holds minimal
inventory and has a small amount of cash in hamdis Policy increases the risk of defaulting
due to the fact that a company might face lackesburces to meet short-term liabilities but also

give a high return as it's associated with high.ris

2.3 Determinants of Profitability in Manufacturing Firm

Profitability has been given considerable imporeairt the finance and accounting literatures.
According to Malik, (2011), Profitability is one d@he most important objectives of financial
management since one goal of financial managenset maximize the owners’ wealth, and,
profitability is very important determinant of perfnance. A business that is not profitable
cannot survive. Conversely, a business that islyighofitable has the ability to reward its
owners with a large return on their investment. éé¢erthe ultimate goal of a business entity is to
earn profit in order to make sure the sustaingbiif the business in prevailing market

conditions. There are several factors that detegrfirm’s profitability some of which include:
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2.3.1 Working Capital Management

Various studies identified the determinants of pability (Velnampy, 2005 & 2005, 2013).
Working capital management involves the relatiopdietween a firm's short-term assets and its
short-term liabilities. The basic goal of workingpital management is to ensure that a firm is
able to continue its operations and that it haBcsent ability to satisfy both maturing short-term
debt and upcoming operational expenses. In relatidhe relationship between working capital
and profitability, there are mixed results fromfelient scholars across the world. In the study
conducted by Padachi (2006) on the trend in worldagital management and its impact on
firm's performance, it was found that high investrinen inventories and receivables is
associated with lower profitability. A case studgnducted by Abdul and Nasir (2007) on
working capital management and profitability of RBédn firms, a strong negative relationship
between variables of working capital management prafitability of the firm has been
observed. The empirical results found by carpeater Johnson (1983) revealed that there is a
negative relationship between working capital peticand profitability. While Amir and Sana
(2006) pointed out a negative relationship betwserking capital and profitability of the firm,
Bradley and Rubach (2002) on trade credit and smainess failures suggested that there is a
relationship between poor working capital manageémemd organizational failure.
Anupchowdhury and Amin (2007) conducted a reseasnhworking capital management
practiced in pharmaceutical companies listed onesst@ck exchange. A positive correlation had
been found in the mathematical model, between ptrassets management and financial

performance of pharmaceutical firms.

2.3.2 Firm Growth

Trau (1996), Sutton (1997), and Hart (2000) hawveemeed the theoretical and empirical
literature on firm growth. In the early empiricaélelature, a number of manufacturing studies
find either no relationship or a positive relatibips between firm sizes and growth rates.
MacMillan and Day (1987) considered that rapid gtowould lead to higher profitability based
on evidence that new firms become more profitabhemwthey enter markets quickly and on a
large scale. On the other hand, Hoy (1992) condutat the pursuit of high growth may be

minimally or even negatively correlated with firnrofitability. Keith (1988) examined the
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relationship between company characteristics, aaofity and growth using accounts data for a
sample of 38 small manufacturing firms and his aede revealed that size, age, location, and
industry group are found to be limited value in lexgng profitability. The use of growth as a
measure of firm performance is generally basedhenbklief that growth is a precursor to the
attainment of sustainable competitive advantagdspaofitability (Markman, 2002). In addition,
larger firms have higher rates of survival (Aldrit®86), and may have the benefits of associated
economies of scale. While growth has been considédre most important measure in small
firms, it has also been argued that financial pemdnce is multidimensional in nature and that
measures such as financial performance and growettdifferent aspects of performance that
need to be considered (Wiklund, 1999) However,dariyms are found to grow faster than

smaller, and younger firms are found to grow fagtan older.

2.3.3 Firm Size

Empirical evidence has given varying results raatio the relationship between firm size and
profitability. In this view, Velnampy and Nimalatben (2010) examined about firm size on
profitability between Bank of Ceylon and Commerdsank of Ceylon in Sri Lanka during ten
year period from 1997 to 2006 and found that ther@ positive relationship between firm size
and profitability in Commercial Bank of Ceylon Ltdut there is no relationship between firm
size and profitability in Bank of Ceylon. Demse1®873) offers an alternative explanation for the
relationship between firm size and profitabilitygaing that the greater profits of large firms
have little or nothing to do with conventional sca@conomies. Using Internal Revenue Service
data, he observes that large firms earn higheritpraf highly concentrated markets while
smaller firms earn a normal return. On contrastnddgerial utility maximization thus provides a
conceptual framework for a negative relationshipveen firm size and profitability (Amato and
Wilder 1985). Hall and Weiss (1967) who reporteat thize did tend to be associated with higher
profit rates, however, reached the opposite coraiusVhile Marcus (1969) found either a weak
negative relationship or none at all, Hall and Wegj$967) observed through their studies a

positive association that disappears or reversel among the firms with the largest assets.
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2.3.4 Non-Debt Tax

In terms of non-debt tax shield, DeAngelo and Mias(l980) say that non-debt tax shield can
be substitutes for the tax benefits of debt finagand a firm with larger non-debt tax shield is
expected to use less debt. The study conductedhbli 8nd Khan (2007) stated that size and
tangibility has a positive and significant relastip with Leverage while profitability and non-

debt tax shield has significant and negative retetnip with leverage.

2.3.5 Leverage

Modigliani and Miller (1958) were the first oneslemdmark the topic of capital structure. This
theory put forward by Modigliani and Miller (MM) @kains the impact of taxation, bankruptcy
costs, and agency costs on the determination adpaimal capital structure. Four theoretical
approaches can be distinguished namely the irretevgheory such as Modigliani and Miller
(1958) , the tradeoff theory (Bradley et al., 1984dency cost theory (Jensen and Meckling,
1976) and pecking order theory (Myers and Majlid84). The three conflicting theories of
capital structure such as trade-off theory, ageswst theory and pecking order theories have
been developed after the establishment of Modighad Miller's theory. Whereas the trade-off,
signaling, and agency theories expect a positilaioaship between profitability and leverage,
the pecking order theory predicts a negative onestMempirical studies observe a negative
relationship between leverage and profitabilityeTPecking Order Theory of capital structure
(Myers 1984) suggested an inverse relationship éetweverage and profitability. The findings
of Kester (1986), Titman and Wessels (1988), Ra@ad Zingales (1995) and Booth et al.
(2001), empirically confirm an inverse relation Wween the leverage ratio and profitability.
Lalith (1999) examines the use and determinantsewfrage in a cross section of quoted
companies in Sri Lanka and stated that profitgbibtreliably negatively correlated to leverage
suggesting that more profitable firms tend to &ss lleverage. On the other hand, the trade-off,
signaling, and agency theories expect a positilaioaship between profitability and leverage.
The free cash flow theory (Jensen, 1986) suggektediebt reduces the agency cost of free cash
flow. This theory implies a positive associationvibeen leverage and profitability. In a study

carried out by Sangeetha and Sivathaasan (2018yndicant strong and positive relationship
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between profitability and leverage (r = 0.569, R40.has been found. Frank and Goyal (2004)

experienced a positive relationship between ptofitg and leverage in some models.

2.3.6 Volatility

Firm's volatility is taken as a probability of imnkruptcy (Bauer, 2004) and therefore a proxy
for firm's risk. In Kale, Thomas and Ramirez (19%hg risk of bankruptcy is said to be among
others, a major determinant of firm's capital dnoe. Given the study of Hsia, (1981), Huang

and Song (2002) opined that any rise in the vallieasiance of firm's assets least to a

corresponding fall in the systematic risk of equiSo the business risk is expected to be
positively related to leverage. Between volatiétyd leverage, Kim-Sorenson (1986) and Huang-
Song (2002) confirmed a positive relation but aatieg relationship is reported in the studies of
Bradley et al., (1984) and Titman and Wessels (1988

2.3.7 Firm’s Asset Structure

By asset structure, we mean the proportion of fissets that are tangible. Asset structure of a
firm plays a very critical function in determininig capital structure. According to Titman and
Wessels (1988) and Harris and Raviv (1991), theadetp which assets of a firm are tangible
should result to greater liquidation value for fiiren. Also, Bradley, Jarrel and Kim (1984)
opined that if firms invest maximally in tangiblssets, they stand to have greater financial
leverage because they borrow at lower interest ratbeir assets serve as collateral for such
loans. Booth, Aivazian, Dmirguc-Kunt and Maksimo\{001) said: “the more tangible the
firms’ assets, the greater its ability to issueused debts and the less information revealed about

future profit”.

