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A Mlracl 

The purpose of Ihi.',; s ludy is /0 in vesligale Ihe impact of workillg capilal mallagement 011 

firms' profilability. The study aims to examine the statistical significance betll'een firms ' 

working capital management alld profitability. 

Inlighl of this objective the study adopted quantitati ve method a/research approaches to test 

a series research hypothesis. SiJeciflca/~)I. the sludy used !iIllTey of dOClfllleJlf£II)' analysis of 

companies' audited/luancial sla lemen/s. Strat{jied sCllllphng desigll 11'(.IS ell/p loyed based on 

nature Clnd turnover of companies. Thel1 companies were selected based 011 simple raile/Dill 

sampling melhod fi'om each stratum '.I' 10 avoid biases and represent j irms fi'0 1/1 each sub­

classification (stratum '.1') within manu/acturing companies. COllSequelltly, the study selected 

a sample of thirteen (J 3) companies .101' the period oj}ive years (2005-2009) with the total of 

65 observations . Dala was then analyzed Oil quantitative basis using Pearsoll ',,:; correlation 

and OLS regression analysis. 

The results showed Ihal there is statistical s ignificance negative relationship between 

profitability and working capital managemenl. II means Ihal, companies managers can 

create profits 01' value for their companies and share holder.\' by handling correctly the cash 

convers ion 9 ,cle and keep ing each differenl compullcnl a/working c.:apilal 10 a possible 

optimulJl level. The reseol'cherjin md (hal there is a sigl7fficalll negative relationship be/ween 

liquidity and profitability. Moreover the studvjinds thaI there is stl'(!I1glv significance 

positive relationship between size and firm pro/itability. Unlike, the study found that there is 

110 statistically significance negative relationship between debt IIsed alld firms projitability. 

Keywords: working capital, working capital managemenl, firm size. cash conversioll cycle 

and profitability. 
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Chapter I 

Introd uction 

T hi s thes is exam ines the impacts o f wo rk ing capita l manage ment o n firm' s pro fitabilit y, 

in the co ntext of Et hiopia, manufacturing share companies in Addis Ababa c ity. Wo rkin g 

cap ita l refers to the firm 's in vestment in short -term assets li ke account rece ivable, account 

payab le, in vento ry and o thers inc luding cash o r cash equi va le nt a nd marketable scc urity. 

Management of wo rki ng capital is important to the finan c ial health o f bus inesses of a ll 

s izes . This impo rtance is hinged o n many reaso ns, fi rst, the amo unts invested in work ing 

capital a re often high in propo rtion to the total assets emp loyed and so it is vita l that these 

amo unts are used in an efficient way. Second. manage me nt of worki ng cap ita l d irectl y 

affects the liquidity a nd the pro fitabilit y ofa firm and co nsequentl y its net wo rth. Wo rking 

capital manage me nt therefore aims at ma inta ining a ba la nce between liquidit y and 

pro fitabilit y wh ile conducting the day-to-day operat io ns or a bus iness concern . 

T he pu rpose of this c hapte r is to prov ide backgro und information o n the thes is. T he 

remain ing parts o f the c hapter are orga nized under c ig ht sections. The first sectio n 

presents a n overview of wo rking capital manage me nt as a backgro und fo r the research. 

The seco nd sect io n indicates statement or the problems. T he o bjective s a nd hypo theses o f 

the research are prese nted in section three a nd four respecti ve ly. The fi ft h scction shows 

the met hodo logy adopted in the stud y. Fo llowing that sectio n s ix presents delimitat io n and 
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limitatio n of the research. Whereas, s ignificant of the stud y is discussed in section seven. 

Finally, the structure o f the thesis is prese nted in sect io n eight. 

1.1 Overviews ofworldng cap ital management 

Co rporate finance lite rature has t rad itionall y foc uscd on the study of lo ng-tcrm financ ial 

dec is io ns such as the ca pita l structures, in vestme nts, d iv ide nds and fi rm va luat io ns. 

However, finance theo r ies are di sc ussed under three main threads as cap ita l budgeting, 

capita l structure a nd wo rking ca pital manage ment. As a result , the lirst two are Illostl y 

re lated to financing and man agi ng lo ng term investments. Meanwh il e, li nanc ia l dec is io ns 

about working cap ital are mostl y re lated to financing and managing short term 

in vestme nts and under both current assets and cur rent liabilities simu ltaneo us ly (Mue ller. 

1953; Pinches, 1992; Brea ley and Myers, 1996; Damodaran . 2002). Hence. manage ment 

of wo rking cap ital refe rs to ma nagement of cu rrent assets and c urrcnt liabilities (Ross et 

aI. , 2003, Rahe man and Nasr, 2007). 

Management of worki ng capita l is a n imp0l1ant component of co rporate financ ial 

management because it direct ly a ffects the pro fit abi lity of firms. S mith (1980) co nc luded 

that working cap ital ma nageme nt is impo rtant because of it s cffect o n firm' s profita bilit y 

and ri sk, and co nseque ntly its va lue. S imi la rl y, Dcloof (2003) indicated that thc wa y 

wo rking cap ital is managed has a s ignificant impact on pro fi tab ili ty o f firm s. The above 

studies po int o ut tha t the re is a certa in leve l of wo rk ing capital requi re me nt. whic h 

potent ia ll y max imizes firm ' s returns. O n the o ther hand. Ka rga r and Blucmenthal (1994) 

me ntio ned that bankruptcy may be like ly Tor finns that put inaccurate worki ng cap ita l 

manageme nt proced ures into practice. evc n tho ugh thei r profi tab ilit y is co nstantly 
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pos itive. T herefore, finns must to avo id receding fi 'o m opt imal working capita l leve l by 

bring ing the ai m of pro fit max im izat ion in the Inregro und. I-Iencc. it is indi rect 

contradiction to foc us o nly o n liquidity a nd co nseque ntly pass ovc r pro fitabil ity to 

wo rking ca pita l manage me nt. Because, co nservative li quidity po licy may goes below 

optimal level of wo rking ca pita l requirement and treats the day to day o peration of a 

bus iness. Whereas, excess ive leve ls of worki ng ca pital ca n easily result in a substa ndard 

return on assets; w hile inco ns id erable amount of it may in cur shortages and difficu lt ies in 

mainta ini ng day-to-day operations. 

The ultimate objecti ve of any firm is to max imize its pro fit. However, preserv in g liquidit y 

of the firm is an im po ltant o bject ive as we ll . The prob le m is that increas ing profi ts at the 

cost of liquidity can brin g serio us prob lems to the fi rm . Therc ln rc. there must be a tradeo ff 

between these two o bjecti ves ( liquidit y a nd profitabi lit y) of firms. One objecti ve sho uld 

not be at the cost of the other because bo th ha ve thei r own importancc. If firms do not care 

abo ut profi t, they cannot survive for a longer per iod. In othe r ro und. if li rm s do not care 

about liquidity, they ma y filce the problem of inso lve ncy o r bankruptcy. For these reaso ns 

ma nagers o f firm s should g ive proper co ns ide rat io n fo r wo rking capi tal manage mcnt as it 

does ultimate ly a ffect the profita bil ity o flirms. In deed firm s may ha ve an o ptimal leve l o f 

wo rking ca pita l that max imizes thei r va lu e. Large in ve ntory and ge nero us trade credit 

. policy may lead to high sa les . Large inventory al so red uces the ri sk of a stock-o ul. Trade 

credit may stimulate sa les because it allows a firm to access product qual ity be fore pa yin g 

(Lo ng. 1993 and Rahe man and NasI'. 2007). Another co mpo ne nt of wo rking cap ital is 

acco unt s payables. Ra he man a nd Nasr (2007) indicated that de la y ing payme nt o faeeo unt s 

3 



paya ble to suppliers a llows lirms to access the qualit ), of obtaining products and can be 

inexpens ive and fl ex ible so urcc of linancing. On the other hane!. delaying of such payables 

can be expens ive if a li rm is offe red a d iscount for the ear ly payment. By thc samc token, 

unco llected accounts rece ivab les can lead to cash inflow problems lo r the finn. 

A popular measure of wo rk ing capital manage ment is the cash convers ion cycle, that is, 

the time span between the expend iture for the purchases of raw material s and the 

co llection of sa les of fini shed goods. Deloof(2003) found that thc longcr the time lags. the 

large r the in vestment in wo rking capita l, and al so a long cash convers ion cyc le might 

increase profitability because it leads to higher sa les. However, co rporate prolitabilit y 

might decrease with the cash co nvers ion cyc le. if the costs of hi gher investment in 

work ing capita l ri se faster than the benefi ts o f ho lding more in ve ntories or grant ing more 

trade credit to customers. 

In genera l, working cap ita l manage ment is not onl y lmprovlllg linanc ial perl'orma nee in 

today's cash-st rapped and uncertain economy, but it is the quest ion o f meeting II rm' s day 

to day operation. I-Ience, it may have both negative and posit ive impact on firm 's 

pro fitabi lity, which in tu rn, has negat ive and positi ve impact on the share holde rs' wea lth . 

Therefore, it is a critical issue to know and understand the impacts o f wo rking capita l 

management and its influence on firm' s profitability. Indeed, a lot o f research has been 

conducted on th is topic in other coun tries by using panc l data th rough multip le regress ions 

to show the impacts of wo rking capita l componcnts on li rm' s pro fi tability. Ilowcver, as 

per the know ledge o f the researcher, it is a lmost untouched in Et hiop ia or on ly very little 

resea rch has been done in thi s area. This limited ev idcnce in the context o f Ethiopia alo ng 
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with the im po rtance of working cap ital management cal ls for resea rch on their impacts on 

firms' profitability. In light of the above po ints, the general objective or the stud y will be 

to examine or assess the impacts of working cap ital management on the pl'Ofitabili ty of 

manufacturing share companies in Ad di s Ababa city. 

1.2 Statement of the problems 

Wo rking capita l management is an important Issue in any organization, This is because 

without a proper management of work ing capital components, it' s difficult for the firm to 

run its operations smoothly. That is why Brigham and Houston (2003) mentioned that 

about 60 percent of a typical financial manager's time is dcvoted to wo rking capital 

management. Hence, the crucial part of managing working cap ital IS maintaining the 

req uired liqu idity in day-to -day operat ion to ensu re fi rms smooth running and to meet its 

obl igation (Elje lly, 2004). 

Further, work ing cap ital management has been major issuc cspecially in developed 

countries. As a resu lt, in order to exp lain the rclationship between worki ng capital 

management and profitability differe nt researches ha ve been carried out in different parts 

of the wo rld espec ia ll y in deve loped countrie s. However, despite the abo ve importance 

this issue failed to attract the attent ion of resea rchers in Ethiop ia. Thus. while sca rching on 

internet, browsing through the books and journals the researcher didn't find directl y 

related research topics ca rried out in Ethiop ia . Therefore , the researcher believed that, the 

prob lem is a lmost untouched and there is a knowledge gap on the area. In its effect most 

Ethiopia n company's managers thought regarding work ing cap ital management is, Lo 

shorten the cash conversion cycle (traditional views) to increase firm's profitability. 
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However, if fi rm has higher leve l o f account rece iva ble due to the generous trade credit 

po licy, it wo uld result to longer cash co nve rs ion cyc le. In this casco the longer cash 

convers ion cyc le will increase pro titabi lit y and th us. the traditiona l vicw of managers 

cannot be app lied to a ll c ircumstances. llence, lack or propcr resea rch study on the area 

gives a chance for Ethiopian compa ny's managers to have li mited awareness in relation to 

wo rki ng capital management to increase firm' s profitability. Therefo re, by keep ing the 

above problem in mind , the study tried to fin d out the impacts of wo rk ing cap ital 

manageme nt on firms pro fita bil ity. 

