WORKING CAPITAL MANAGEMENT AND PROFITABILITY OF LISTED
COMPANIES IN NIGERIA !

Abstract

Working capital constitutes a substantial component of the total assets and liabilities of many
organisations. Expectedly therefore, the way in which it is managed will have a significant impact 1973:50
on profitability of the company concerned. It is for this reason that a large number of business many orj
Jailures in the past were attributed to the inability of financial managers to plan and control the

working capital of their respective Sirms. These managerial inadequacies are still manifesting in
organisations today in the form of high bad debts, over/under stocking, cash crises among others

with their concomitant effect on their operational performance. This paper was set out to = Ih?‘ P
empirically investigate the predictable power of working capital management on profitability of cmpincal
listed companies in Nigeria. A cross sectional survey design was adopted using 50 firm-year Managen
observations extracted from the annual report and accounts of 25 non-financial quoted companies managen

selected judgmentally covering 2005-2006. The Ordinary Least Square Regression analysis was o
employed in the analyses of data guided by a simple multiple regression model. From the results -
obtained, it was found that the combine practicable power of working capital components on
profitability is significant. The result also revealed that all the working capital components, namely,
inventory conversion period (ICP), debtor’s collection period (DCP) and creditor’s payment period .
(CPP) affect profitability, albeit only DCP has a significant effect, thus demonstrating the i

importance of the different components of working capital in the determination of profit. On the Since S
basis of these findings, we recommend among others that, managers and indeed organisations '
should concentrate on the proper management of each working capital components and keep them

at optimal levels, as this will go a long way to enhance profitability and create value for their her
companies. the: coi

Key Words: Working Capital Management, Profitability, working capital components, Nigeria. 2.1 Prof®

1.0 Introduction : 3
The primary objectives of corporate organisations are still financial, of which profit maximisation is neverthe

chief (Damilola, 2007:20, KPMG, 2005). This leading position of profit is attended for many appropria
reasons including the fact that profit is the basis for evaluating all the financial Jccisions of a firm 2005:8

and also the most appropriate measure of corporate performance under competitive market companie
conditions among others (Pandey, 2005:4). However, the volume of profit a firm can generate is a tll finan
function of several factors, within and outside the control of the organisation. Among these factors

or determinants of profits is the composition of assets and: liabilities in the balance sheet as well as ncep
the quality of decisions made in this respect. I} ACCOm
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Interestingly, working capital (current assets and current liabilities) constitutes a substantial
component of the total assets and total liabilities of many organisations (Raheman & Nasr,
2007:279; Deloof, 2000) and hence the impact of its management on profitability cannot be ignored.
This places a demand on the financial manager to effectively and efficiently manage this
component.

Infortunately, a large number of business failures in the past had been blamed on the inability of

financial managers to plan and control the working capital of their respective firms (Smith,

1973:50). These reported inadequacies among financial managers are still manifesting today in

many organisations in the form of high bad debts, high inventory cost, etc, which adversely affect

‘heir operating performance. These trends arouse some questions such as; to what extent does
srking capital management and its components affect profitability?

'n this paper, working capital management and profitability of listed companies in Nigeria is
-mpirically examined, with the objective of determining the extent to which working capital
management affects profitability. The paper is anchored on the proposition that ‘working capital
management has no significant effect on the profitability of listed companies is Nigeria’.

 is believed that the result findings of this paper will enable firms in Nigeria to decide on the
orking capital level that is optimal (optimal mix of working capital component), with a view to
maximising returns and shareholders’ wealth without undermining other objectives of the company.

2.0 LITERATURE REVIEW

Since Smith (1973) attributed large business failures which occurred during his time to working
-apital mismanagement, the subject has elicited considerable interest among scholars and
-=searchers and generated several studies from different viewpoints and in different environments
Raheman and Nasr, 2007). The following paragraphs explore some of these works, as background
) the empirical investigation which follows thereafter.