Tens of empirical studies support a positive retethip between asset tangibility and capital
structure/leverage of a firm. Bauer (2004) mentiboat of many studies: Rajan and Zingales,
1995; Friend and Lang, 1988 and Titman and Wes%8R8. Joshua (2008) confirmed this and
even included some other ones: Bradley et al., 198ddigetal, .1988; Mackie-Mason, 1990;
Shyam-Sunder and Myers, 1999; Hovakimian et al.20Q4n and Sorensen, (1986). In Huang
and Song (2006) study on the Chinese listed fiitmsy found that both firm's size and asset
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tangibility positively affect firm's leverage ratiblowever, a study by Myroshnichenko (2004)
on the Ukrainian companies, found that among otheegative correlation exists between

tangibility and capital structure

2.4 Empirical Literature Review

Shin and Soenen (1998) highlighted that efficierirkihg Capital Management (WCM) was
very important for creating value for the sharelkodd The way working capital was managed
had a significant impact on both profitability alguidity. The relationship between the length
of Net Trading Cycle, corporate profitability andk adjusted stock return was examined using
correlation and regression analysis, by industrg aapital intensity. They found a strong
negative relationship between lengths of the firmés trading Cycle and its profitability. In
addition, shorter net trade cycles were associatgd higher risk adjusted stock returns.
Samiloglu and Demirgiines (2008) also proved thah ceonversion cycle, size and fixed

financial assets had no statistically significafée on profitability.
2.4.1 International Evidence

Lyroudi and Lazaridis (2000), study in food indysin Greece was used to examine the cash
conversion cycle as liquidity indicator of the fsnmand characteristics with its components
variable and investigate the implication of C.CrCtérms of profitability. Indebtedness and
firm’s size indicate that there is a significansjive relationship between C.C.C and net profit
margin but had no linear relationship with leveragggos conversely the debt to equity ratio and
a positive one with time interest earned ratio, fanally there is no difference between liquidity

ratios of large and small firms.

Ghosh and Maji (2003) in their paper made an attamgxamine the efficiency of working
capital management of the Indian cement companiesagl 1992 - 1993 to 2001 - 2002. For
measuring the efficiency of working capital managet performance, utilization, and overall
efficiency indices were calculated instead of ussoghe common working capital management
ratios. Setting industry norms as target-efficieteyels of the individual firms, this paper also

tested the speed of achieving that target levetfbEiency by an individual firm during the
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period of study. Findings of the study indicatedttthe Indian Cement Industry as a whole did

not perform remarkably well during this period.

Lazaridis and Tryfonidis (2006) investigated redaship between working capital management
and corporate profitability of listed companiestire Athens Stock Exchange. A sample of 131
listed companies for period of 2001-2004 was useekamine this relationship. The result from
regression analysis indicated that there was astitat significance between profitability,
measured through gross operating profit, and tel canversion cycle. From those results, they
claimed that the managers could create value farestolders by handling correctly the cash
conversion cycle and keeping each different compbtzean optimum level.

Samiloglu and Demirgiines (2008) analyzed the efiéatorking capital management on firm
profitability in Turkey for period of 1998-2007.Emnngal results showed that account
receivables period, inventory period and leveragmificantly and negatively affects on
profitability, while, firm growth significantly anghositively. Raheman and Nasr (2007) selected
a sample of 94 Pakistani firms listed on KaractucBtExchange for a period of 6 years from
1999-2004 to study the effect of different variabtd working capital management on the net
operating profitability. From result of study, thelgowed that there was a negative relationship
between variables of working capital managementudiog the average collection period,
inventory turnover in days, average collection pericash conversion cycle and profitability.
Besides, they also indicated that size of the fimneasured by natural logarithm of assets, and

profitability had a positive relationship.

Afza and Nazir (2009) made an attempt in order neestigate the traditional relationship
between working capital management policies andvad profitability for a sample of 204 non-
financial firms listed on Karachi Stock ExchangeSE) for the period 1998-2005.The study
found significant difference among their workingpital requirements and financing policies
across different industries. Moreover, regressesult found a negative relationship between the
profitability of firms and degree of aggressivenessvorking capital investment and financing
policies. They suggested that managers could credse if they adopt a conservative approach

towards working capital investment and working taldinancing policies.
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2.4.2 Local Evidence

In the Kenyan context, Kotut (2003) carried outtadg on WCM practices by Kenyan firms

using listed firms in Nairobi. It adopted a stratif sampling of the firms listed in the NSE under
different sectors. The study concluded that workoagital management practices influenced
corporate profitability in variant proportions degent on the sector the firms operated as well

their sizes.

Mathuva (2009) examined the influence of workingpitd management components on
corporate profitability by using a sample of 30rfg listed on the Nairobi Stock Exchange (NSE)
for the periods 1993 to 2008. He used Pearson padr&an’s correlations, the pooled ordinary
least square (OLS), and the fixed effects regrassmodels to conduct data analysis. The
findings of his study were that there exists a lyigignificant negative relationship between the
time it takes for firms to collect cash from thewstomers (accounts collection period) and

profitability.

Mutungi (2010) sought to find out the relationskigtween working capital management and
financial performance of oil marketing firms in Kenregistered with the petroleum institute of
East Africa within Nairobi and its environs. Hemngale consisted of 59 registered oil marketers
in Kenya. She noted that working capital managentsaisions have a huge effect on the
company’s risk, return and share price. The stunlycluded that for a company to operate
efficiently, receivables and inventory must be tighmonitored and controlled. More

fundamental is the effect of having an adequatellefsworking capital which is very important

for the growth and sustainability of a company.

Apuoyo (2010) sought to establish the relationshgiween working capital management
policies and profitability for companies quotedtla¢ Nairobi Securities Exchange. The study
focused on the five main investment segments atNtBE represented. A sample of nineteen
listed companies was taken. Studies conducted lexvghat the working capital needs of a
company change over time as does its internal gasleration rate. He further observed that

listed firms at the NSE should ensure a good symthation of both assets and liabilities. The
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study illuminated that the financial and investmsettor has been able to achieve more scores
on the various components of working capital arsd @loted that a positive relationship existed

between the various components and profitability.

Kiilu (2010) conducted a survey on the working talpmanagement practices among large
building construction firms in Kenya. The surveyealed that a majority of surveyed firms had
a written statement of leading the amount of cashald. i.e. both petty cash and cash at bank.
The companies that didn’t have a written statersart that the cash requirement at a given time
determined the amount of cash to hold. One of thenmworking capital management practices

that were observed was the use of cash budgets.

Gakureetal. (2012) analyzed the relationship betweerking capital management and
performance of 15 industrial firms listed at therdiai NSE from 2006 to 2010 and for a total 75
firms year observations. They used secondary data & sample of 18 companies at the NSE. A
regression model was used to establish the refdtiprbetween the dependent variable and the
independent variables. Pearson’s correlation agcession analysis were used for the analysis.
The results indicated that there is a strong negaélationship between firm’s performance and
liquidity of the firm. The study found that there @& negative coefficient relationship between
accounts collection period, average payment peragentory holding period and profitability
while the cash conversion cycle was found to beitipey/ correlated with profitability.
However, the effects of the independent variableegt the average payment period were no

statistically significant though the overall moeeds statistically significant.