1.3 Objective of the stud y 

This stud y aims to examine the impacts of working cap ita l managcmcnt on profitabi lity o r 

finns in Addis Ababa city w ith a spec ial reference to the manufactur ing sector of share 

COlllpal1les. 

1.4 Hypotheses of the study 

Severa l statements o f suppos it ion can be made in view o f thc impacts or work ing capital 

management on finns' profitab il ity. In li ght of the above rescarch objective the fol lowing 

discuss ion covers the hypotheses (HPJ that this stud y attempt cd to test. 

HP /: There is posilive re/alionship belween ef[icienl lVorking capila! l17anagell1el1l and 

profilabililY off/rms '. 

HP l . There is a negalive re/alionship bellt'een cash conversion cycle and prof/labi/ily of 

.firms' 

HPJ: There is a negative re/alionship betll'eenliquidily and profitahililY olJirms. 
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HP4: There is a posi/ive re/a/iol1ship be/ween/in" size and /}ro/i/abili/y. 

HPJ: There is a nega/ive re/Cllions/lIj) be/ween deb/ used by the jirills and their 

projilabili/y. 

1.5 Hesearch method adopted 

In order to achieve the main resea rch objectives a quantitati ve method is ado pted. The 

purpose of using such approach is to gather data that help the researcher to investiga te 

cause-effect relationships. In thi s particular case, the effect is the company ' s profitabi li ty 

and the research is targeted at identifying significant causes , i. e. determ inants on 

pro fi tabil ity related to worki ng cap ital management. A brief explanation about the data 

collection and analysis method adopted is given below. 

To gather data on work ing capital component and profitabilit y, it is apparent to use survey 

of structured documentary rev iew. Accord ingly, to achieve its objecti ve companies 

audited financ ial statement especially balance sheet and inco mc stat cment was reviewed. 

For the reason that the ultimate data' s lo r. the stud) cou ldn 't bc lo un<l s imply using 

questioner or face to fa ce interviews with concerned bodie s, thoroughly the stud y was 

depend on seconda ry data . On the other hand, once data were found acceptable, data entry 

and process was made us ing the SPSS V19.0 and Eviews 6 so ftware programme. Ana lys is 

of data was undertaken to show important relationships of var iab les in the study. To thi s 

end, descri pti ve statistics, regress ion anal ysis and Pearson correlation coc llicicnt was 

used. 
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HF, : There is a positive relationship belltleen / irl71 si~e (l nd pro/itahilitl'. 

HPJ: There is a negative relationship between debt IIsed by the /irll1s and their 

profitability. 

1.5 Research method adoptcd 

In order to achieve the main resea rch objectives a quantitat ive method is adopted. The 

purpose of us ing such approach is to gather data that he lp the researc her to in vestiga te 

cause-effect relationships. In thi s particular case, the e ffect is the co mpany's pro fitabi lity 

and the resea rch is targeted at identi fy ing significant causes. i.e. de terminants on 

profitab ili ty related to working capita l management. A brief exp lanation abo ut the data 

co llection and anal ys is method adopted is given be low. 

To gather data on work ing capita l co mponent and profitabilit y, it is apparcn t to use survey 

of structured documentary rev iew. Accordingly, to achieve its object ive co mpanies 

aud ited financia l statement espcc iall y balance sheet and income statemc nt was rev iewed . 

For the reason that the ultimatc data's fo r. the study cou ldn't be f(Hlil ei simp ly using 

questioner or face to face interviews with concerned bod ies, thoroughl) the stuel y was 

depend on secondary data. On the other hand , once data were founel acceptable, data entry 

and process was made us ing the SPSS V 19.0 and Ev iews 6 so ft ware programmc. Anal ys is 

of data was undertaken to show important relationships a i' va riab les in thc st ud y, To th is 

end, descriptive stat istics, regress ion anal ys is and Pea rson co rre lat io n cocflic icnt was 

used, 
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1.6 Delimitation and limitations of the study 

The study was de lim ited in its tit le to the impacts of wo rking cap it al managcmcnt on thc 

profitabil ity of manufacturing share compan lcs loeatcd In Addis Aba ba cit y 

administration. The total sample size o f the stud y was twenty nine manufilctu ring share 

companies. Of which, a tota l of thi rteen compan ics was sc lected as a samplc using simple 

rando m samp ling method from each stratu m to generalize about the populat ion. Finally. 

the st udy took only five yea rs data starting from yea r 2005 - 2009. 

On the other hand , the qua lity o f one resea rch is hi ghl y depend ing on the genulil e 

info rmat ion acq ui red fro m conccrned populat ions or companies. So that. lack o r 

willingness and reli ab ility or thc data was the main prob lems racc in thc st ud y process. 

and affect its out put. Also lack o f adeq uate acco unting disc losu re and treatment was 

li mited the stud y o utput. Morcovcr, shortage of latcst rclc rcnee books and literatu rc on the 

area in Ethiopian content was narrowed the st ud y output. Lastly. in gc ncra l the most 

important factor that lim ited the stud y output was shonagc o l'time. 

1.7 Significance of the study 

Much has been written and studied abo ut worki ng eap ita lmanagcmcnt and prolitabili ty of 

the firm in different country, but th is resea rch add so me insight about thi s issuc re lated to 

Ethiopia litera ture, Sim ilarly, it benefits thc top managcr and policy makers of thosc 

selected compan ies rega rding dec is ion on optimum leve l of worki ng capital. ways o r 

manag ing it and overa ll pol ic ies on wo rking capital manage ment. And al so it gives clear 

understand ing about the re lation between working cap ital co mpone nt s and co rporate 
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profitabilit y. Bes ides, the study he lps as a guide line (or those who co nduct their study on 

similar top ic and it g ives brief' in forma tion for the shareho lde rs. prospective customers and 

cred itors of a firm regarding pro fit ability in relatio n to effi c ient wo rking capital 

management and po li cy. Finally. the stud y benefit s the researehcr to obtain nelV 

knowledge about the problem under study and g ives c lea r picture about the di sc ipline 

ca ll ed research. 

1.8 Organization of the study 

The stud y focuses on exami ning the im pacts o r wo rking cap ital management on 

profitability of manufacturing share co mpanies found in Addis Aba ba city ad ministrat ion. 

The rest of this study is orga nized as fo llows. Chapte r 2 introduces the core issues of 

concern that are connected w ith working capital management and reviews preceding 

works tha t tack led them ana lyti cally and emp iri call y. Chap ter 3 prov ides the re search 

design and methodo logical fra mewo rks emp loyed to accomplish the stat ed objec tive o f 

the study. Fo llowing th is chapter 4 and 5 respective ly di seusscd abo ut resuit s and data 

ana lys is o rthe stud y. Finally. chapter 6 prescnts conclus ion about the main lind ing o f for 

the study. 
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Chapter 2 

Literatu rc review 

The term wo rking cap ital implies company's in vestment in short term assets like cash, 

short term securiti es, accounts receivables and in ve nt orics (Weston and Brigham. 1977). 

Precisely, these assets are fi nanced by short-term liabilities like accounts payable and 

short term borrowings; thus net wo rking capital is defined as the diffcre nee between 

current assets and current liabilities. Worki ng cap ita l managemcnt is the dec ision relat ing 

to wo rki ng capita l and short term fi nanc in g, and this incl udes manag ing the re lationship 

between the co mpany's short term assets and its short tcrm liabilities. This enables the 

company to co ntinue operations and to ha ve enough cash now at its di sposa l to sati sfy 

both maturing short-term debts and upcoming operational expenses. which is the majo r 

objective of working cap ital management. 

The purpose of this chapter is to rev iew the evide nce on working capital management and 

profitab ility measures of a fir m. I-/ence , the chapter is arranged into th ree sections. The 

first sect ion prese nts the theoretical re view o f wo rking cap ital management while the 

second section rev iews the empirical evidence pertain ing to working capi tal manageme nt. 

Third , the section presents conc lus ions on the literature rev iew and idcnti lies the 

know ledge gap that this stud y attempts to ri ll In. fina ll y, under sect ion fo urth . section 

present nature of manu racturing co mpanies. 
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I 

2.1 T heoretical review 

The term work ing capital originated with the o ld Yankee peddler. who wo uld load up hi s 

wago n with goods and then go off on his rou te to peddle his ' ·"IITS. The merchand ise was 

ca lled wo rking cap ita l because it was what he actuall y so ld, or "turned over," to produce 

his pro fit s. The wago n and ho rse were his fixed assets . Ilc generall y owned the horse and 

wagon, so they we re fi nanced with "equity" capital. but he borro wed the Illnds to bu y the 

merchandise. These borro wi ngs were ca lled wo rking cap ital loans. and they had to be 

repa id afte r each trip to de monstratc to the bank that the credit was sound. If the peddler 

was able to repay the loan. then the bank wo uld make another loan. and banks that 

fo llowed thi s proced ure were said to be employi ng "sound banking practices" (U righam 

and Houston, 2003). 

The term wo rking capital is commonly used fo r the capita l requi red lor day-to-day 

work ing in a bu sine ss co ncern, such as ror purchasing raw materia l, lor meeting clay-to­

day expend itu re on sa laries. wages, rents rates. adverti si ng and the like. ilut. still there is 

much disagreement alllong vario lls financial authorities ( Financiers, acco untants, 

businessmen and economists) as to the exact mea ning of the term working capital. 

Wo rking capital is defined as .. the excess of current assets over curren t liabil iti es and 

provisions". However, as per acco unting termino logy. it is diffc rence betwcen the innow 

and outnow offunds. In Arno ld (2008) working capital is defi ned as it includes "stocks of 

materia ls, fuel s, semi -fini shed goods includ ing wo rk-in-progress and fini shed goods and 

by-products: cash in hand and bank and the algebraic sum of va rious cred ito rs as 

represented by outstanding I'actory payments e.g. rellt. wagcs . int ercst and di vidend: 
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purchase 0 I' goods and serv ices : short-term loa ns and advances a nd sundry dcbtors 

comprising amo unts due to the factory on account of sale of goods and services and 

advances towards tax payments". 

On the other hand , the term working ca pi tal is o f le n referred to "ci rculat ing capital" w hich 

is freq ue nt ly used to denote those assets whic h are changed w ith relat ive speed from one 

form to another i.e ., starting frolll cash, changing to raw materials. converting into \Vork­

in-progress a nd fini shed products. sa le of fini shed products and ending with rcalization o f 

cas h fro m debto rs (Westo n and Brigham. 1977). Further. Sh in and Soenc n (1998) defi ned 

wo rking cap ital as a " time lag between the cxpend it ure fo r the purchase of matcr ials and 

the co llect io n for the sa le of the fin ished products". 