2.1 Profitability as an objective of a firm

% firm has several objectives but ‘profit maximization’ is said to be paramount among these
Damilola, 2007:20; Raheman and Nasr, 2007). Because ‘profit maximisation’ as a concept suffers

me inherent limitations, some would rather substitute it with ‘wealth maximisation’ . It is
~=vertheless true that profit is a tool for efficient resource allocation because it is the most
sppropriate measure of corporate performance under competitive market conditions (Pandey,
2005:8). This was further supported by KPMG working capital management survey of European

mpanies (2005), when they empirically found out that “the primary concerns of corporates are
111 financial objectives, such as sales and profit”.

“onceptually, profit connotes the excess of revenue generated by a firm over its associated cost for
1 accounting period. Operationally, the term profit is imprecise, as many variants exist. The term
~ofit could refer to profit before tax, profit after tax, gross profit, net profit, profit per share. return
1 assets, among other variants (Damilola, 2007:21-22; Pandey. 2005:8). This imprecision has often

sed decisional challenges to researchers who must select an appropriate variant to proxy
ofitability.
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However, the most commonly used variants as appropriate measure of profitability include Gross
Operating Profit (GOP), Net Operating Profit (NOP) and Return on Assets (ROA) (Deloof 2003:
Teruel & Solano, 2006; Lazaridis & Tryfonidis, 2005; Raheman and Nasr, 2007. This paper adopts
ROA as measure of profit.

2.2 Nature and Strategies of Corporate Working Management

Working capital has been defined as a margin or buffer or a safety cushion for meeting obligations
within the ordinary operating cycle of the business (AARB No. 43 in Enyi, 2005; Eljelly, 2004).
better still the current assets and current liabilities itemns available for the day to day running of an
organisation (Damilola, 2007:744). The current assets components of working capital “are assets
which can be converted into cash within an accounting year” and consist majorly of cash, debtors
(accounts receivables or book debts), short term securities, bills receivable and stock (inventories)

Currents liabilities components are those claims of outsjders which are expected to mature for

receivables and payables etc) that translates into the consolidated concept. Therefore, for propér
Mmanagement of working capital components, a firm must consciously formulate policies or
principles relating to each component. According to Damilola (2007:747) “the operational

time’ and ‘money’ have been identified as the two dimensions in the management of the
components of working capital, or putting it more bluntly, “when it comes to managing working
capital, time is money” (PlanWare 2008).

A firm can usually adopt one of three types of working capital policies; namely aggressive policy or
Strategy; Conservative policy and Moderate policy (Chakraborty, 2006:212-213; Damilola

no cushion for the variations in working capital needs. It is also described as the “lean and mean”
policy (Van-Horne & Wachowicz 2005:204,205). This is because at the lowest level of current
assets, the policy will lead to the highest profitability but the least liquidity with its associated risk
of insolvency (Weinraub & Visscher, 1998; Chakraborty, 2006:212)

On the other hand, conservative or a liberal policy is that which allows the carrying of large
amount of current asset components relative to a given level of sales (Van-Horn & Wachowicz,
2005:204.,205; Damilola, 2007:748). Such a policy will warrant, large cash balances, short term
securities, liberal or generous credit terms to customers as well as high level of inventories. The
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implication of this “is the financial equivalent of wearing a belt and suspenders”. That means that a
conservative policy prepares a firm for almost any conceivable current assets need and therefore
suaranteeing higher liquidity for a firm but with the least profitability compared to the aggressive
policy. It is for this reason that conservativeness is sometimes equated to liquidity, while
2ogressiveness is equated to profitability and high risk (Weinraub & Visscher, 1998)

==

The third policy that a firm could adopt is the moderate policy; this is a hybrid or middle of the
oad strategy that attempts to strike a balance or middle path between the aggressive and
-onservative policies. It emphasises moderate investment in current assets, with the expectation of
noderate profitability and hence moderate risk exposure (Chakraborty, 2006:213)