Omesaetal. (2013) examinetie relationships between Working Capital Managemerd an
Corporate Performance of industrial firms listedtb@ Nairobi securities exchange. A sample of
20 companies whose data for 5 years from 2007-2044 selected. For analysis Principal
components analysis (PCA) is used due to its soipland its capacity of extracting relevant
information from confusing data sets. From the ltesusing PAC and multiple regression,
working capital proxies Cash Conversion Cycle (CC8)erage Collection Period (ACP) and
control variables Current Liabilities (CLTA), Netakking Capital Turnover Ratio (NSCA) and

23



Fixed Financial Ratio (FATA) were significant at%5confidence (p values are < 0.05) to
performance as measured by Return on Equity (RBE}her, ACP was found to be negatively
related to ROE while CCC, CLATA, NSCA and FATA.

In spite of the touted impact efficient working d@ap management may have on business
profitability, not much has been done in the aréahe provision of empirical evidence in
support of the claims of working capital managemamtprofitability performance of Kenyan
companies. Given this paucity of empirical studiegs hoped that this study will fill a gap and

provide useful support for understanding the deiteants of corporate performance in Kenya.

2.5 Summary of Literature Review

Mathuva (2009) studied the impact of working cdpiteanagement on the performance. He
found out that there is a negative relationshipveen the time when the cash is collected from
the customers and the firm’s productivity. Seconttere is a positive relationship between the
inventories when they were brought in and the petm which they are sold and the firm’s
profitability. The third assumption of the reseamias the association between the average
payment period and profitability and found out ®gositive (p<0.01). Shin and Soenen (1998),
Wang (2002) and Deloof (2003) but corroborate tfeadachi (2006) and Sharma and Kumar
(2011) argue in favour of a negative relationshgiween CCC and firm profitability. They
found that a shorter cash conversion cycle resnltsetter profitability. Deloof (2003) added
number of day’s accounts payable, number of dagtoants receivable and number of day’s
inventories to the studied measures. Amir Shah %eamth (2006), Garcia-Teruel and Martinez-
Solano (2007), Falope and Ajilore (2009), Dong &uwd(2010) and Mathuva (2009) All agree
that smaller number of days accounts receivable slnmiter cash conversion cycle improved

liquidity and profitability.

A number of studies have been done relating to imgrkapital management and its effect on
profitability but few has exploited on the implicat of profitability of manufacturing firms.
Therefore this study is aimed at filling the gap working capital management and its

implication on profitability of manufacturing firmgsted in NSE in Kenya.
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CHAPTER THREE

RESEARCH METHODOLOGY

3.1Introduction

This chapter discusses the research design, thgettpopulation, data set and sample; data
collection procedures data analysis procedure @sebthe final presentation of the study’s
findings.

3.2Research Design

Research design refers to the arrangement of ¢onslifor collection and analysis of data in a
manner that aims to combine relevance to the relsgarrpose with economy in the procedure.
Kothari (2004) observed that research design ki@ jprint which facilitates the smooth sailing
of the various research operations, thereby makesgarch as efficient as possible hence
yielding maximum information with minimal expendiéuof effort, time and money. The study
used a descriptive research design. Descriptivlysiaashows the mean, and standard deviation
of the different variables of interest in this studt also presents the minimum and maximum
values of the variables which help in getting ayme about the maximum and minimum values a

variable has achieved.

3.3Population

Population refers to all the members of a realygolthetical set of people, events or objects to
which we wish to generalize the results of our aesle The population of this study comprised
of all the manufacturing companies listed on therdta Securities Exchange (NSE). Listed

companies were appropriate for the study since Hreypublic entities operating under strict
corporate governance regulations, making theirnftrel and accounting disclosures largely
reliable. There are nine (9) listed manufacturireding on the Nairobi Securities Exchange
(Appendix 1).
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At the time of the study, two (2) (Kenya Orchardsl @. Baumann & Co.) of the nine targeted
manufacturing companies has been suspended fraindgran the NSE. These companies were
therefore eliminated from the sample, enablingstuely to utilize mainly secondary data from
the remaining seven (7) companies actively tradinghe NSE. The data was obtained from
document analysis of consolidated financial repoftgears ending December: 2009 to 2013 of
the 7 companies. The use of the secondary dataleehdlfte researcher to collect reliable
information from the target population. These répenabled the researcher to save time in data
collection; they are cost effective and containréguired information.

3.4Data Collection

For the purpose of this study, secondary data wasntain source of data. Data on the
profitability of the company as well as on the tatamber of current assets, debts, inventory

levels, was sourced from the company’s auditechfired statements for the years 2009 to 2013.

3.5Data Analysis

The data collected was analyzed using multivarieggression analysis to establish the
relationship between the independent variables aking capital: ACP, APP, ITID and CCC
and the dependent variable (Gross Operating Préfayording to Kothari (2004), regression
analysis is concerned with the study of how onemore variables affect changes in another

variable.

3.5.1 Analytical Model

The following analytical model was use for the stud

Yi=a+ Bl(ACP)t + Bz(LOS)t + Bg(CR)t + B4(DR)it + B5(APP)t + BG(ITID) it + B7(CCC)t +e

Where:
Y= Gross Operating Profit (Profitability) of firmat time t

a= Constant term for the independent variables

p= Regression model coefficient
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LOS =The size of the company

ACP= Average Collection Period

CR= Current Ratio

DR =Debt Ratio

APP= Average Payme

ITID = Inventory Turno

nt Period

ver in Days

CCC= Cash Conversion Cycle

e

3.5.2 Operationalizati

=the error term

on of the Variables

Variable Formula Description Measure

Gross Operating Profitt Gross Operating Profit *100| Firm’s Profitability %

(GOP) Gross Sales

Current Ratio (CR) Current Liabilities Firms Liquidity %
Current Assets

Company Size (LOS) Natural logarithm (Assets) Fiapital employed | In(Assets)

Debt Ratio (DR) Total Debts Firms Leverage %
Total Assets

Inventory Turnover Inventory *365 Firms Efficiency in Days

(ITID) Cost of Goods Sold Inventory Management

Average Collection Account Receivablé865 Firms Efficiency in Days

Period (ACP) Sales Receivable Management

Average Payment Account Payablé865 Firms Creditworthiness Days

Period (APP) Purchases

Cash Conversion Cycle(ACP+ITID)-APP How effectively a Firm i$ Days

(CCC)

managing its working

capital.

Source: Ross et al. 2008
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3.5.3 Tests of Significance

To test for statistical significance in the effettworking capital management on profitability of
manufacturing companies listed at Nairobi Secgifisxchange F statistic test and SRatistic
were used. The test of significant was done airttlvidual company level and then compared
for all the companies in the sample. The reseaatiysused 95 percent significance level. The
95 percent, a significance of p= 0.05 was usedesing the generally accepted conventional
level in social sciences research. This indicdtas25 times out of 100, we can be sure that there
is a true or significant correlation between the tvariables, and there is only a 5% chance that

the relationship does not truly exist.

Analysis of variance (ANOVA) was used to test tmepact of independent variables on
dependent variable. The ANOVA tests the model'ssptability and how model fits. It shows
Regression display information about the variadonounted for by the model and the Residual
information about the variation that is not accednby the model. In ANOVA, if significance
value of F > 0.05 then it means that model is reaeptable and variation illustrated by the
model is by chance. However, if significance vabfeF < 0.05 then it means that model is

acceptable and variation showed in the model igusbtoy chance.
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CHAPTER FOUR

DATA ANALYSIS, RESULTS AND DISCUSSIONS

4 .1 Introduction

This chapter presents the results of the analyatalttiat was collected and further discusses
the findings. The data was analyzed using bothrges® and quantitative techniques of
analysis. Quantitative techniques included con@aand regression models of analysis. The
tables and figures on this chapter are derived fitoendata resultant from the findings of the
study. The researcher presents the findings ofstnely in three sections; descriptive,

correlation and regression analysis. The studgdedn secondary data only.

4.2 Descriptive Statistics

Descriptive statistics shows the minimum, maximunean and standard deviation of the
variables of study. These statistics are essdotialsing all normative and cause-and-effect
statistical techniques effectively including hypedis testing, correlation and regression
analysis. This enabled the researcher understatet bige trends of the variables of study of
listed manufacturing firms for the period of sty@p09-2013).