In summary. wo rking capital means the 1'''lCls (i.e. capital) available and used Illr day to 

day o peratio ns of an cnterprise. It co ns ists broadl y of that portion 01' asscts of a bus iness 

w hi ch are used in o r re lated to its current opera tions. Further. it refers to funds wh ich arc 

used du ring a n account ing per iod to generate a c urrent incomc of a type whic h is 

co ns istent w ith major purpose of a firm cxistcnce. In ligh t of thc above delin ition of 

wo rk ing cap ital thc following d isc uss io ns prcsen t co mponcnts of wo rki ng capital. typcs of 

working capital, factors determining worki ng cap ital requirement , wo rking cap ita l 

manage me nt, wo rking cap ital po licy, pro fi tab ility and liquidity measures and trade o ff 

between li qu idity and profi tabi lity in an ord erly man ncr. 
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2.1.1 COlllponents o)'working cap ital 

The co re concept of wo rking capital has been subjected to conside rable change over the 

yea rs. A few decades ago the concept was viewed as a measure of the debto r' s abi li ty to 

meet his/her obl igations in case o f liquidatio n. The prime conce rn was with whether or not 

the current assets were immed iately realizable and ava ilab le to pay debts in case 0(' 

liquidation. In applying thi s measure a one yea r period was li'equen tl y used to class ify 

assets and li ab ilities as those due within one year for wo rki ng cap ital purposes. In recen t 

years, the focus has shifted from this liquidat ion point 0(' view and the current emphasize 

shifted to the ability o f the firm to pay it s matu rity obligations from the funds by cu rrent 

operations. In this sense, work ing cap ital is dynamic measure 0(' the marg in or bufre r fo r 

meeting current obligations. 

To understand worki ng cap ital it is better to have basic knowledge abo ut va rious aspccts 

of wo rking capital. To start with, the re are two concepts of work ing ca pital known as 

gross and net. 

Gross wo rking cap it a l (GWC): Gross wo rking capital general I) deals \\ it h ovc rall 

co rporate assets. It is a lso the tota l cash, and cash equ iva lent that a bus iness has on-hand 

to run the business . Cash eq ui va lents may include in ve ntory. account rcce iva ble and 

in vestments, on marketable securi t ies, which ma y be liquidated within the ca lendar yea r 

(Pa ramasivan and Subramanian. 2009). Genera lly. gross wo rking cap ital is simply ca lled 

as the total current assets of a Firm. 
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Net worki ng cap ital (NWC): it' s the amou nt ofasscts or cash that rema in alicr subtract ing 

a company's current liabilities which refers to the c laims of outs iders which arc expected 

to mature for payment within an acco unting year and inc lude crcditors fo r goods, bi lls 

payab le, bank overdraft and accrued expenscs from its tota l currcnt asse t (Brealcy and 

Myers, 2006). Th is ca n be mathematica lly presented as: 

Working Capital ~ Current Assets - Current Liabiliti es 

In thi s equation net wo rking capi ta l may be pos iti ve or nega ti ve. /\ positi ve net wo rki ng 

capital ar ises \-v hen cu rrent assets exceed current liabilities and a nega ti ve net wo rking 

capital art ses when current liabili ties exceed cu rrent assets. Accord ing to Brigham and 

Houston (2003) both (pos iti ve or negative NWC) aspects ha ve equal importance fo r 

management. Therefore, pos itive we focuses the attention on the optimum investment in 

and financ ing o f the current assets. while negat ive we indicates the liquid it y posit ion of 

the firm and suggests the extent to which working cap it al needs Illa y be finan ced by 

permanent sources of funds. 

2.1.2 Types of working capital (WC) 

Most bus inesses experi ence seasona l or cyc lical fluctuat ions. For example, construction 

firms have peaks in the spring and summcr. retai ler's peak arou nd Christ mas, and 

manufacturers who supply both construct ion compan ics and rctailers lolk)\\ silll ilar 

patterns. Similarly, all businesses must build up current assets whe n the economy is 

st rong, but they then se ll ofT inventories and reduce receivab les when the economy s lacks 

off Hence, based on time, wo rking cap ital may be class ified into two important types as 
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permanent and temporary worki ng capital (Paramasiva n and Subramanian , 2009) and 

briefl y d iscussed bellow. 

Permanent Working Capital: it 's also kno\·vll as fix ed working capi tal and it refers to a 

minimulll amo unt of' investment in alt working capital which is required at all times to 

carry out minimum leve l o f bu siness act ivit ies (Br igham and Iiouston, 2003). In other 

wo rds, it represents the current assets required on a continuing basis over the ent ire year. 

Further, worki ng capital has a limited li fe and usuall y not exceeding a yea r, in actual 

practice some part of the in vestment in that is ahvays permanent. Since firms have 

relat ive ly longer life and prod uction does not stop at the end of a part icu lar acco unting 

period so me investment is a lways locked up in the form o r raw materials. work- in­

progress, fin ished stocks, book debts and cash. In vest ment in these component s of 

wo rking capital is s imply carried forward to the next year. This minimum leve l of 

investment in current assets that is required to con tinue the bu siness \\ itho ul interruption 

is referred to as permanent wo rking capital (Fabozzi and Peterson. 2003 p. 679). It 's 

financed through long term debt and co ml11on stock. 

Temporary Working Capital: it' s a lso known as the circulating or tra nsito ry wo rking 

capita l. This is the amount of in vestment required to take care of the nuctuations in the 

business acti vity. Fabozz i and Peterson (2003 p. 678) they defined as a rises o r wo rking 

cap ital fi'o m seasonal fluctuations in a firm 's bus iness. Because firm s do not have to 

maintain this form al'working capital throughout in the year. or year altcr year, il may be 

better to use short-term ( bank cred it) rather than long-term sou rces or car ital to satisfy 

temporary needs. In other words, it represent s additional current assets requi red at 
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different times during the operat ing year. 1'0 1' example. extra invento ry has to be 

ma in ta ined to support sales during peak sales period (seasonal working capital ). Si milarl y. 

rece ivab le al so inc rease and must be financed during period 01 hi gh sales. On the other 

hand in vestment in in ve ntories, rece ivab les and the li ke wi ll decrease in periods of 

depress io n (spec ial work ing capital). Tempora ry working capit a l nuctuates ovcr timc with 

seasons and spec ia l needs o f firm operations. whereas. permanent we changes as linns 

s izes increases overtime. Further. temporary we is fin anced by short term ele bt. 

2.1 .3 }<actors determin in g working capital rcquircmcnts 

The tota l wo rking capita l requirement ofa lirm is determined by a wide var iety of r' lctors. 

These factors affect d iffe rent organizat ions differe ntl y and they al so vary fi'om time to 

time. In genera l factors in nuencing worki ng capital dec is io ns of a lirm may be c lass ifi ed 

as two gro upsl such as internal factors and external facto rs (Param3s iva n and 

Subramanian, 2009). The interna l fac tor inc ludes natllre of bus iness. s ize of bus iness, 

finn's product policy, credit policy, and growth and expansion o r blls iness. The externa l 

facto rs include bus iness nuctuat ions, changes in the technology. infi'astructural fac ili t ies, 

import pol icy and the taxation policy. These factors arc discusscd in bri el ' in the Ic) llowin g 

lines: 

Internal facto rs 

These are factors that the companies wi ll ta ke in to acco unt while determining the optimal 

leve l of wo rking cap ital needed lor the bus iness conce rn by look ing inherent iilctors 

related to the bus iness and they arc presented as fo llows: 
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Nature and size of the business: The working capital rcquircmcnt s o ra lirm arc ba sically 

in fiuenced by the natu re and size 01' the bus iness. Size may be measured in terms or thc 

sca le of operations. A firm wit h large r sca le of operatio ns will need more wo rking capita l 

than a small I'nll. S imila rly, the natu re o f thc busincss inf"iucnces the wo rking cap ital 

decisions. Trading and financial firm s ha ve Icss investmcnt in fi xed asse ts. But requi re a 

large sum of mo ney to be in vested in wo rking capital. Retai l stores, business unit s require 

larger amount o f worki ng capita l, whereas, public utilities nced less wo rking cap ital and 

more fund s to inyest in lixed assets. 

Fi rm 's production policy: The firm' s prod uct ion policy (manuf"ctur ing cyc le) is an 

important factor to decide thc wo rking capital requirement ora firm . The pmduction cyc lc 

starts with the purchase and use of ra w materia l and comp lctes with thc production of 

fini shed goods. On the other hand production pol icy is uni form production po licy ()[" 

seasona l product ion pol icy, al so iniluences the worki ng capital deci s ions. I f the company 

mainta ins cont inues or uniform production po licy, there is a need of regular wo rking 

capital. If the productio n policy o f the co mpany depends upon the s ituation or conditions 

li ke seaso n. wo rking capital requirement will depcnd upon the conditions laid down by the 

company and chang ing demand. 

Finn 's credit policy: The credit po licy of a linn inlluences crcdi t po licy of worki ng 

capita l. A firm I'ol lowing liberal cred it pol icy to all customers rcq ui rcs fu nds. On the othcr 

hand , the finn adopt ing strict cred it po licy and grant credit I" cil ities to few po tentia l 

customers wi ll requi re less amount oi"worki ng capital. 

17 



Growth and expansion of business: Working cap ital requ irement of a bus iness linn tend 

to increase in correspondence \:v ith growth in sa les volume and fixed asse ts. A growing 

firm may need fund s to invest in fixed assets i ll order (0 sustain its gro\\ ing product ion 

and sal es. T his will , in turn . increase investment in current assets to support increased 

scale of operat ions. Thus, a gro wing firm needs additiona l funds conti nuously. 

Externa l factors 

So me time finn 's worki ng capital requirement can be affected by external factor which 

w ill not be contro lled through the bus iness internal admi nistration and ma na ge ment 

process and they are discussed as fo llows: 

Business fluctu at ions: Most firm s experience Iluctuations in demand for the ir products 

and services. These business variat ions affect the wo rk ing capital requirements. vVhcn 

there is an upwa rd swing in the ecollomy, sales \·,ill increase, correspondingl), the firm's 

in vestment In in ventories and book debts will a lso increasc. Under boom. additional 

investl11ent 111 fixed assets l11ay be made by some firms to increase the ir product ive 

ca pacity. This act of the fi rm wi ll require additional funds. On thc othcr hand whcn. thcre 

is a decline in econo my, sa les wi ll eo me down and consequent ly the cond itions. the lirm 

try to reduce their short-term borrowi ngs. S imilar ly. the seasonal Iluct uat ions Illa y also 

affect the requ irel11ent of work ing cap ita l of a firm . 

Changes in the technology: The technological changes and dcvc lopmeills in the area of 

production can have im l11ed iate cfTccts on the need for working capital. If the lirmlVish to 

insta ll a new l11achine in the place of old system, the ncw systcm can uti lizc less expensive 
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raw materia ls. the inventory necds may bc reduced there by wOl"k ing capital needs may be 

affected. 

Taxation policy: The amount of tax to be paid is dc tcrmined by the pre vaili ng tax 

regulat ions and very often taxes have to be paid in adva nce. Il ence, the tax po lic ies of the 

Government will infl uc ncc the work ing cap ital decisions. I [" the Gove rnl1lent lollows 

regress ive taxat ion po li cy. i.e. imposing heavy tax burdens on business lirms. they arc left 

with very li tt le prolits for di stribution and rctention purpose. Consequently thc firm has to 

bo rrow additional funds to meet the ir increased wo rking cap ita l needs. When there is a 

li beralized tax po licy. the pressure on work ing cap ita l requirement is mini mized. In 

general, if tax liability increases. it wi ll Icad to an increase in the levcl of working capita l 

and vice versa. 

In summary, finn's financ ia l manager should have to take in to acco unt thc above 

determinants wh il e dec id ing on the opt imal leve l of work ing capital nccded and the tim ing 

for day to day activities orthe busi ness operat ions. 

2. 1.4 Working capital management 

In order to understand the im porta nce of working capita l one has to understand the 

working capita l cyc le which is descri bed as the co re fo r wo rki ng cap ita l management. 

Arno ld (2008, p.529-5 30) said that working capital cycle includes all the maJOr 

dimensio ns o f busi ness operat ions. It is quite clear that a bad managc mcnt of' a single 

acco unt in this cyc le might cause a big trouble for the non li vi ng entity which might leads 

to its death . Therefo re, the manage ment of wo rking capital and balance bctween 
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components of work ing cap ital is cxtn.:mcly important lor the smooth running u l' business. 