Zowever, it has been opined that although, the working capital strategies of a firm can be
-ategorised into the three methods discussed above, there are no absolute bench marks for such
“stinctions. Yet the categorisations are useful for analysing the ways in which individual companies
woproach the operational problem of working capital management (Damilola, 2007:749). Besides,
»= type of working capital strategy adopted by a firm is a major determinant to the length of the

srking capital cycle. Working capital cycle or operating cycle is “the length of time it takes to
wcquire inventory of raw materials, convert them to finished products, sell them and collect cash
-om sales”. It is about the total time it takes to convert inventory procured into cash, thus
~dicating the financial implication of the type of working capital policy adopted by the firm.
“enerally, an aggressive policy will have shorter cycle than a liberal policy, while a moderate policy
| be somewhere between the other two policies.

Fig. 2.2 Working capital cycle.
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23 Does Working Capital Management (WCM) Affect Profitability

e essence of management at any level and function is to achieve the corporate objectives of the
m concerned. Expectedly therefore, effective working capital management should enhance the
~ievement of certain operational, tactical and even strategic objectives of the organisation.

organisation’s Chief Financial Officers (CFOs) devote so much time and effort in the
:nagement of working capital for the purpose of minimising the time between outflows and
ws of cash (cash conversion cycle), while simultaneously optimising process costs and process
ty (KPMG, 2005; Anand & Gupta, 2002). The period from when you spend money to when
set money is undoubtedly the single most important period to optimize for any business. This
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period is technically called the cash conversion period (CCP) and is mostly adopted as the
comprehensive measure of WCM. The question is to what extent does this financial managers’
function affect profitability? :

In answering this question, at least two view points can be identified. Namely, the traditional
belief that a short CCP favours profitability and the contrary belief that longer cash CCP can lead to
improved profitability (Shin and Seonen, 1998). However, most of the findings and conclusions
support the traditional belief

For instance, Shin & Seonen (1998) studied a large sample of 58,985 firms for a period of twenty
years and found a strong negative relationship between what they called the net trade cycle and
corporate profitability of listed companies in America, and opined that, managers can increase the
value of their shareholder wealth by reducing the cash conversion period to a reasonable minimum.
Similar conclusions were reached by Yung-Janq (2002), Deloof (2003), Eljelly (2004), Teruel &
Salano, 2004), and (Akella 2006:11) in studies carried out in Japan, Belgian, Saudi Arabia, Spain
and India respectively. .

Furthermore, Lazaridiss &Tryfonidis (2005), studying a sample of 131 listed Athens firms for
the period 2001-2004, found a strong negative relationship between profitability and cash

sample. of 94 Pakistani firms found a strong negative relationship between the components of
working capital and profitability, indicating that as the cash conversion cycle increases it will lead to
decreasing profitability. Sadlovska & Viswanathan, (2007) pushed this assertion further in their
survey which revealed that the best performing companies have CCC that is about 5-6 times shorter
than that of the average and low performing ones.

In support of the foregoing, it is reported that poor management of working capital contributed to
the bankruptcy of Kmart, having faced an additional $198.3 millions per year in financing expenses,
while on the other hand firms like Dell Corporation, Wal-Mart and Oando Plc attribute their
enhanced value to their working capital management (Shin & Soenen, 1998; Kieschnick, LaPlante
& Moussawi, 2006; Deutsche Securities Limited, 2007). Oando Plc for instance, is reported to have
recorded an astronomical 42% increased in its operating profit from $29.77m in 2006 to $42.35m in
2007 due to efficient working capital management. %