Table 4.1: Annual Averages of Key Statistics

200¢ 041 | 63.99| 10253 9271 1928 078 0149 6434
201( 0.36 | 56.91| 10254 10288 160 084 012 6085
2011 042 | 6390| 8608 6819 1615 0.8p 010  81ls5
2017 041 | 59.34| 101.74 10798 18585 082  0.43  53[14
201° 038 | 6471| 10651 11991 1791 074 048 5131

Source: Research Findings
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Table 4.1 shows the annual averages of key statifir the listed manufacturing firms for
the period between 2009 and 2013. Such averagédeeth@ researcher to study the trends
of the variables for the period. The annual avesaige the 7 firms which were trading
during the time of study were the used in descmptcorrelation and regression analysis
models.

There are quite huge differences between the ats@atiection period, inventory turnover
period and accounts payables period among thel Imenufacturing firms across the period
of study. Regarding accounts collection period,lifted manufacturing firms in Kenya had
a maximum period of 65 days to collect debts frarstemers in 2013 while the same firms
took the shortest period of 57 days to do the sem#910. This may be explained by the
differences in commercial policies, competitive gare or inefficient management among

the listed manufacturing firms over the periodigéfyears.

The inventory turnover period for the listed marmtdiaing firms also varied over the period of
study, it took the longest period of 107 days tovewt inventories to sales in 2013 and the
shortest period of 86 days to do the same in 20kik could be due to diffusion on the product

nature, automation and technology levels usedadymtion processes.

The average payment period for the listed manufguirms also varied over the period of
study, in 2013 it took the longest period of 12@sdéor the firms to settle payables from their
suppliers while it also took shorter period of 68ysl in 2011 to do the same. This is highly
influenced by the company’s payment policies.

Regarding the gross operating profit, the firmsieadd highest gross operating profit at 42 % in
2011 and the least returns of 36 % in 2010. Tharahtogarithm of assets used as a proxy of
firm size however did not change much remaining magimum at 19.28 in 2009 and lowest at
16 in 2010. Current ratio used as a proxy of firtigsidity was maximum at 0.9 times in 2011
and minimum at 0.74 times in 2013. Debt ratio thexp of firm’s leverage was maximum at 13
% in 2012 and minimum of 8 % in 2013.
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Table 4.2: Descriptive Statistics for the Averagesf Variables

N Minimum Maximum Mean Std. Deviatior
GOP 5 0.36 0.42 0.40 0.03
ACP 5 56.91 64.71 61.77 3.45
ITID 5 86.08 106.51 99.89 7.94
APP | 5 68.13 119.91 98.32 19.51
LOS 5 13.8 17.8 15.6 1.35
CR 5 0.74 0.89 0.81 0.06
DR 5 0.08 0.19 0.12 0.04
cccC 5 51.31 81.85 62.30 12.18

Source: Research Findings

Table 4.2 shows descriptive statistics for the ages of the variables of the listed

manufacturing firms in Kenya.

Average collection period (ACP) was used to meadwoy many days it takes listed
manufacturing firms to collect cash from sales. Tiseed manufacturing firms in Kenya had
ACP minimum value of 57 days, maximum period ofd&fys, mean of 62 days and a standard
deviation of 4 days. The variations could be asslt of differences in commercial policies,
competitive pressure or inefficient management agritve listed manufacturing firms over the

period of five years.

The Inventory turnover period (ITID) was used toasige how quickly inventory flows through
the company from purchase to sale. The listed naatwifing firms had a minimum value of 86
days, maximum period of 107 days, mean of 100 dagsa standard deviation of 8 days. The
variations could be as a result of diffusion on gneduct nature, automation and technology

levels used in production processes.

Average payment period (APP) was used to measaravitrage number of days it takes Kenyan
manufacturing firms to pay its invoices The listadnufacturing firms had APP minimum value
of 68 days, maximum period of 120 days, mean ofl®@ and a standard deviation of 20 days.

This is highly influenced by the company’s paymealicies.
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Debt ratio was used to measure firm’s leverage gnkenyan listed manufacturing firms. The
listed manufacturing firm’s debt ratio had a minimwalue 8 %, maximum of 19 %, mean of 12
% and a standard deviation of 4 %. Current ratie used to measure liquidity of Kenyan firms.
The firms had a current ratio minimum of 74 %, nmaxin of 89%, mean of 81 % and a standard

deviation of 6 %.

Firm size for the listed manufacturing firms wagresented by natural logarithm of assets; it
had a minimum value of 13.8, maximum value of 17&an value of 15.6 and a standard
deviation of 1.35. The larger the firm size the engrofitable it is, this can be attributed to
benefits that comes with economies of scale by mdipg company’s production scale while

reducing average unit costs of production.

Table 4.3-4.6 shows the annual descriptive stesistr the dependent and explanatory variables
for the period of study independently. These diatisenabled the researcher to compare the

minimum, maximum, mean and standard deviationdiféerent years.

Table 4.3: Descriptive Statistics for Gross Operatig Profit

Year Minimum Maximum Mean Std. Deviation
2009 0.10 0.66 0.41 0.20
2010 0.11 0.67 0.36 0.20
2011 0.12 0.70 0.42 0.21
2012 0.09 0.64 0.41 0.21
2013 0.09 0.61 0.38 0.22

Source: Research Findings

Table 4.3 shows the descriptive statistics for &Operating Profit (GOP), it reveals that
the minimum value of GOP for the five years was i@%ear 2012 and 2013 respectively,
2013 had the lowest value of maximum return at 6dvl§iée 2011 had the highest value of
maximum return at 70 %. Mean value was highestGhl2at 0.42 and lowest in 2010 at
0.36. Standard deviation was lowest in 2009 and22D.20 and highest in 2013 at 0.22.
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Table 4.4: Descriptive Statistics for Average Collgion Period

Minimum Maximum Mean Std. Deviation
2009 29.76 102.96 63.99 32.83
2010 25.24 83.06 56.91 19.93
2011 20.88 106.11 63.90 32.99
2012 24.25 107.65 59.34 27.14
2013 26.78 114.95 64.71 30.04

Source: Research Findings

Table 4.4 shows descriptive statistics for averagslection period. Listed Kenyan
manufacturing firms had highest values of minimmn2009 at 30 days and lowest in 2011 at 21
days. Maximum was highest in 2013 and 115 and Ibime®010 at 83 days. All these reflect the

number of days within which the firm’s collectecteésables from customers.

Mean was highest in 2013 at 65 days and lowesODikD2at 57 days. Standard deviation was
highest in 2009 and 2011 at 33 days and lowesD1® At 20 days.
Table 4.5: Descriptive Statistics for Inventory tunover period

Year Minimum Maximum Mean Std. Deviation
2009 34.48 153.08 94.01 44.72
2010 ' 32.63 201.99 102.54 56.36
2011 42.04 167.96 86.08 43.97
2012 27.14 204.01 101.78 61.98
2013 33.66 150.83 106.51 42.59

Source: Research Findings

Table 4.5 shows inventory turnover period statsstar the listed manufacturing firms in Kenya.
The minimum was highest in 2011 at 42 days and $owe 2012 at 27 days. Maximum was
highest in 2012 at 204 days and lowest in 20135atdays. Mean was highest in 2013 at 107
days and lowest in 2011 at 86 Standard deviatios ighest in 2012 at 62 days and lowest in

2013 at 43 days. All these represented the pefigdroverting inventory to sales.
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Table 4.6: Descriptive Statistics for Average Paynma Period

Year Minimum Maximum Mean Std. Deviation
2009 21.88 160.01 92.71 52.16
2010 15.94 185.41 102.88 60.78
2011 18.79 182.06 68.13 55.64
2012 25.64 241.73 107.98 73.15
2013 27.33 254.43 119.91 85.37

Source: Research Findings

Table 4.6 shows descriptive statistics for avenpggment period for the listed manufacturing
firms. The minimum was highest in 2013 at 27 dayd Bwest in 2010 at 16. Maximum was

highest in 2013 at 254 days and lowest in 200968t days. Mean was highest in 2013 at 120
days and lowest in 2011 at 68 days. Standard dewiatas highest in 2013 at 85 days and

lowest in 2009 at 52 days. These represented ttedpaf settling the supplier’'s debts.