Similarly, the basic aim of fi nancia l management is to max imize the wealt h o f' the share 

ho lders and in order to ach ieve thi s; it is necessary to generate surficient sales and profit . 

However, sales clo not convert in to cash instantly. The time between purchase of 

inventory items (raw mate rial or merchandise) fo r the product ion ancl thei r convers ion into 

cash is known as ope rati ng cyc le or wo rking cap ital cyc le. Therefo re. thc follow ing cha rt 

shows the framework of firm 's wo rking capital cyc le: 

Source: Arno ld (2008, p.530) 

The above work ing cap ital cyc le reveals that fund s in vested in operations or act ivities are 

re-cyeled back into cash. The cyc le, of co urse. takes so me time to comp lete. The longer 

the period of this conversio n the longer is the operating cyc le. A standard operating cyc le 
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may be for any time period but does not genera lly exceed a financia l year. However, if it 

were poss ible to co mplete the sequence (working capital cyc le) instantl y. there wo uld be 

no need fo r current assc ts (working capi ta l). 13ut. since it is not poss ib le. the Ii I'm is fo rced 

to ha ve current assets, because. cash in flows and outllows do not match in the bus iness 

operatio ns, the finn has to keep cash lo r meet ing short term obligations through proper 

management of work ing cap ital components. 

Therefore. working cap ita l management deals with the act or planning, organiz ing and 

cont ro lling the compo nents or work ing cap ita l (current assct and liability) likc cash, bank 

balance, inventory, rece ivab les, payab les, overdral1 and short - term loans (Paramasivan 

and Subraman ian, 2009). Weston and Brigham ( 1977) deFi ncd working capital 

management as it is concerned with the problems that arise in attem pl ing to manage the 

current asset, current liabilities and the interrelationship that ex ists bctwcen them. 

Whe reas, Smith ( 1980) noted that wo rking cap ital manage lllent is the administration of' 

the who le aspects o f both current assets and current liabilities. 

Genera lly, wo rki ng capital management involves two basic questions: lirst. what is the 

appropriate amount of current assets. both in total and for each spec ific account. and 

second , how should those current assets be financed? Therelore. a brier desc ription 

regarding the various issues invo lved in the management o f each or wo rking capital 

components is di scussed as fo llows: 
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2.1.4.1 Receiva ble management 

Bus inesses have ei ther products or services to sell to thei r c ustome rs : they also want to 

max imize thei r sal es. So , in o rder to increase the leve l of' their sales they usc dilTere nt 

po lic ies to att ract custo mers and o ne of the m is o fTer ing a trade crcdit. Trade cred it 

bas ica ll y refers to a s ituat ion where a co mpany se lls its product now to receive the 

payment at a specified date in the [llture . Fabozz i and I'eterso n (2003 p. 651) mentioncd 

that when a firm allows customers to pay ror goods and se rvices at a la ter date, it creates 

accounts rece ivab le o r refers to t rade credit. Accou nt recei vabl es (trade cred it) also have 

o ppo rtunity cost associated w ith them, bcca use compa ny can't in vest this mo ney 

e lsew he re unti l and unless it co llects its receivables . More accou nt recei vab les can ra ise 

the pro fit by inc reas in g the sa le but it is also poss ible that because ol'high oppo rtunit y cost 

of in vested mo ney in account receivables and bad debts the errect o r thi s changc mi ght 

turn difficu lt to rea lize . I-Ience . it ca ll s for ca re fu l anal ys is and pro per manage me l1l is 

compul so ry task of com pany's cred it managers . 

T here fo re , the goa l or rece ivab les manage ment is to max imize thc value 01' the firm by 

achiev ing a t radeoff between r isk and pro fi tab ility . Fo r this purpose . the finance manager 

has to obtai n o ptimum ( no n-maxi mum) va lue o f sa les, co ntro l the cost o f recei va bles. cost 

of co lIectio n, admin istrati ve ex pe nses. bad de bts a nd o ppo rtunit y cost of' fl lnds blocked in 

the rece ivabl es. Further, fin anc ial manage r ha s to mai nt ain the debtors at minim um 

acco rd ing to the credi t po lic) o lTercd to customers. orrer cas h discounts suitab ly 

de pend ing on the cost o f rece ivab les and opportunity cost or flllld s blocked in the 

rece ivab les (Ga llag her and Jose ph. 2000). Ind eed trade cred it ma nage me nt ha s to loo k 
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through cost and bene fit ana lysis inc Iud ing ered it and co lI ect ion po li e ies () r eompan ies in 

maintaining rece ivab le. 

Monitoring account receivable 

Companies can monitor how \ove ll accollnts recei vable are managed Ll sing aging schedu les 

and financial ratios. In ag ing anal ys is. a company's account rece ivables arc class ified into 

d ifferent catego ries based on num ber o f days they are past due allcr sales such as I to 30 

da ys, 3 1 to 40 days, 41 to 50 days and so on and it helps manage rs to get a more detai led 

picture o f co ll eetion effo rts. The sched ule can represent the rece ivables accordi ng to how 

many there are in each age gro up or acco rding to the total do llars the rece ivable s represcnt 

in each age group. I-Ience, the higher the number o f" aceounts or do llars in thc shortest term 

groups, the faste r the collect ion or effo rts are made (Fabozz i and Peterson, 2003 p. 660). 

Whereas, financ ial ratio can be used to gct an overall picture of" how ['1st credit manage r 

co llect accounts receivable. Therelo re. the average co llection pc riod (Aep) represent s the 

average number of days [or whi ch a fi rl11 has to wait before its dcbtors arc convc rtcd into 

cash. It is ca lculated by d ividing accounts payable by purchascs and multiplying the result 

by 365 and written as: 

Average collection period (Aep) = Rece ivables / (Sales/365) 

This ratio measures the qualit y of debto rs. A short eo llcction pc riod il11p lies prol11pt 

paYl11ent by debtors. It reduces the chances o f bad debts. Similarly. a longer co ll ection 

period implies too liberal and ineffic ient cred it collection performance . It is difficult to 

prov ide a standard co ll ect ion period of debtors (Brigham and Ii ouston. 2003. p. 691). 
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2.1.4.2 Invcntory managcment 

Inventory is an important component of current assets. It is the stock of physical goods fo r 

eventual sale. It cons ists of raw material , work-in-process. and finished goods available 

for sa le. As is the case with accounts receivable. in vento r) levels depcnd heavily upon 

sa les. However, whereas rece ivables build up afier sa les have bccn madc. inventory mu st 

be acquired ahead of sa les. This is a cr it ical difference. and the necess it y of fo recasting 

sa les befo re estab li shing target inventory leve ls makes inventory management a difficu lt 

task (B righam and Houston, 2003. p. 707). 

In ve nto ry management refers to an optimum in vestment In inventories. It should neither 

be too low to effect the production adverse ly nor tuo hi gh to block the fund s 

un necessa ril y. Excess investment in in ventories is unprofitable for the business and bo th 

excess and inadequate in vestmen ts in in ventories are not clesirable (Fabozzi and Pete rson. 

2003 p. 658). Hence, the firm shou ld operate within the two danger points. Additionally. 

proper inventory management requires close coordination among the sa le s, purchas ing. 

production, and fi na nce departments. The sales/marketing department is generall y the first 

to spot changes in clemand. These changes must be worked into the company's purchasing 

and manufactur ing schedules. and the financial manager must arrange any financing 

needed to support the inventory buildup. Lack o f coordination among dcpartments. poor 

sa les fo recasts, or both, can lead to disaster (Br igham and Iiouston, 2003 p. 707) . In 

general. the purpose of inventory manage ment is to determine and maintain the optimum 

level of firm' s investment on inventory. At the same time. it helps to hold the costs of 

orde rin g and carrying inventories to the lowest poss ib le level. 
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As it ca n be di scussed in the above section. it is not necessary fo r a firm to ho ld high level 

of raw material in ventory, in fact a firm can order ra w material 0 11 the daily ba sis but the 

hi gh ordering cost is assoc iated with firm s' poli cy. Moreover. the de lay in supply might 

stop the production . S imilarly, firm can reduce it s fi ni shed goods invcntory by reduc ing 

the productio n and by produc ing the goods only to meet the current demand . Howeve r. 

such a strategy can a lso create trouble for the co mpany if the demand I(Jr the product rises 

suddenl y. Further. such a s ituat ion might cause the customer di ssat isfaction and evcn a 

loyal customer can switch to the competitors brand . Therefo re. the li rm should ha ve 

enough in ventories to meet the unexpected rise in dema nd but the cost of ho lding th is 

in ventory should not exceed its benefit (Brea ley and Myers, 2003. 1'.82 1). Companies 

wa nt to keep the inve ntory at a leve l which ma ximizes the profi t and this leve l is kn own as 

optimalleve!. bu t what is an optimal leve l o f in ve nt ory 1'0 1' a co mpan y" In orde r to ansl·le r 

th is qu estion fin ance managers analyze the cost associated \.\ ith in ventory I.e. carry lllg 

cost and ordering cost using eco no mic ord er quantity (COQ) as ro llow : 

Graph 2.3 Economic order quantit)! (B ehavior of ordering, carry in g and total cost) 
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Source: Paramasivan and Subram anian (2009. p.169) 
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Monitoring inventor)' management 

Companies can monitor its in ve ntory by look ing through its financial ratios likc that of 

monitoring rece ivables. Invento ry turnover ratio in days (lTID) indicates the number of 

time the stock has been turned over sales during the pe riod and eva luatcs the cl'licicncy 

with which a firm is ab le to manage its invcntory. This ratio indica tes whethe r invcstmcnt 

in stock is with in proper limit or not (Br igham and Houston. 2003 . p. 69 1). I-Icnce, the 

rat ion is calculated by dividing inventory by cost of goods so ld and multiplying with 365 

days and depicted as fo llows: 

Inventory Turnover in Day (ITTD) = Inventory 1 (Cost of salc5/365) 

In genera l there is no rule of thumb or standard lor interprcting the invcntory turnovcr 

ratio. The norms may be diffe rent for different firms dcpending upon the nature of 

industry and bu siness conditions. However the study ofthc compara ti ve or trend analys is 

o f inventory turnover is sti ll useful for financial analysis. 

2. t .4.3 Cash management 

Brealey and Myers (2003) indicated that cash is thc oxygcn whic h enhances a survival and 

prosperity, and is the bas ic indicator o f' bus iness hea lth . Cash inc ludes both cash in hand 

and cash at bank. A company necds cash for transact ion and spccu lation purposes. It also 

provides the liquidity to the company but the question is why co mpan y should ha ve cash 

rese rves when it has an opt ion to utilize it by in vesting it in sho rt term securities. Thc 

answer to this question is that it provides more liquidit y than marketable secu ri ties. Cash 

should be conside red as an inventory which is very important lor the smooth running of 
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the business. No do ubt a company can earn some interest if cash is invested in so me 

marketa ble securi ties but when it has to pay its liabilities it needs cash and in order to 

convert marketab le securit ics into cash it has to pay so me transact ion cost. So. th ere IS a 

fai r poss ibili ty that cost of ho lding marketab le securiti es might exceed their benefit. 