Conversely, a number of arguments can also be filtered in favour of a direct and positive
relationship between a longer cash conversion cycle and profitability. For instance, (Shin &
Soenen, 1998) argued that a firm can have larger sales with a generous credit policy, which extends
the cash cycle. In this case, the longer cash conversian cycle may result in higher profitability. Also,
Deloof (2003) asserts that, a longer cash conversion cycle might increase profitability because it
leads to higher sales. The above arguments support the findings of Lyroudi & Lazaridis (2000) who
studied this relationship among the food industry in Greece and found a positive and significant
relationship between the CCC and profitability (measured by ROI and NPM). This result indicates
that a longer cash conversion cycle can improve company’s profits.
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2.+ does increase in sales necessarily lead to increase in profit? Lavely (1996) thinks the answer to
s question is No, when he asserts that “...high sales volume doesn’t necessarily equate to high
- fitability”, and argued that a firm losing money each time it sells cannot make it up in volume.

«0, corporate profitability might also decrease with the cash conversion cycle, if the costs of
“zher investment in working capital rise faster than the benefits of holding more inventories or
~2nting more trade credit to customers. Although, these two sources abandoned this belief after
“=ir empirical investigation revealed the contrary, yet, the sense in their arguments requires further
amination.

The Methodology of the Study

“is study we adopted a Survey design. A sample size of 25 non-financial companies was selected
mong quoted companies in the Nigeria Stock Exchange using judgmental sampling technique
=4 on the researcher’s knowledge of the population and the attributes relating to the objectives.
- data used in this work were extracted from the annual reports and accounts of sampled

mpanies covering two years (2005 & 2006) and transformed into the specific attributes of our
wables for the number of years the research covers. Excel software helped us to transform the
~ables into a format suitable for analysis, after which the Statistical Package for Social Science

°SS) was utilized for data analysis. A multiple regression (ordinary least square) technique was
gopted .

Variables Operationalisation
‘is study profitability proxied by return on assets (ROA) is our dependent variable while
king capital management measured by the working capital components ICP (Inventory
aversion Period), DCP (Debtors Collection Period) and CPP (Creditors Payment Period) is our
wizpendent variable. ROA is a measure of the overall effectiveness of the firm in generating profit
- available assets (Van-Horne & Wachowicz, 2005:154) It is equivalent to return on investment
101), but more appropriate measure of the operating efficiency of a firm (Pandey, 2005:531).
"= independent variables are computed as follows

= Average stock X 365
Cost of sales per annum 1
P = Average Debtor X 365 .
Credit sales |
P = Average Creditors X 365
Credit purchases 1
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3.2 Model Specification

The analyses was guided by the following linear models
ROA = pRo + BICP+ RB.DCP + B.CPP &+ B.NLS + £

Where, ROA is return on assets (our measure of profitability), ICP is the inventory conversion

period, DCP is the debtors collection period, CPP, creditors payment period. NLS connotes the

natural logarithm of sales, it is included in the model as a control variable to measure company

size. ﬂg is the intercept of the regression and ﬁ 1 B zand ,B 3 are the coefficients of the

regression, while € is the error term capturing other explanatory variables not explicitly included in

the model

4.0  Data Presentation, Analysis and Hypothesis Testing

The data for this study representing the independent variables ICP, DCP, CPP and the control
variable NLS were collected for 25 companies for two years (2005-2006) and pooled together to
make 50 firm-year observations. The rationale for the pooling of the data was because time was not
a factor in this study. The tables of data used are included in the appendix to this study.

4.1 Data Analysis: Multiple Regression Analysis
Multiple regression analysis is used to investigate the predictable power of the independen:
variables (working capital management components) on the dependent variable (corporate

profitability). The analysis was however guided by the specified model, which is recalled below:

ROA = B, + L, ICP + B2DCP + B, CPP «+ G.NLS + =

The summary of the regression result are presented in tables 1, 2 and 3;
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Table 1: Model Summary

Std. Error
Adjusted [  of the
‘odel| R |R Square|R Square| Estimate
5537 .306 244 .10356