4.3 Correlation Analysis

Spearman’s correlation analysis was used to deteritiie degree of association between the

firm’s profitability and working capital, the redslbelow were obtained.

Table 4.7: Correlations Analysis Matrix

ACP ITID APP LOS CR GOP
ACP 1
ITID . D.098 1
APP 0.269 0.24¢ 1
LOS 0.134 -0.183 -0.0¢4 1
CR A496* -0.04 -0.04¢ -0.08¢ 1

0.29¢ 0.17% 0.2¢ -0.41¢ 1

DR 0.13¢
GOP -0.262 -0.217 0.46: 0.381 0.12¢ -0.04¢ 1

*, Correlation is significant at the 0.05 levelt@led).
Source: Research Findings
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Table 4.7 illustrates the results obtained from t@relation analysis for the listed
manufacturing firms for the period of studydat 5%. The result shows negative correlations
between gross operating profit with average cathegberiod and inventory turnover period with
correlation coefficients of -0.262 and -0.217at 5% respectively. This implies that collecting
payments from customers within the shortest timgsiide and reducing the period of ordering

raw materials can significantly increase firm’s fitedility.

The results also indicate a positive correlatiomwken gross operating profit and average
payment period with a correlation coefficient ofi@3. This implies that if firm’s can delay
making payments to their suppliers without affegtiits reputation then this can lead to
increased profitability. The result shows a positoorrelation between firm’s profitability and
size with a correlation coefficient of 0.381 implgithat the larger the firm the higher the profits
it could be making thus it's advisable to alwaysr@ase firm’s size. This could be as a result of
economies of scale the firm enjoys. Such benafmgortantly enhances firm’s profitability by
expanding company’s scale of production while réuydt average production cost per unit.
There is a negative correlation between debt ratid gross operating profit also with a
correlation coefficient of -0.046. The debt rat® used to measure firm’s leverage and this
implies that the lower the leverage the more pabfé a firm is likely to be. The result also
shows a positive correlation between the curretib naith the gross operating profit with a
correlation coefficient of 0.125. The current ratoused to measure firm’s liquidity and is
therefore advised that firms maintain the ratiohhiig order to result to higher profitability. It is
only the current ratio that is highly significan©8 in the correlation matrix while the rest of the

variables are insignificant.

4.4Regression Analysis
A multivariate regression model was used to deteertiie cause-and-effect relationship between

working capital management and gross operatingtpiidfis involved the use of pooled ordinary

least squares (OLS) and fixed effect framework. f@seltant regression model is as follows;

GORt = Bo + B1 (ACPy) + B2 (ITIDjt) + B3 (APRy) + B4 (LOSt) + Ps (CRit) +Pe (DRit) +e
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To conduct regression analysis using ordinary legaares the researcher ran three models in
which each explanatory variable was alternated evkdeping control variables constant. This
enabled the researcher to determine the effect aking capital management on firm’s
profitability through finding the influence of eaddomponent on working capital management

individually. The study therefore came up with thnmodels for each component of working
capital management.

Table 4.8: Regression Model for Accounts CollectioReriod

Model Adjusted F Std. Error o
R R Square Squar: the Estimate
.613 376 154 .22361

Source: Research Findings

Table 4.8 brings out the relationship between ayewllection period and gross operating
profit,

GOP=Bg +B1 (ACPit) + B2 (LOSt) + B3 (CRit) + B4 (DRt) +¢

Coefficient of multiple determination (adjustec?I)FlSA% which is the percentage of variance

explained uniquely or jointly by independent valésh This implies that the percentage of
variance explained by average collection periath §ize, current ratio and debt ratio is 15 %.
The model also has a standard error estimate &8.22

Table 4.9: ANOVA Model for Accounts Collection Perod

Model Sum of Mean
Squares Df Square f Sig
1 Regression 422 D .084 1.689 .202
Residual .700 14 .050
Total 1.122 14

Source: Research Findings

The analysis of variation shows that it is notistaially significant at. = 5%

since 0.02 > 0.05 using F test =1.698.
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‘Table 4.10: Coefficients for Accounts Collection Reod

Model Unstandardized Standardized
Coefficients Coefficientd
B Std. Error Beta t Sig.

1 (Constant .320 2771 1.156 267
ACP | -.002 .004 -.36 -1.2 221
LOS .025 .017% -.35 -1.6 129
CR .148 .095 46 1.5 139
DR | 210 286 20 73 476

Source: Research Findings

The results of this model indicate that the coedfit of accounts collection period for the listed
manufacturing firms in Kenya is -0.02 @t 5%, this means the relationship between accounts
collection period and gross operating profit foe firms is negative. Therefore an increase in
collection period leads to decrease in firm’s gadfility and vice versa. The coefficient of firm
size is 0.025; this means that the relationshipvéen gross operating profit and firm size is
positive further implying the larger the firm theora profitable it is. In addition, coefficients for
current ratio, and debt ratio for the firms are%8and 21% respectively. This implies that an
increase for each leads to an increase in grogsitopg profit. The constant for the model or Y-
intercept is 0.32 which the value of dependentaldei GOP when independent variables equals
to 0. However none of the variables is significaimice they all have significances greater than

0.05. T statistic is used to test the significance.

4.4.1 Regression Model for Inventory Turnover Perid

This model shows the relationship between inventwnyover period and gross operating profit
GOP=0g + 1 (ITID it) + B2 (LOSt) +P3 (CRit) + P4 (DRit) +¢
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Table 4.11: Regression Model for Inventory TurnoverPeriod

Model Adjusted R Std. Error of
R R Square Square the Estimate
1 .560 313 .068 .23462

Source: Research Findings

Adjusted Fg also referred to coefficient of multiple deterntina is 6.8% which is the

percentage of variance jointly or uniquely expldifg the independent variables. This implied
that 7% of variance of the model is explained byeitory turnover period, firm size, current

ratio and debt ratio. The model has a standara estomate of 0.23.

Table 4.12: ANOVA Model for Inventory Turnover Period

Model Sum of Mean
Squares Df Square f Sig.
1 Regression 352 b .070 1.27§ 327
Residual T71 14 .055
Total 1.122 1

Source: Research Findings

Inventory turnover period is however not signifitahé = 5% since 0.327 > 0.05. The F

statistic is used to test significance.

Table 4.13: Coefficients for Inventory Turnover Perod

Model Unstandardized Standardized
Coefficients Coefficients
B Std. Error Beta t Sig.
(Constant) 276 .307 .900 .383
Los |  .023 016 -.348 -1.429 177
CR .073 .081 .228 .903 .382
DR -.008 .285 -.008 -.029 977
ITID -.018 .001 110 452 .658

Source: Research Findings
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The regression model for inventory turnover pefarcthe listed manufacturing firms results has
a coefficient of -.018 which means that there eaistegative relationship between inventory
turnover period and gross operating profit; thistunn implies that an increase in inventory
turnover period results to an increase in grossating profit and vice versa. However none of
the variables is significant at= 5% since they have significance greater thah.@oefficients
for firm size, and current ratio are 0.023, and %3respectively, this means that their
relationship with gross operating profit is negatand further implies that an increase of either
will result to an increase in firm’s profitability.

Coefficient for debt ratio is -0.008 meaning theslationship is negative which further implies
an increase in debt ratio results to a decreasienis profitability. The constant for the model

(Y intercept) is 0.276 which is the value of gragserating profit when all the independent
variables (inventory turnover period, firm sizerremt ratio and debt ratio) equals to zero.

However, none of the variables is significant siattdave significance greater than 0.05.

4.4.2 Regression Model for Average Payment Period

This model shows the relationship between averagenpnt period in days and gross operating

profit for the listed manufacturing firms.