Ho ld ing a cash reserve is justifiab le for all the businesses but hOIl much cash a company 

should have? It is a big and very impolta nt quest ion because too little cash might push a 

company in a s ituation where it will not be able to pay its current liabilities. On the other 

hand hav ing high cash ba lance will not produce any return. The minimum level of cash 

reserve depends on the ab il ity of a company to rai se cash when it is required . fu ture cash 

needs and co mpanies will to keep cash to safeguard Illture une xpected events. Companies 

also want to have eno ugh cash reserve to exp loit the in vestment opportun ities available in 

the future but having a very high level of cash rese rve can turn out to be an idle resource. 

The maximum le ve l 01" cash reserve depends on investment opportunities avai lablc in the 

future, retu rn on these in vestments and transaction cost of making the investments 

(Ga llagher and Joseph, 2000). 

2.1.4.4 Acco unts Payablcs management 

Acco unt payable is defined as a debt arising ii·om credit sa les and recorded as an account 

receivable by the seller and as an acco unt payable by the bu yer. I:irms gene rall v make 

purchases from other finns on credit, reco rding the debt as an acco unt payable. Accounts 

payab le is the largest sing le category of short -term debt. represent ing about 40 percent of 

the cu rrent liab ilit ies orthe average nonfinancial co rporation (I3righam and Houston 2003, 

p. 720) 
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Arno ld (2008 pp.479-482) described that accou nt payab le is the cheapest and simp lest 

way of fin ancing an organization. Accounts payable arc generated \-\hen a co mpany 

purchases so me products fo r whic h payment has to bc made no later than a spec ifi ed date 

in the future. Accounts payab le are a part of al l the businesses and have so me advantages 

associated with it e .g. it is avai la ble to all the companies regard less o f the size o f the 

company and ea rli er pay ment can bri ng cash discount with it. Companies not only need to 

ma nage their accoun t payables in a good way but the y shou ld al so ha ve the abili ty to 

generate enough cash to pay the matu re accou nt payab les. Thi s is because. in case i I" a 

company fa ils to generate enough cash to fulfi ll the mature account payab les the n such a 

situat ion will pass the negati ve signal to the market and it will d irect ly a ffect the share 

price, re lationship with cred itors and supp liers. li enee. in thi s situation it will be dinicult 

for the co mpany to raise more fillld s by bo rrowing money or get more su pplies from the 

supp liers. Such a fi na nc ial di stress wil l lea el to the death of the non li ving emity. 

Therefo re, one way o f mo nito ring accounts payables is by the Averagc payment period 

(A PP) or day's payables outstanding rat io which measures the average length of time 

between the purchase of mater ial s or labor and the payment of' cash lor suppl ies (13righam 

and Houston 2003. p. 720) . It can be calculated as: 

Average Payment period (AP]» = Payables / (Cost of Goods Sold / 365) 

In general, if a company has a sma ll num ber of accounts payab le days. it could mean that 

the company is pay ing the bills ve ry earl y or is taki ng advan tage of purchase discounts 

(requi ring ear ly payment). On the othe r hand. il' a co mpan y has a large number of 
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accounts payab lc days. it could mean that the company has lOll cash fl ows not sui'fic icnt 

to pay bi ll s on time. 

2.1.4.5 Sho,·t term borrowings 

These are the short term financing instruments whi ch a co mpany uses and it includes bank 

overd raft , commercia l papers. bi ll o f' exchange. and loan rrom co mmercial finance 

compan ies and the like. All these liab ili ties have a malurity less than one year (A rno ld , 

2008 pp.474-79). One reason for which company should ha ve a proper \\orking capital 

po licy is short term borro wings because a poo r working cap ital po licy might cause the 

cash di stress as a resu lt co mpany might not be able to pay it s shorl tcrm borrowing 

liability. The co nsequence of this derault can be destructive lo r a business becausc aller 

such a s ituation a co mpany wi ll not be ab le to win the trust o r other fi nanc ial institutions 

to borrow more money, market \.v ill perce ive this situation in a negative way and the val ue 

oflhe share wil l fal l, suppliers and creditors might hes itate to enter in a ncw contract. 

2.1.4.6 The cash conversion cycle (CCC) 

Cash co nversion cyc le is a time span between the paYlllent for ra\\ material and the receipt 

fi'om the sale orgoods. Weston and I3righam (1977. P. 690) mcntioncdthat lirms typically 

fo llow a cyc le in which compan ies pu rchase inventory. se ll goods on credit. and then 

co llect accounts rece ivab le. For a ma nufac turing company il can be defined il more 

prec ise ly as. a ti me fo r which raw maleria l is kept fo r the process ing plus Ihe t imc take n 

by Ihe production process. And plus Ihe time ror which finis hed goods arc kept and sold . 

including the time ta ken by the debtors to pay the ir liability. minus the matu rity period o f' 
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account payable . By this de finit ion it is quite clear that longer cash convers ion cycle 

requ ired l110 re in vestl11en t in the curre nt assets. Further l110re good cash convers ion cyc le 

(depend up on cO l11panies target) is helpful for the orga nizat ion to pay it s obl igations at a 

right til11e which wil l enhance the goodwill of' a COl11pany. On the othc r hand. co mpan y 

with poor cash convers ion cycle will not able to meet its current linancial obl igations and 

wi ll lace financial di stress. Cash conversion cycle is a lso used as a gauge to l11easu rc the 

agg ressiveness of wo rking capita l policy. It is be lieved that longer cash conversion cycle 

corresponds to defens ive wo rking capita l po licy and shortcr cash convers ion cycle 

corresponds to aggressive wo rking cap ita l pol icy (A rnold. 200X. pp.530-31). 

In order to ca lculate the CCC onc has to lirst calcu late averagc collect ion pcriod. 

in vento ry turnover in day and average payment pe riod (as di scusscd previously in this 

section). In deed the for l11ul a used to cOl11pute cash co nversion cycle is represe nted as 

fo llows: 

CCC = Ayerage collection period + Inventory Turnover in day - Average Payment 

Period 

In general, depend up on the cO l11pany po li cy lowering CCC without inc reasing cost and 

reduc ing sales l11ay be preferable fo r the firl11 to have a good position of liquidity. 

2.1.5 Wo ,-kinJ,\ capital polic)' 

Working capi ta l pol icy can be best described as a strategy wh ich providcs thc guidelinc to 

l11anage the current assets and current liabilities in such a way that it reduces the ri sk o f' 

default (Afza & Naz ir, 2007). Working cap ital po licy is l11ainl y focusing on thc liquidity 
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of cu rrent assets to meet current liabilities. Liquid ity is very important becausc. if the Icve l 

of liqu idity is too high then a company has lot of idlc resourccs and it has to bear the cost 

of these id le resources. However, if liquidity is too low thcn it will fi.ee lack of reso urces 

to meet its current fi nanc ial li abili t ies (A rno ld. 2008). Current assets arc key component of 

working cap ita l and the WCI' al so depends on the leve l of" curre nt assets agai nst the level 

of current liab ilities (Afza & Nazir, 2007). On this base the literatu re o f" finance class ifi es 

wo rk ing cap ita l policy into three categories as defensive or hedg ing, aggress ive and 

conse rvat ive wo rking capital po licy (Arno ld , 2008 1'1' .535-36) and di scussed as follows: 

Defensive policy: Co mpany lo llows de fen sivc policy by using long term debt and equity 

to finance its fi xed assets and major portion o f current asse ts. Under thi s approach, the 

business concern can adopt a financia l plan which matches the cxpcctcd life o f"a ssets with 

the expected life of the so urccs o f funds raised to finance asscts (Paramas ivan and 

Subramani an 2009). Invc ntory expected to be sold in .,0 da)s could be financed with a 30-

day bank loa n; a mac hine expec ted to last lo r 5 yea rs co ul d be financed with as-year 

loan ; a 20-yea r building could be fin anced with a 20 year mortgage bond : and so lorth 

(Weston and Brigham, 1977. P. 7 16). 

Defens ive po licy reduces the ri sk by reducing the current liab ilities bu t it al so a lTects 

pro fi tab ility because long term de bt o rrers hi gh interest rat e which will increase the cost of 

financin g (A rno ld , 2008 p.530). This means a co mpany is not wi lling to takc risk and fee l 

it appropr iate to keep cash or near cash balances. hig her inven tories and gcne rous credit 

terms. Mostly compan ies that are operating in an uncertain envi ronmcnt pre fer to adopt 

such a po lic y becausc they arc not surc abo ut thc future pri ces. demand and short term 
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interest rate. In such s ituat ion it is be ller to have a high leve l o/" currcnt assets. Which 

means, keepi ng higher level of' in ve nt ory in the stock. to meet sudde n ri se in demand and 

to avo id the ri sk of stoppage in prod uct ion. 

Thi s approach g ives a longer cash conversion cycle for the company. It also provides the 

shie ld aga inst the finan c ial distress created by the lack o f fund s to meet the short term 

liability but as the researcher discussed ear li er long terJ11 debt havc hi gh intercst rate 

wh ich wi ll increase the cost o f fin ancin g. SiJ11ilarly. /"und s tied up in a busincss because o/" 

generous credit policy o f CO J11pany and it al so ha ve opportuni ty costs. llence. thi s po lic y 

J11ight reduce the profitability and the cost o /" followi ng thi s policy might cxcecd the 

benefits of the po licy (Arnold . 2008 p.530). 

Aggressive policy: CO J11panies can follow aggress ive po licy by fina ncing its curren t 

assets with short terJ11 debt because it gives low interest rate. Ilowever. the risk assoc iated 

wit h short term debt is higher than the long terJ11 debt. ParaJ11asivan and SubraJ11an ian 

(2009) pinpointed that in aggress ive po licy the entire estiJ11ated req uireme nt o f current 

assets should be financed [i'o m short-terJ11 sources and even a pa rt o /" fixcd assets 

financing be fin anced from short - term sources. This approach makes the finance J11ix 

J110re risky, less cost ly and more profitable. FurthcrJ11ore. le w finance J11ana ge rs takc even 

more risk by fin ancing long te rm asset with short terJ11 debts and this approach push the 

worki ng cap ital on the negative side. 

Managers try to enhance the pro fi tabi lit y by paying lesser interest rate but thi s approach 

can be proved very ri sky if thc short tc rm interest rat e flu ctuates or the cash inllo\\ is not 

enough to fulfi ll the current liabilities (Weston and Brigham, 1977, P. 7 16) . Therefore, 
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suc h a po licy is ado pted by the co mpa ny w hic h is o perat ing in a stabl c eco no my and is 

qu ite certa in about future cash nows. 1\ company with aggress ive wo rking capita l policy 

o ffe rs sho rt credit pe riod to custo mers, ho ld s minimal in ve ntory a nd has a sma ll amo unt o f 

cash in hand . Th is po li cy in creases the risk o f default because a com pany mig ht f,tce a 

lack o f reso urces to meet the sho rt term liabiliti es bu t it a lso g ives a high ret urn as the hig h 

return is associated w ith high r isk (Arno ld. 2008 p.S36) . 

C onservative policy: Some companies wa nt ne ither to be aggress ive by rcdu cing the 

level of curre nt assets as compared to current liabilities no r to be de fc ns ive by incrcas ing 

the leve l o f current assets as co mpared to current liab ili t ies . So , in o rder to ba la nce the risk 

and return these fi rm s are fo llowin g the co nse rvati ve approac h. It is a lso a mi xtu re o f 

de fc ns ive WC I) a nd aggress ive Wei) In thi s a pproac h tcmpo rary current assets. assets 

which appear o n the ba lance sheet fo r sho rt period will be fina nced by the short term 

bo rrowings a nd lo ng term debts arc used to fina nce fi xed assets a nd perma ncnt ClIITCli t 

assets (Westo n and Br ig ham, 1977 P. 71 8). T hus, thc lo llo we r o f" this approach li nd s the 

mod erate le ve l o f wo rking ca pita l w ith moderate ri sk and retu rn. It is called as " Iow pro fit 

low r isk" co ncept ( Para mas iva n and Subra mania n. 2009). Mo rcover. this po licy not o nly 

reduces the ri sk of de fault but it a lso reduces the oppo rtunit y cost of addi t io na l in vestment 

in the current assets. 