Predictors: (Constant), NLS, ICP, CPP,

Dependent Variable: ROA

“able 3: Coefficient of Multiple Regression

f“

Table 2:
Sum of Mean
Model Squares | df | Square | F
I Regression 213 4 .05314.957
Residual 483 45 011
Total .696] 49

a. Predictors: (Constant), NLS, ICP, CPP, DCP
b. Dependent Variable: ROA

Unstandardised Standardised
Coefficients Coefficients
“lodel B Std. Error Beta T Sig
(Constant) 009 149 062 951
ICP 9.686E-5 .000 035 2720 787
DCP -.002 .001 -392| -2.216/ .032
CppP .000 000 -1211  -742 462
NLS 008 008 1421 1.020] .313

& Dependent Variable: ROA
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From the result presented above, it is only debtors collection period (DCP) that has a significant
individual effect on the ROA with a standardised coefficient of -0.392 and a p-value of 0.032 which
is significant at 5% level. However, the negative sign indicates that DCP and ROA move in opposite
directions. Other standardised coefficients are 0.035 and -0.121, for ICP and CPP respectively with
their respective p-values standing at 0.787 and 0.462 which are not significant at 1%, 5% and 10%
levels, signalling the fact that decreases or increases in the inventory days and creditors days do not
significantly affect profitability. The control variable NLS (company size) also shows a positive but
insignificant effect on profit.

Further, the combined predictable power of the model or the adjusted coefficient of multiple
determinations (Adj.R?) indicates that about 24.4% of the changes in ROA are explained by the
independent variables. Besides, the specification of this model is considered fair as signated by the F
value of 4.957 which is significant at o = 1%.

4.2 Hypothesis Testing

This study was anchored on one principal hypothesis that ‘working capital management, measures
by its components (ICP, DCP, and CPP) has no significant effect on the profitability of listes
companies in Nigeria’. The regression result indicates that only one of the components of working
capital management (DCP) has a significant effect on ROA. However the combined effect of the
independent variables of 24.4% on the dependent variable is respectable.

Beside, the ANOVA table shows an F-value of 4.957, which is significant at 5% level o
significance. More so, when we compare the calculated F value with the critical value of 2.78, th
calculated F is higher. On the strength of the above result, the null hypothesis is abandoned
favour of the alternative hypothesis. Hence, it is concluded that working capital management has =
significant impact on profitability of listed companies in Nigeria.

5.0 Conclusion and Recommendations

5.1 Conclusion

Working capital constitutes a substantial component of the total assets and liabilities of mas=
organisations. Expectedly therefore, the way in which working capital is managed will have
significant impact on profitability. This paper set out to empirically establish the predictable pows
of working capital management on profitability of listed companies in Nigeria. After a theoretics
exploration of some relevant literature as well as empirical examination of 50 firm-yea
observations, the paper found that all the components of WCM affect profitability at varying level
of significance with DCP having the highest and significant impact. Also the paper revealed that s
combined effect of the components of working capital management has a relatively significan
predictable power on profitability.
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These findings are supportive of the finding of most of the literature reviewed, especially those
of Akella, (2006) and Reheman & Nasr (2007), thus, emphasising the fact that the value generation
role of working capital management should not be undermined by any organisation, as managers
can create value for their companies by proper handling of each component of working capital and
keeping them at optimal levels.

5.2 Recommendations
On the premises of the revelations from this study we make the following recommendations;

i. Organisations, whether small, medium or large should consciously formulate policies
geared towards effective management of working cgpital, in view of its inherent value-
adding role.

ii.  Financial Managers should pay attention to the management of each component of working
capital as the adverse effect of one could asphyxiate the positive effect of the other

COIﬂpOﬂCI’ltS.

5.3 Suggestions for Further Study .

In view of the delimitations and limitations that constrained this study, a number of issues which
might possibly influence the outcome of the investigation were not explored. In view of this, it is
suggested that further studies which would capture all non-financial companies listed on the
Nigerian Stock Exchange or segregate these studies on industry basis, should be attempted. The
sumber of control variables could also be increased for a more robust model.
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