GOP=Bg + B1 (APPjt) + B2 (LOSt) + B3 (CRit) + B4 (DRjt) +¢

Table 4.14: Regression Model for Average Payment Red

Model Adjusted R Std. Error of
R R Square Square the Estimate
q74 .600 457 17911

Source: Research Findings

Adjusted R (Coefficient of multiple determination) is 45.7 #hich is the percentage variance
explained uniquely or jointly by the independentiatles. This implies that 46 % variance of
the model is explained by the average payment gefiton size, current ratio and debt ratio. The

model has a standard error estimate of 18 %.
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Table 4.15: ANOVA for Average Payment Period

Model Sum of Mean
Squares df Square f Sig,
Regression .673 5 135 4.197 .015
Residual 449 14 .032
Total 1.122 19

Source: Research Findings
Analysis of variance of the model shows that highly significant at. = 5% since 0.015 <
0.05. F statistic is used to test significance.

Table 4.16: Coefficients for Average Payment Period

Model Unstandardized | Standardized
i Coefficients Coefficients
I B - Std. Error Beta - t Sig.
1 (Constant) | .084 .234 .358 725
LOS .023 .012 -.332 -1.898 .082
CR .082 .062 .255 1.330 .205
DR -.109 208 | -.105 -523 | .609
APP .002 .000 .567 3.221 .006

Source: Research Findings

Regression analysis coefficient for accounts paslgeriod is 0.02 which means that the
relationship between gross operating profit andaye payables period is positive. This implies
that an increase in accounts payables period sedit increase in firm’'s profitability.
Coefficients for firm size, and current ratio aréa2 and 8.2 % respectively, this means that the
relationship between gross operating profit andnthe positive which in turn implies that

increase in them results to increase in firm’s ipabflity and vice versa.

The coefficient for debt ratio is -0.109 which meahe relationship between gross operating

profit and debt ratio is negative, this impliesttha increase in debt ratio results to a decraase i

40



firm’s profitability and vice versa. The Averageypaent period ratio is highly significant since
0.013 is less than 0.05. All the other variablesiasignificant since their significance is greater
than 0.05. T statistic is used to test the sigaifee of the model. The constant (Y intercept) of
the model is 0.084 which is the value of gross afeg profit when all the independent

variables equals to zero.

4.4.3 Regression Model for Cash Conversion Cycle

Cash conversion cycle is just conclusive measureocoking capital management and should not
be part of the model. However in order to undest@md compare the effect of cash conversion
cycle as comprehensive measure of working capi@hagement on firm’s profitability, the
researcher introduced this model. It brings out tdmenbined effect of working capital

management as opposed to the previous models dnatsgparately done.
GOP=0 +B1 (CCCit) + B2 (LOSt) + B3 (CRit) + P4 (DRit) +¢

Table 4.17: Regression Model for Cash Conversion Cie

Model R R Square Adjusted R Square Std. Error of the Estimate

1 .788 .621 486 17432

Source: Research Findings

The adjusted E%(coefficient of determination) is 48.6 % whichtie percentage of variance

explained by the independent variables. This insgiat 49 % variance of the model’s variance
is explained by cash conversion cycle, firm sizghtdatio and current ratio. The model has a
standard error estimate of 0.17.

Table 4.18: ANOVA for Cash Conversion Cycle

Model Sum of Mean
Squares df Square F Sig.
1 Regression .697 b 139 4.58/7 .01
Residual 425 14 .030
Total 1.122 19

Source: Research Findings
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Analysis of variance of the model shows that ihighly significant since 0.011 < 0.05. F
statistic is used to measure significance.

Table 4.19: Coefficients for Cash Conversion Cycle

Model Unstandardized  Standardized
Coefficients Coefficients

B Std. Error Beta t Sig.

1 (Constant 229 218 1.050 312
LOS .028 .014 -.440 -2.451 .031

CR 149 .063 465 2.354 .034

DR 173 201 .168 .859 405

CCC -.002 .000 -.600 -3.425 .004

Source: Research Findings

The regression model for cash conversion cycle taohsis — 0.02, this means that the
relationship between the cash conversion cycle gnods operating profit is negative. This
implies that an increase in cash conversion cyeselts to an increase in firm’s profitability and

vice versa.

Firm size, current ratio, and debt ratio constamés positive meaning the relationship between
them and gross operating profit is positive and #maincrease in either results to an increase in
firm’s profitability. Firm size and current raticaxables are highly significant since 0.031 and
0.034 significances are less than 0.05. T statistiased as a measure of significance, the
constant (Y intercept) for the model is 0.229 whigkhe value of gross operating profit when all

the independent variables equals to zero.

4.5Interpretation of the Findings

Working capital is considered an essential inpwatals realization of company profitability.
The study found that manufacturing firms’ payabkripds were longer than the receivable
period. This partly meant that the firms’ accelemattechniques were deficient in mobbing-up
receivables to the required profitability levels this study, the trade payables period was fdond
be substantially longer than the receivables peridds meant that the manufacturing companies
were accelerating their receivables more than t{heyables. The regression analysis from the study

found a positive relationship between gross opaggpirofit and independent variables under study.
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The study found a positive relationship betweerhaasnversion cycle and gross operating profit
which means that increase in cash conversion agdalts in increase in firm’s profitability also
there is a positive relationship between accouaysiple period and firms gross operating prafits t
implies that an increase in accounts payables ghageults an increase in firm’s profitability.
However the relationship between accounts collagtieriod and gross operating profit for the
firms is negative, therefore an increase in cdlbectperiod leads to decrease in firm’'s

profitability and vice versa.

The results of this model indicate that the coedfit of accounts collection period for the listed
manufacturing firms in Kenya is -0.02 @t 5%, this means the relationship between accounts
collection period and gross operating profit foe firms is negative. Therefore an increase in
collection period leads to decrease in firm’s faddility and vice versa.The regression model for
inventory turnover period for the listed manufactgrfirms results has a coefficient of -.018
which means that there exist a negative relatign&l@gtween inventory turnover period and
gross operating profit; this in turn implies thatiacrease in inventory turnover period results to
an increase in gross operating profit and viceardrRegression analysis coefficient for accounts
payables period is 0.02 which means that the oglahip between gross operating profit and
average payables period is positive. This implieg &an increase in accounts payables period
results an increase in firm’s profitability. T s&ic is used to test the significance of the model
The constant (Y intercept) of the model is 0.084clhis the value of gross operating profit
when all the independent variables equals to ZEnhe. regression model for cash conversion
cycle constant is — 0.02, this means that theioglslip between the cash conversion cycle and
gross operating profit is negative. This implieatthn increase in cash conversion cycle results
to an increase in firm’s profitability and vice gar Firm size, current ratio, and debt ratio
constants are positive meaning the relationshipvdxen them and gross operating profit is
positive and that an increase in either resul@ntincrease in firm’s profitability. Firm size and
current ratio variables are highly significant €n@.031 and 0.034 significances are less than
0.05. T statistic is used as a measure of sigmifieathe constant (Y intercept) for the model is
0.229 which is the value of gross operating profiien all the independent variables equals to
zero.
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The adjusted Ei(coefficient of determination) of the four modéMCP, ITID, APP, and CCC)
are 37.6%, 31.3%, 60.0% and 62.1% respectivelys Tdiimplies that the variability of the

variables used in the models causes 37.6% perdethieachanges in the average conversion
cycle, 31.3% on inventory turnover period, 60.0%average payment period and 62.1 on cash
conversion cycle. The remaining 42.4% changes ograge collection period, 68.7% on
inventory turnover period, 40% on average paymenbgd and 37.9% on cash conversion cycle
reflect the portion which is not explained by treiables included in the models. Moreover, the
overall significances of the models when measusethéir respective F statistics are 1.69, 1.28,
4.2, and 4.59 with significance values of 0.2032@, 0.15 and 0.11 respectively indicate that
the models are well fitted at the 5% significareeel. The implication of the above result is that,
the increase or decrease in independent variable significantly and negatively affect
profitability of the firms. It means that the shartthe firm’s accounts receivable period, the
higher will be the profitability and vice versa.