On the o ther hand apart fi'o m the above po int s thc Icve l o f" wo rkin g capital a lso depend s 

o n the leve l of sale, beca use , sales arc the so urce o f re ve nue lo r eve ry co mpanies. Sa les 

can influence wo rking cap ita l in three poss ible ways (A rno ld . 2008 p.S34-3S) . 
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• As sa les increase wo rki ng cap ital wi ll also increasc with the same proportion so. the 

length o f cas h conversion cyc le remains the same. 

• As the sa les increase wo rking capi tal increase in a slower rate. 

• As the sales increase the leve l of wo rking capita l ri ses in misappropriate manne r i.e. 

the wo rking cap ital might raise in a ra te morc than the rate or increased in the sale. 

Compan y with stab le sa le or growing sal e can adopt the aggress ive pol icy beca use it has a 

confidence on its future cash innows and is confident to pay its short term liabilities at 

matu ri ty. On the other hand a company with unsta ble sa lc or with Iluctuat ion in the sa le 

can' t think of adopting the aggress ive policy because it is not surc about its fl!lu rc cash 

in nows. In such a s ituation ado ption o f' aggress ivc policy is s imilar to committing a 

suicide . I-Ience, searching other method might be the best cho ice. 

2 . .1.6 Profitability and liquidity measures 

Pro fi tabilit y ratio is a measure of prol it gcnerated o'om the business and is measured in 

percentage terms c.g. percentage 0 r sa les, percentage 0 r in vestmen ts. percentage or asse ts. 

High percentage of profitabi lity plays a vi tal role to bring external linance in the business 

because creditors, in vestors and suppliers do not hes itate to in vest their money in suc h a 

company (Fabozz i and Peterson (2003 p. 733) . There are several measures of pro litability 

which a company ca n usc. Few measures o f profitabilit y are discussed here: 

Net profit margin (NPM): It calcu lates the percentagc o f eac h sa le do llar remai ns afier 

deducting interest. di vidend. taxes, expenses and costs. In other wo rds it ca lcu lates the 
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percentage o f profit a company is earning aga inst it's per dollars sa le. Ili g her value of 

return o n sa le shows the better perfo rmance (Gitman. 1999). 

NPM = (Ea rnin gs availab le for common stakeholder / Net sa les)" 100 

Return on asset (ROA): This ra tio ex plains that how eff icient a com pan y is to utilize its 

ava ilable assets to generate pro fit. It calcu lates the perce ntage of pro fi t a company is 

earn in g against per do llar of assets (Weston and Br igham ( 1977. P. 10 I). The hi gher va lue 

ofROA shows the bette r perfo rmance and it ca n be computed as lollo ws: 

ROA = (Earn in gs Available For Common StocidlOlders / Total Asset)"'l()() 

Gross operation pm!it (GOP): thi s rat io exp lains that how effic ient a company is to 

utilize its o pe rati ng assets . This rat io calcu lates the pe rce ntage o f pro lit earned against the 

operating assets of the co mpany (Westo n and Brigham. 1977. I'. 101). 

Gross operating profit = (Sa les - COGS) I (Total asset - financial assct) 

On the other hand, L iquidity ratio measures the sho rt term so lvency o f' finan c ial pos ition 

ofa firm. These ratios are calcu lated to comment upon the short tcrm pay ing capacit y o fa 

co ncern or the firm 's abi li ty to meet its current o bligat ions (Faboui and Peterso n. 2003 p. 

729) and they are di sc ussed as lo llows: 

Cu r rent ratio : is defined as the re lat ionship between curre nt assets and current liabilities . 

It is a measure of ge neral liquid ity and it is the most wide ly used to make the anal ys is fo r 

short term fina nc ial pos ition o r liquidit y of a firm (Fabozz i and Peterso n (1003 p. 733) . 

Current ratio can be calcu lated by dividing the total current assets by total current liabilit y. 

C urrent ratio = current asset / elilTent liability 
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Acid test ratio or quick ratio: it is thc true liquidity reiers to thc ability ol'a finll to pay 

its short term obligations as and when they bccomc cluc. It is the ratio o f liquid asscts to 

current I ia bi I ities. 

Quick ratio = Current asset - inventory / C urrent Liabilities 

It is ve ry use ful in measuring the liquidi ty position of a firm. It mcasures thc firm's 

capac ity to payoff current ob li ga tions immcdiatc ly and is morc rigo rous tcst of liquidity 

than the current ratio. 

On the other hand , debt rat io is one part o f financial ratio which is used fClr debt 

management used by different company. Hence. it is ratio that indicates what proportion 

of debt a company has relati vc to its asscts. Thc mcasurc g ives an idea to Ihe leverage of 

the company along with the potential risks the company lilces in terms or its debt - load 

(Fabozzi and Peterso n, 2003 p. 586). It can be calculated as dividing total debt by total 

asset. 

O I R · =,-T_o'""",,,,1 D_e_I_' '_ e H .1 t1 0 = 
T 0,,,1 Asse ts 

2.1.7 Rclationship bctween liquidity and prolitability 

Finance manager has to take vario us types of financ ial decis io ns li kc in vestment deci sion, 

finance deci s ion, liq uidity decis ion and divide nd dec ision. in differcnt timc. In evcry area 

of financial managemenl. the finance manger is alvvays f~l ccd v,Iith the dilemma of 

liquidity and profitab ilit y. He/shc has to strike a balance bet\\ecn the t\\ O (Llje ll y. 2004). 

Liquidity means the firm has to have adequatc cash to pay bill s as and whcn they fa ll due. 

and it a lso have sufficient cash reserves to meet emergenc ies and unforesecn demands, in 
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al l time. On the other hand, Pro fitabilit y goal requires that Ilmds of a firm shou ld be 

utilized as to yield the highest return. Hence, liquidity and prolitability arc conflicting 

decis io ns, when one increases the other decreases. More liquidity results in Icss 

pro fi tabi li ty and vice versa. Thi s conflict finance manage r has to I;\ce as all the financial 

decisio ns invo lve bo th liquidity and profitability. 

Creditors of the compan y always want the compan y to keep the level ol'short terlll assets 

higher than the leve l of short term liabilities; thi s is becausc they wa nt to secure their 

money. I f current assets are in excess to current liab ilities then the creditors will be in a 

comfortable situation. On the other hand managers orthe company don't think in the same 

way, obvious ly each and eve ry manager want to pay the mature liabili ties but they also 

know that excess of current assets might be cost ly and idle resource which wi ll not 

produce any return. Fo r example, having hi gh level of in vc ntory wil l raise wa rehouse 

expense . So, rather than keeping excess ive current assets (cas h. inventory. account 

receivable) managers want to keep the opt imal level or curren t asse ts. to a level which is 

enough to I'ulf-ill curren t liabilit ies. And al so managers want to in vest the excessive 

amollnt to earn some return. I-Icnce, managers have to make a cho ice between two 

extreme positions; either they will choose the long term in vestments, investments in non 

current asset such as subsidiaries (eq uit y), with hi gh profitability i.e. high return and low 

liquidity. On the othe r hand to choice short tcrm investment with low pro litability i.e. 10\\ 

return and high liquidity. 

Howe ver, creditors of the co mpany want managers to in vest in short term asscts because 

they are easy to liquidate but it reduces the profitability becausc 01' Ie", intercst rate . On 
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the other hand , if the manage rs prefer the long term invcstment to enhance the prolitabil it) 

then in case o f default lenders or creditors have to wa it longe r and bear so me expensc to 

se ll these assets because the liq uidit y o r long term in vestment is low. In rea lity. nonc of 

the managers choose any o f' these two extremes instead they wa nt to ha ve a ba lance 

between pro fitab ilit y and liquidity which will I'u llill their necd o r liq uid ity and gives 

required le ve l of profitability (A rnold , 2008). 

2.2 Review of empirical studies 

The previolls section was presented the theories of wo rking capital management foc lising 

on components, types of working cap ital. determi nant of' working capita l requ ireme nt 

includi ng and work ing cap ital pol icies. This section reviews the emp ir ical studies on the 

impact of wo rking capita l manageme nt on firms ' pro fitabilit y. There arc a number studies 

that assessed working ca pital management Ii'om the perspect ive or both deve loping and 

deve loped nations. For example. pionee r stud y by Mueller (1953) about corporme 

wo rking capital and liquid ity ma y be considered as the best-known study in th is field 

(Sami log lu and Demirgunes, 2008). The dinieulty, co mpounded duc to the lack o r any 

un ifo rmity in de fi nit ion of what is meant by "working capital" motiva ted him to st udy on 

corporate wo rking capita l and liq uidity literature . Hence. the stud y \\as conducted uS1l1 g 

qualitat ive method to answer three prob lems towards which the paper was di rected. Thus 

are; "what is meant by co rporate wo rking capita l, liquidity and so urces of liquidity?" In ­

deed the study concluded that the te rm "wo rk ing capita l" should be coextensive with 

current assets and descr ibed by it funet ions as revo lving cap ital. Fu rther. the stud y noted 

that the nat ure of an asset is determined by its f'1I1e tion and not by it s na me. On the other 
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hand, the study pi npo inted that the ord inary use of the term "liquidity" makes it morc a 

problem of market ing than accounting and finance and hence. liquidity is a conseq uence 

of the dynamic fu nct ion of satisfying socia l want s. Finally. the study concluded thal. it is 

lhrough working ca pilalthat source ol'liquid it y is allained. 

Grablowsky ( 1976) examined mismanagement ofaecounls rcceivab le by small busi ness in 

US firm and its impacts on succcss. Prior to his sludy in 1975 he was conducted a su rvey 

about US firm s cred it pol ic ies and reported thalmost firm s moved an accou nt from active 

in-house co llection to the bad debt lile between lo ur to twelve mo nths aller the duc date. 

The survey also rcvea ls that even if a customer becamc a slow payer or was occasiona ll y 

del inquent, many reta ilers continu ed to extend credit to hi m or her. These signify the 

ex istence o f co llect ion problems in thc US. Depend up on the above problem he was 

interested to study on the relationship of such policy on lirm' s success. Grablowsky 

(1976) has showed as there is a signilicant re lationship between various success measures 

and the employment of formal wo rk ing cap ital polic ies and procedures. On similar study, 

Wa lker and Petty ( 1978) mentioned that managing cash flow and cash conversion cycle is 

a critical co mponent of overal l financial management for all firms. especially those who 

are cap ital constrained ancimorc reliant 011 short-term so urces o r finance. 

Long et al. (1993) developed a model o f trade credit in whi ch asymmet ric in lormat ion 

leads good fi rms to extend trade credit so that bu ye rs ca n ve rify product quality before 

payment. The ir sample cO l1lained all industria l (SIC 2000 through 3999) lirms wit h data 

avai lable from eo mpu stat for the three-year period ending in 1987 and used regression 

analys is. They defined trade cred it policy as the ave rage lime recei vables arc oUl standing 
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and measured this variab le by computing each lirmts days of' sales outslanding. as 

acco unts receivable per dol lar 0(' dai ly salcs. To rcducc va ria bility, thcy avc ragcd days 0 (' 

sales outstanding and a ll other measures ovcr a threc year peri od. They I(Hlnd evidcnce 

cons istent with the mode l. The findi ngs were suggested that producers may incrcase the 

implicit cost of extending trade cred it by financin g thei r rece ivables through payab les and 

short-term borrowing. 