The cash conversion cycle efficiently, means effiti management of accounts receivable
period, inventory holding period and accounts p&yaieriod. By managing efficiently these

three items of the firm (by making short accouetsivable period and inventory holding period

and/or making long accounts payable period) maisagan control the efficiency of cash

conversion cycle and its impact on profitability.
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CHAPTER FIVE

SUMMARY, CONCLUSION AND RECOMMENDATIONS

5.1Introduction

This chapter discusses the findings presented apteh four with line to the objectives of the
study culminating into this discourse and furtheest to draw a conclusion from the results
obtained.

5.2Summary

The study sought to establish the effect of worldagital management on firm’s profitability in
Kenya. The study used all the listed manufactufirmgs which were trading during the period of
the study for five years between 2009 and 2013.ti#dl data required was obtained from the

firm’s audited financial statements.

The study found out that there exist a negativati@iship between average collection period
and firm’s profitability among the listed manufaghg firms in Kenya. This implies that a
decrease in accounts receivables period resuliscteased profitability and vice versa. This
implied that firms early in collecting their recales earn higher profits as compared to those
recovering receivables late. The findings were gneament with Hyder, Niaz, Falahuddin &
Ghulam (2007); and Raheman and Nasr (2007) whortexpdhat profitability was inversely
related to receivable collection period, but coditeed Ghosh and Maji (2003) found a positive
relationship between collection period and EBITigating that credit facility increases sales of

firm which ultimately increases profitability.

There also exist a negative relationship betweevenitory turnover period and firm’s
profitability among the listed manufacturing firms Kenya. This implies that a decrease in
inventory turnover period results to increased ipability and vice versa. However there exist a
positive relationship between accounts payable®geand firm’s profitability among the listed
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manufacturing firms in Kenya. This implies thatianrease in accounts payables period results
to a decrease in profitability and vice versa.ummary the shorter the cash conversion cycle the
more profitable the listed manufacturing firms amentory turnover in days (ITID) had an
insignificant effect on gross operating profit. Hawer, ITID only impacted on LOP when the
credit ratio (CR) was dropped from the model in eilhcase a unit increase in ITID increased
LOP by 0.25. The findings were consistent with thoERoumiantsev and Netessine (2005) who
did not find a relationship between return on assetd inventory levels but instead found that
superior earnings are associated with the speedchaihge/responsiveness in inventory
management, but contradicted the findings of Cheal.g2005, 2007) who reported that firms

with abnormally high inventories have abnormallpptmng-term stock returns.

Inventory turnover in days (ITID) had an insignéid effect on gross operating profit. However,
ITID only impacted on GOP when the credit ratio {G#as dropped from the model in which
case a unit increase in ITID increased GOP by Or28. findings were consistent with those of
Roumiantsev and Netessine (2005) who did not finelationship between return on assets and
inventory levels but instead found that superiornggs are associated with the speed of
change/responsiveness in inventory managementcdnitadicted the findings of Chen et al.
(2005, 2007) who reported that firms with abnormdligh inventories have abnormally poor

long-term stock returns.

The study also established that that an increasash conversion cycle led to a decrease in the
gross operating profit, indicating a negative tietaghip between the two variables. A unit
increase in translated to a decrease in grosstomgekay 0.078. This implied that firms with high
cash conversion cycle earn low profits as compardnims with low cash conversion cycle. The
findings concurred with those of Ejelly (2004), wheported that cash conversion cycle is a
better measure of liquidity than current ratio aliglidity has a negative relation with
profitability. The findings also agreed with thoeé Ramachandran and Janakirama (2006);
Nobanee (2009); Chaterjee (2010); Nobanee et al0j20Akgun and Meltem (2010) and
Rezazade and Heidarian (2010) all of whom hadezamiported a negative relationship between

CCC’s components with profitability.
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5.3Conclusion

Working capital management is important becauséfécts both profitability and liquidity for a

firm, and consequently its value. Management peréorce would be improved by managing
working capital efficiently. Applying panel dataaysis including pooled OLS regression and
fixed effect estimation we find that cash conveansaycle negatively associated to the gross
operating profit (GOP). The results show that mansgcan improve their performance by
managing working capital efficiently. Accounts re@dles period and inventory turnover period
components of cash conversion cycle have negaélationship with profitability. Accounts

payables period elsewhere has a positive relatipnsith firm’s profitability. These results

imply that firm’s profitability is increased by deasing accounts receivables period and
inventory turnover period. Although finance managérar for managing accounts payables
period might stem from the fact that more contngjlithe accounts payables period would

damage firm’s reputation, and consequently decrpadéability.

Usually, the amounts invested in working capita aften too high in proportion to the total
assets employed and so it is vital that these fanelsised in efficient and effective way. A firm
can be very profitable but if this is not transthieto cash from operations within the same
operating cycle, the firm may have to borrow tomamp its continued working capital needs.
Thus the two objectives of profitability and liqutyd must be traded off. Investment in current
assets is inevitable to ensure delivery of goods services to the final consumers and proper
management of the same should give the desiredcingither on profitability or liquidity. If
resources are blocked at different stages of supipdyn, this will prolong the cash operating
cycle. Although this might increase profitability baising sales, it may also adversely affect the
profitability if costs tied up in working capitakeeed the benefits of holding more inventories

and granting more trade credit to customers.

Findings of this study indicate that efficient wiordx capital management results to increased
firm’s profitability. The conclusion of this studwas that when efficient working capital

management leads to better financial performanben tone should expect a negative
relationship between the financial performance #ral working capital measures. The study

shows that profitability of manufacturing firms degpus upon effective working capital
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management. Gross operating profit is positivelatesl with average collection period and
average payment period. It is therefore profitaioledelay payables and invest the money in
different profitable ventures/areas. On the ottardhfirms should collect receivables as soon as

possible because it's better to receive inflowsigodhan later.

Gross operating profit on the other hand is negéticorrelated with the cash conversion cycle.
This means that by shortening CCC, firms’ profii&pimproves. The longer the CCC, the more
the firm must invest in working capital. The stutigrefore concludes that there is a relationship
between the various components of working capndicating that effective working capital
management has a great impact on profitability.

5.4Recommendations for Policy

The study established that efficient working cdpitanagement results to increased profitability
among the listed manufacturing firms in Kenyasltekpected that finance managers will get a
clear understanding of the relationship betweenividdal working capital management

components and profitability. Based on the finditigs following recommendations are made

for each component of working capital.

There exist a negative relationship between avecafection period and firm’s profitability.
This therefore means that a decrease in the peesults to increase in profitability and thus
firms should try as much as possible to reduce pgleod for collecting receivables from
customers. Firms should however be careful thatdbes not harm their volume of credit sales
which can adversely affect its profitability. Thmmediate receipt of cash can minimize the time
gap between sales inflow and the outflow for rawtamals and labor paid for production.
However, it is not practical for firms to have allles paid for in cash due to their trade credit
policy or competitor's pressure. Almost all firmkeep some daily receivables in their daily
operations. The advantage of reduced receivabldsist results to reduced bad debts through
accelerated collections. The firms can reduce cashersion cycle period so as it can lead the
company liquidity higher. A careful reduction ofstaconversion cycle period will improve the
liquidity of a manufacturing firm and excess casim de reinvested in the firm. The accounts

receivable should be collected soon and they shsu&tch the payments for better liquidity

48



position. The manufacturing firms should shorte@ dkebtors’ collection period and extend the
creditors’ payment period so as the firms can hawféicient liquidity to carry out day to day

operations.

The relationship between inventory turnover peaond firm’s profitability is also negative; this
implies that a decrease in inventory turnover dagsilts to increased profitability. The inventory
turnover period is the number of days requiredrtteoraw materials, produce and sell product.
Therefore it depends on both production and salesegses. Production time is subject to nature
of product, automation level and technology usedm$ therefore must make a trade-off
between speed of production, product quality angt o innovation. Sales process elsewhere
depends on product readiness to satisfy custonestsnehen required. Merits of firms reducing
inventories includes reduced warehouse space, eddusbsoleteness of products, low
depreciation and low deadweight costs associat#iul ivwentories such as cash tied up in raw
materials or work-in-progress which could be paijitity used elsewhere. The study
recommends that the longer the accounts payalddydtter the profitability this could be due to
good name created by suppliers and suppliers willnterrupt supplies to the firm which in turn

leads to smooth operation during the year and epdgith better profitability

The relationship between average payables periddian’s profitability is positive, this implies
that an increase in average payables period rasudils increased profitability. Average payables
period is the number of days which the firm is aldedelay payment on raw materials to its
.suppliers. The delay in payment is seen as anngitéinancing that helps a company to save
costs associated with external financing such ak b@an. However a trade-off between the
period of delay and damaging of long-term relatiopsvith suppliers must be appropriately set.
Firms should maintain its current assets for meeitis short term obligation. The firms should
increase their liquidity by shortening their delstarollection period and cash conversion cycle

whereas increasing their creditors’ payment pefoodetter liquidity position.

Poor management of working capital means that fuardsunnecessarily tied up in idle assets

hence reducing liquidity and also reducing theihib invest in productive assets such as plant
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and machinery, so affecting profitability. In ordéo improve on the working capital
management practices of listed manufacturing fiiims,recommended that management should
establish a credit control systems preferably vatfull-time credit officer and follow credit
control policy procedures. Also, the firms must @awllection policies to ensure that amounts

owing are collected as quickly as possible.

The inventory management of the studied companias wadequate in terms of inventory
conversion cycle, order management, and inventogks. Based on this, the study recommends
that there should be a proper inventory managesyetem to avoid over-stock and stock-outs.
Also, there is need to have a defined model on etozsis orders, buffer stocks, and reorder
levels are determined. Companies should also enigagdgationship with those suppliers who

allow long credit time period and those customehns allow short payment period.

5.5Limitations of the Study

The period of study was five years which was atsw $hort to observe changes in variables

overtime. Some of changes could not be observed the

The indicator options adopted under each objectirea to measure the companies’ WCM
practices may not be exhaustive. There is thu®peansity of the not measuring variables under
study with precision.

Changes in operations efficiency of the listed firadue to technological change, the results
obtained may not reflect the same results in thieenti situations and therefore there is need to

carry out study in future to track the progress.

5.6 Suggestions for Further Research

Studies should be done about working capital manageéin firm from specific sectors so as to

be able to generalize the findings.

Other categories of listed institutions also haweetion of working capital management and a
study should be done on the effect of working @prtanagement on their profitability based on

the findings of this study.
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Further study on effect of working capital managetman profitability should be done with more

firms including those not listed and include ak tectors and extend the period of study.

Lastly, future researchers are advised to adoperotlets of WCM indicators to test how
respective practices influence the companies’ tir@mperformance. This will significantly make
contributions towards establishing a comprehensgkolarly opinion relating to corporate

finances and WCM modifications.
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APPENDICES

Appendix I: Listed Manufacturing Companies

S. No. COMPANY STATUS
1 A. Bauman & Co. Lt Not Trading

2 Carbacid Investment L Trading

3 Kenya Orchards Lt Not Trading

4 B.O.C Kenya Ltd Trading

5 East Africa Breweries Ltd Trading

6 Mumias Sugar Company Ltd Trading

7 British America Tobacco Kenya Ltd Trading

8 Eveready East Africa Ltd Trading

9 Unga Group Ltd Trading

Source; Nairobi Security Exchange Webgitew.nse..co.ke/listecompanies/list
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Appendix II: Data Collection Form

Company Name

Variable

200¢

201C

2011

201z

201:

Sale:

Gross Operating Pro

Accounts Receivabl

Inventory

Cost of Sale

Accounts Payab

Total Asset

Current Assel

Current Liabllitie!

Total Deb
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Appendix IlI: Individual Company’s Variables for th e Period of Study

1. B.O.C Kenya Ltd

Year ACP ITID APP CcCC LOS CR DR GOP
2009 102.96| 124.65 152.71 74.9Q 16.72 0.38 0.04 904
2010 83.06 145.34] 179.70 48.71 16.22 0.40 0.01 0.49
2011 106.11| 109.17] 20.09 195.1 13.97 0.52 0.03 704
2012 69.73 127.26| 241.73 -44.74 1544 0.48 0.01 50.b
.2013 .94.98 111.66 | 254.43. -47.79 17.7é 0.45. O.()l. 20.5b
2. East Africa Breweries Ltd

Year [ACP [ ITID [APP [ CCC | LOS| CR | DR | GOP
2009 44.14 | 148.45] 160.01 -33.7 17.36 0.5 0.7 0.49
2010 51.66 | 65.91 185.41 -67.89 14.183 0.6) 0.14 0.49
2011 57.45 | 70.34 182.06 -54.28 14.50 1.1p 0.08 0.48
2012 53.84 | 101.35 152.80 2.39 16.68 1.25 0.37 0.47
2013 55.72 | 86.39 132.74 9.37 16.1y 1.43 0.19 0.48
3. Mumias Sugar Company Ltd

Year | ACP ITID APP CcccC LOS CR |DR | GOP

2009 | 100.90| 34.48 108.67 26.71 14.37 136 0.19 0.28
2010 | 77.76 32.63 87.72 22.67 14.41 200 0[14 0.31
2011 | 89.28 42.04 71.45 59.87 16.96 220 0[13 0.34
2012 | 107.65| 55.31 96.62 66.34 16.44 125 020 0.29
2013 | 114.95| 148.09 207.21 55.83 13.83 119 Q113 0.1
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4. Eveready East Africa Ltd

year | ACP | ITD | APP | CCC | LOS| CR | DR| GOR
2009 | 4950 | 153.08] 49.69| 152.80 1654 1501 0.836 0.8
2010 | 54.40 | 201.99] 97.47] 18892 1396 141 0388 0.p4
2011 | 50.00 | 167.96] 71.43] 14658 1567 1.11 0.0 0.20
2012 | 46.92 | 204.01] 80.81] 170.1p 17.80 126 0.24 0p3
2013 | 5604 | 15083 4989 15788 1460 065 015 0p4
5. British American Tobacco Kenya Ltd

Year |ACP | ITID |APP | CCC | LOS | CR | DR | GOP
2009 | 29.76 | 110.08] 95.87| 4397 1556 102 006 059
2010 | 43.16 | 10259 64.85| 80.90 17.82 085 0.9 0.20
2011 | 20.88 | 102.03] 73.35| 4956 1452 0.77 0047 0.7 °
2012 | 2425 | 14454 11720 5160 1451 085 005 064
2013 | 26.78 | 134.39] 11368 4749 1718 080 004 051
6. Carbacid Investments Ltd

Year |ACP | ITID | APP | CCC | LOS | CR | DR | GOP
2009 | 90.21 | 68.13| 60.12] 98.22] 1381 009 002 0.66
2010 | 63.07 | 99.94| 89.04] 73.98 1558 017 004 067
2011 | 9351 | 50.37| 39.74] 104.14 1746 011 009 0.60
2012 | 73.01 | 27.14| 41.07] 59.08] 1423 028 001 0.0
2013 | 57.29 | 33.66| 54.06| 36.89] 1452 0.10 004 058
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7. Unga Group Ltd

Year ACP ITID APP CCC LOS CR DR GOP

2009 30.49 | 78.83| 21.88] 87.4] 14.78  0.54 0.0 0.10
2010 25.24 | 69.36 | 15.94| 78.664 17.12 0.39 0.0 0.11
2011 30.10 | 60.64 | 18.79| 71.95 16.65 0.40 0.0 0.12
2012 39.95 | 52.86| 25.64| 67.17 13.75  0.42 0.0 0.09
2013 46.30 | 80.56 | 27.33] 99.53 1598 0.54 0.0 0.09
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