On the other hand Peel and Wilson ( 1996) exam ined work ing capit al and linancial 

management in the small fi rm sector of UK. They were primarily interested to investigate 

whether the cause of corporate failure is, due to lack o('short te rm fi nanc ing or ine(,fi eient 

management 0(' wo rking cap ita l. As a resu lt , thc resea rchcr uscd quantitati ve survey 

method and conc luded that fo r small and growing busincsses. an e l'ii c ient wo rking capital 

management is a vital component 0(' succcss and survival: i. e. both pro fitab ilit y and 

liquid ity. They further asse rt that smaller f'inns should adopt formal work ing capital 

management routines in order to reduce the probability o r busi ness closure. as well as to 

enhance bus iness per l·o rmance. Given these peculiarities. they ha ve stressed the cffi cient 

managemen t of working capital, and more recen tl ) goocl credit management pract ice as 

be ing pivotal to the hea lth and performance o f the smali fir m sector. 

Smith and Begemann ( 1997) emphasized that those who promoted wo rking capital theory 

shared that profitability and liquidity co mprised the salient goa ls o r wo rking capita l 

management. The problem arose because. the max im i~.at io n of the firm's returns could 

ser iously threaten its liquidity, and the pu rsuit of liquidity had a tcndency to dilute returns. 

This art icle eva luated the assoc iation between traditional and alternati ve work ing capital 
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measu res and return on investment (RO[) . speei[ica[[ ) in industrial [irnls listed on the 

Johan nesburg Stock Exchange (.l SE). The problem under in vestigation was to establ ish 

whether the more recentl y developed alt ernati ve wo rking capi tal concepts showed 

improved assoc iat ion w ith return on investment to that oftraclit ional working capital ratios 

or not. Results indicated that there \Alc re 110 signi ficant differences amongst the years "v ith 

respect to the independent variables. The results of" their stepwise regress ion co rro boratcd 

that total cu rrent lia bi li t ies divided by funds flow acco unted for most of" the va riab ility in 

Return on In vestment (RO[ ). The statist iea [ test resuit s showed that a traditional work ing 

cap ital leverage rat io, cu rrent liabilit ies div ided by f"unds ["[ow, d isplayed the greatest 

assoc iations wit h ret urn on in vest menl. Well known liquidit y concepts such as the cu rrent 

and qu ick rat ios reg istered insignificant assoc iations whilst on ly onc orthc ncwer work ing 

capita l concepts, the comprehens ive liquidity index, ind icated s ignificant assoc iations with 

return un investment. 

Shin and Soenen ( [ 998) researched thc re [at ionsh i p bct wee n wo rk ing cap ita [ management 

and va lue creation for shareho lders. The standard measu re for working capi tal 

management is the cash conversion cyc le (CCC). Cash conversion pe riod reflccts thc time 

span betwee n disbursement and col lection of" cash. [t is l11easured by estimating thc 

invento ry co nvers ion period and the recei va ble conversion pe riod. less the payab[es 

convers ion pe riod. [n their study. the researc hers used net- trade cye[e (NTC) as a l11casurc 

of work ing capita l l11anage l11enl. NTC is bas ica ll y equa l to the cash conversion eyc[e 

(CCC) where a[ [ three cOl11ponents are expressed as a pe rcen tage of" sa les. NTC l11ay be a 

proxy for add itional working cap ita l needs as a ("unction or the projccted sa les growth . 
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They examined th is relat ionship by using co rre lation and regress ion ana lys is, by industry, 

and work ing capita l intensity. Us ing a COM PUSTi\T samplc of 58,985 firm years 

covering the period 1975-1994, they fo und a strong ncgativc relationship between the 

length of the rirm 's net-trade cyc lc and its pro litabilit y. Ilased on the lindings, they 

suggest that one poss ib le way to create shareho lder va lue is to reduce firm's NTC. 

To test the re lat ionship between wo rki ng capital management and co rporate profitabil ity, 

Deloof (2003) used a sample of 1,009 large Belgian non-linanc ial lirms lor a pcriod o f 

1992- 1996, By us ing corre lat ion and regress io n tests, hc lound significant negat ive 

relationsh ip between gross operating inco mc and the number or days acco unts receivable, 

inventories, and accounts payab le of Belgian firms. Based on the study results, hc 

suggests that manage rs can incrcase co rpora te profitabil ity by rcd uci ng thc num ber or 

day's accounts rece ivable and invcn tor ies . J) e Chazal (1998) rcvealcd that 60% 

enterpri ses suffer fro m cash now prob lems. Na rasimhan and Murty (200 I) stress on the 

need for many industr ies to improve the ir retu rn on capita l emp loyed by IOCll sing on some 

cr it ica l areas such as co st containment, reducing in vestment in working capital and 

improv ing working capital c ffi cieney. 

Ghosh and Maj i (2003) attempted to examine the e fl iciency of wo rk ing capital 

management of Indian cement compan ies during 1992 - 93 to 2001 - 2002, They 

calculated three index va lues; performance index, ut ilizat ion index, and overall efficiency 

index to measure the emcienc), or work ing capital management. instead or lIsing some 

CO llllllOIl worki ng capital management rat ios. By Llsing regress ion analysis and ind ustry 

norms as a target effic iency levcl o f ind ividua l lin11s, Ghosh and la ji (2003) tested the 
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speed of ach iev ing that target leve l o f eCiie iency by indi vidual firms dur ing the per iod of 

study and fou nd that so me of the sample firm s successf'u ll y improved cffi c iency during 

these years. 

Other stud y by, Lyroudi and Lazaridi s, (2000) used Greek food industry to exam ine the 

cash conversion cyc le (CCC) as a liquid ity ind icator of the fi rms and tried to determine it s 

relationship with the current and the qu ick ratios. llence. the main objective of the study 

was to in vest igate the implications or the eel' in terms of prtllitability. in-debtness and 

firm size. The results of the ir study indicate study showed that there is s ignil ica11l pos iti ve 

re lationship between the cash conve rsion cycle and thc traditional liquidity measures of 

current and quick ratios . The cash conversion cyclc a lso posit ively related to the return on 

assets and the net pro fit marg in but had no li near relationship wi th the leverage ratios. 

Converse ly, the current and quick rat ios had negati ve relationship wi th the debt to equity 

rat io, and a pos itive with the t imes interest earned ratio. Fi na ll y, the stud y conc luded as 

there is no diffe rence between the liquidity ratios or largc and small firm s. In the sa me 

co untry. Lazaridis and Tryfonidis (2006) in vestigated the re lat io nshi p between wo rking 

capital manage ment and corporate profitability o r li sted compan) in the Athens Stock 

Exchange. They conducted a penal study by using a sa mple of 13 1 li ,.,ns li sted on thc 

Athens Stock Exchange for the period of 2001 - 2004. Thc result from rcgress ion ana lys is 

showed that , there is statistica ll y s ignifica11l re lationsh ip between pro fit ab ili ty. measured 

through gross operating pro fit. and the cash conversion eyc le and it s co mponents 

(acco unts rcceivables, accounts payab les. and in vcntory). Based on the resu lts. they 

concluded that ma nagers could create va lue for sha reho ld ers by handling correctl y 
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handling the cash conversion cyclc and keeping each dilkrcnt component to an optimum 

level. 

Ra heman and Nasr (2007) stud ied the effect of'differcnt va riab les of working capital 

management including average collection period, inventory turnover in days. average 

payment period, cash conversion cycle, and current ratio on the net ope rating profitability 

of Pakistani firms, They selec ted a sa mple of 94 Pakistani firms listed on Karachi Stock 

Exchange fo r a period of six years from 1999 - 2004 and round a strong negati ve 

relatio nship between va riables of wo rking capital management and profitab ilit y of the 

fi rm. They found that as the cash convers ion cyc le increases , it Icads to decreasi ng 

profitabilit y o r the linTI and managers ca n create a positi ve va lue It)!' the shareho lders by 

reduci ng the cash conversio n cyc le to a possible minimum le vel. 

Ga rc ia-Terue l and Mart inez-So lano (2007) collected a panel of 8,872 small to medium­

s ized enterprises (SMEs) from Spain covering the period 1996 - 2002. They tc sted thc 

effects of' wo rk ing capi tal managemcnt on SMI::: profitability using the panel data 

methodo logy. The results, wh ich arc robust to the presence of' endogenctic, demonstrated 

that manage rs could create va lue by reduc ing thei r in ve ntories and the number o r days for 

whic h the ir accou nt s are outstanding. Moreove r. shortcning the cash co nversion cycle also 

improves the firm 's profitabi lit y. On the other hand. Singh and Pandey (2008) had an 

attempt to study the working capital co mponents and the impact o r working capital 

management on profitability of Hindalco Industries Limited for period Ii'om 1990 to 2007, 

Results of the study showed that current rat io, liqu id ratio , rece iva bles turnover ratio and 
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wo rking capita l to tota l assets rat io had stat istica ll y sign ilicant impact on thc profitabili ty 

of Hinda lco Industri es Limited. 

Sami log lu and Demi rgunes (2008) stud y was aims to in vcst igatc thc cffect o f working 

capitalmanagcment on lirm pro fitabilit y. In linc with this aim. a samp k of5 . 843 Turkish 

listed manufacturing compan ies in Istanbul Stock I:::xchangc (ISE) l(lI" thc pc riod of" 1998-

2007 are ana lyzed under a multiple regression model. Empiri ca l result s show that, lor the 

mentioned sample and period , acco unts rece ivab les period. in ventory pe riod and leverage 

signil·icant ly and negati ve ly afTec t profitabilit y of Turki sh manufacturing firms. whi le firm 

growth ( in sal es) signi fican t ly and posi tively affect firm s profitabilit y. I lowe ver, it is a lso 

concluded that cash convers io n cyc le, size and fi xed financia l assets ha ve no stati sticall y 

signifi cant effects on firm profitability o f Turki sh manufacturing firm s for the period o f 

1998-2007. 

Afza and Nazir (2009) was madc an attcl11pt in order to in vest iga tc the tradit ional 

relat ionship between working capita lmanage l11ent po licies and a firm ·s pro fitabilit y fo r a 

samp le 0 1' 204 non- financ ial firms listed on Karachi Stock Exchange (KSE) fo r the period 

1998-2005. The survey stud y fo und signifi cant different among thei r wo rking capital 

requirements and fina nc ing policies across different indust ries . Moreover. regress ion 

resu lt found a negati ve re lationship between the pro litabi lity of lirms and degree o f 

aggress iveness o f wo rking capita l investment and financing po lic ies. They suggested that 

managers could increase valLie if they adopt a co nserva ti ve approach toward s working 

capita l in vestment and wo rking cap ital linancing po licies. 
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Fa lope and Ajilore (2009) used a sample of 50 Nigerian quoted non-linancial firms lo r the 

per iod 1996 -2005 . Their stud y utilized panel data econometrics in a poo led regress ion, 

where t ime-series and cross-sect iona l obse rvations were combined and est imated. They 

found a s ignifi cant negati ve relationship betwee n net operati ng pro litabil ity and the 

average co llection pe riod , in vento ry turnover in days, average payment period and cash 

conversion cyc le for a sample of fifty Nigeri an lirms li sted on the Nigerian Stock 

Exchange. Furthermore, they found no signilicHnt variations ill the effects of' working 

capital manage ment bet wee n large and smal l lirms. On the same yea r. Mat hu va (2009) 

exam ined the influence of wo rking capital management components on corporate 

profitabi lity by us ing a samp le of30 fi rms li sted on the Nairob i Stock Exchange (NSE) lor 

the periods 1993 to 2008. He used Pea rson and Spearman' s co rrelations, the poo led 

ordinary least squal'e (O LS). and the fixed effects regression models to conduct data 

analys is. The key findings o r his stud y v,Icrc that: i) there exists a highly s ignificant 

negat ive relationship between the time it takes lo r lirms to co llect cash li'om their 

customers (accounts co llection period) and prolitability. ii) there ex ists a hi ghl y 

signifi cant pos iti ve re lationship bet wec n the period taken to conve rt in ve ntories into sa les 

(the inventory co nversio n period) and profi tabili t). and iii) there exists a highly signili cant 

positi ve relatio nship between the time it takes the lirm to pay it s cred itors (average 

payment period) and Pro fi tabi lity. 

Amaljit et. a l. (20 10) in vestigated the re lationship between the wo rking capital 

management and the firms' protitabil it y for a samp le o f 88 Amer ican manufacturing 

companies li sted on the New Yo rk Stock Exchange (lr the period or 3 years li'om 2005-
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2007. They we re primarily sought to extend Lazaridi s and Trylo nidis's (2006) lindings by 

testing with the same hypothesis. They lo und statistically signili cant relatio nship betwcen 

the ca sh con version cycle and profitabilit y_ Illcl1surccl through gross operating profil. The 

study concluded that manage rs ca n create profit s lor the ir companics by handli ng 

correct ly the cash conversion cyc le and by keep ing accounts receivables at an optima l 

level. 

Fina ll y, Wajahat and Hammad (20 I 0) conductcd the stud y wit h thc purpose of cxploring 

the re lat ionship betwee n wo rking cap ita l policy and prolitability of Swedish firms. 

Furthermore this stud y was ai med to invcstigatc thc naturc of rc lationship bctwcen 

worki ng capital policy and component o f cash convers io n cyc lc. For thc purposc o r their 

study the resea rchers used a samp le 01' 37 listed companics in the OMX Stockholm stock 

exchange over thc pe riod of fi vc ycars fro m 2004-2008 and six rcgrcss ions wcrc run on 

185 obse rvations in SPSS softwarc. The result of regression anal ysis shows that manage rs 

can' t change the levcl of profitability by adopt ing any o f thc wo rking capi tal po li cy I. C. 

there ex ist no re lationship betwecn wo rk ing capital policy and profitability. 

Conclusions and identification of knowledge gap 

In general, the li terature rev iew indicates that working cap ital managcmcnt has impacts on 

profitabi lity of a firm. I-laving optimum level o f working capita l components will help 

fi rms to meet it s day to day operations and vita l for maximiz ing va lue and prolitability. 

I-!eneel the cash conversion is the most important measure oC wo rk ing capita l management 

efficiency of a firm. Indeed, kceping sma llcr cash convers ion cyc lc dcpend up on lirms 

wo rking cap ita l po li cy wi ll helps a firm to increase profitabi lity. 
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Even if, the literature review indicated that working capita ll11anagcmcnt has impact on the 

profi tabi lity or the finn but there still is ambiguit y regard ing the appropriate va riables that 

might serve as prox ies for wo rking capital manage ment as a who le. This prob lem was 

creat ing misinterpretat ion o f worki ng capital meaning by ea rli er researchers like Mueller 

( 1953) and Grablowsky ( 1976). li enee, literatu re review cons isting some of prev iou s 

studies though limited in scope. methodology and overall output. I.ike\\ ise. lack of" not 

inco rporat ing a ll re leva nt and most important variables ( indepe nden t and control) used to 

measure both working capita l and profitabil it y, it creates difficul ty for comparab ili ty of 

studies conduct in sim ilar area s. Moreover, studies regarding working capital arc 1110stl y 

related with improv ing mode ls to determine optimal liquidit y and cash ba lance. rather 

than analyz ing underl ying reaso ns o f" re lationships between liquidity. working capital 

management practices and pro fi ta bil ity. The refo re, its dinicu lty for who read those studies 

to answer why? As a result, first thc resea rcher tried to idcnt ify major relevant va riables 

which are missed or not inc luded in prev ious studies. Acco rd ingly. unli ke the previous 

studies the researcher run the regress ion for gross operating pro lit together \\ ith al l 

se lected major releva nt va riab les to see thei r impac t on firm's profita bili ty. llere by 

including new variab les (cu rrent ratio and sales growth as a measure 0 [" liqu id ity and 

profitab ility others usua l), running the rcgress io n by inc luding a ll va riables wo uld 

enhance the find ing and fill the problem of miss ing important va riab les which was 

observed in previous studies. In general the resea rcher be lieved that. the above act ions 

wo uld fi ll the gap identified in thus stud y. 
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2.3 Nat ure o f manufacturing companies 

In its earliest form, manufacturing \-vas usuall y carried out by a single ski ll ed artisan with 

ass istants and trai ning was by apprentices hip. In muc h or the pre- indu strial world the 

guild system protected the pr ivi leges and trade sec re ts or urban artisans. l3 erore the 

industrial revo lut ion. most manuracturing in the world was occurred in rural areas. where 

house ho ld -based manufactu ri ng served as a supp lemental subsistence strategy to 

agricultu re (and continues to do so in p laces) . Entreprcneurs organiLcd a numbcr or 

manufacturi ng househo lds into a single en terprise thro ugh the pUlling-out system. 

However, the market place of the twenty-first century is evo lving into one or merging 

national markets. fi'agmented consumer markets. and rapidl y changing product 

techno logies in manufactur ing industry. These changes arc dri ving linns to compete. 

simultaneous ly. alo ng several difTerent dimcnsions: dcs ign. manul ilctu ring. distribution, 

communication. sa les and others. Al th ough manufacturing has not been uti li zed as a 

competit ive weapo n bisto rieally. the markct place o f'thc twenty first ccntury will dcmancl 

thalmanllfhctll ring assu me a crucial ro le in the new competitive arena. 

Progress in human society has been acco mplishcd by the crcation o f' ne w tcchnologies in 

deferent industr ies and th at is \\ hy last few years have \\ ilncsscd unparalleled changes 

throughout the wo rld. Ra pid changes in the markets dcmand drastica lly shortened product 

li fe cyc les and hig h-qua lity products at co mpctiti vc prices. Customcrs now prelCr a la rge 

var iety of products and this phc nomenon has inspired ma nufacturing firms to look lor 

progress ive co mpulerized automation in var iolls processes. T hus. mass production is 
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being replaced by low-volume. high-var iety production so as to maxim ize sa le and there 

by profitabil ity. 

Manufactu ring firm s have recogn ized the im portance of Ile.,ib ilit y in the lllanuf'lcturing 

system to meet the cha llenges posed by the plural istic market. The concept ol'l1exibil it y in 

man ufac turing systems has attained significant importance in mceting the challenges fo r a 

var iety of products of sho rter lead-times, together with hi gher product ivity and qua lit y. 

The flexibi lity is the underly ing concept behind the trans ition from trad itional methods of 

production to the more automated and integrated methods. According to some economists, 

manufacturing is a wea lth-producing secto r of an econo my and the back bone of wo rld 

economy. 

To summaries, nowaday' s the international standard industria l classification (ISIC. 2003. 

p.l) defined manu fact uring activ ity as "t he physical or chemical translorm<1tian of 

material s or co mponents into new products. whethcr the IVork is perl()rmed by power 

drive n machines or by ha nd, whethe r it is done in a f,lcta ry or in the wo rkcr's home, and 

whether the products are so ld at the whole sa le or reta il. Thc assembly o f' the component 

parts of manufaclured products is also considered as Ill cll1 ufaCluring aClivilics". 
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Chapter 3 

Research methodology 

The prevIous chaptcr indicated the literature on the impacts or worki ng capital 

management on firms' profitab ility, and pointed out that there is limited research in 

deve loping co untries, particularly in Ethiopia. 

The intent or th is chapte r is giving br ief' outl ine of' the broad objecti ve or the study and 

hypotheses, the underly ing principle of' research methodo logy and the choice or the 

appropriate resea rch method for the study. The chapter is arranged as rollows: sect ion 3.1 

presents the research objective and hypotheses. Sect ion 3.2 discusses the different 

research app roaches wh ile section 3.3 shows methods adopted in the study. Fina ll y. 

conc lus ions a long with the link bctwee n hypotheses and data sources are presented in 

sect ion 3.4. 

3.1 Research objective and hypotheses 

Thi s stud y a ims to exam ine the impacts of working capi tal managc ment on profitabilit y of' 

fi rms in Addis Ababa city with a spec ial ref'e rcncc to the manufilcturing secto r o f' share 

compan Ies. 

Therefo re, in light of the above researc h objective. severa l statements o r suppos ition can 

be made ill viey" of the impacts of \-vo rki ng capital management on firms' profitability. 

The ro llow ing discuss ion covers the hypotheses that thi s st ud y attempted to test. 
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Since, the bas ic object ive of work ing capita l management is to manage firm' s current 

assets and liabilities and in slich a 'Nay lhat working capilal arc maintained at a 

sati sfilctory level. Sm ith ( 1980) ment ioned that working cap ital managemcn t plays an 

im portan t role in a f"rm 's pro fitability and risk as wc ll as its value. Whereas, Van Ilome 

and Wachowicz (2004) po inted out that excess ive le ve l o f' cu rrent assets have a negative 

e ffect on fi rm' s profita bil ity, wh ile lower level of current assets 1cad to lower liquidity and 

stock-outs. and result in diffi culties or mainta ining smoo th operat ions. Therefore, depend 

upon the above theo retical basis the first hypothesis of'the stu dy is developed as fol lows: 

HP ,: There is positive relationship between qlj7cient ' lI'orking capital management Clnd 

prof/tability (jffirms' 

Cash convers ion cyc le is one factor that wo uld a fTeel profitabil ity of' firms. Weston and 

Brigham (1977, P. 690) mentioned that fi rms typically fCl flow a cycle in whic h companies 

purchase in ve nto ry, se ll goods on credit. and then collect accounts receivable. This cycle 

is re ferred to as the cash conversion cyc le (CCC). Thus. CCC focuses on the length of 

time between when the company makes payments and when it recei ves cash innows. 

So und wo rki ng capital po licy is designed to minimize the time between cash expend itures 

on material s and col lection of'cash on sa les depend upon wo rk ing capita l pol icies of fir ms. 

Gitman ( 1999) argued that CCC IS a key factor in wo rk ing cap ita l manageme nt. 

Therefore, CCC ca n be shortened fi rst by reducing in ve ntory conversion period by 

t I-krc the \\ord dlicient describes. on 'I\t: ra!!t.' ho\\ much !Hlml)!.!r or da~s docs each limb takes 10 clim er! each or its 

\\orking capitl11 component in to sale or cash. llence. linn hil\in!' \\1111 a minimulll llumht'l" orda~ ... ill each I\ork in~ 

capital componcll! arc Illorc elTicicll1 in managing its \\(lrking capita1. 
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process ing and se lling goods more quickly. Secondl y. by reducing rccei va bles collec tion 

period through speeding up co llections and finall y. b) lengthcning the pa)ables de fe rral 

period thro ugh s low ing down the firm' s own pay ments. Therefo re, to the extent that these 

actions can be taken without increasing costs or depress ing sal es, it increases firm 's 

profitabi li ty. Thus, the second hypo thes is is deve loped as fo llows: 

HP], There is a nega/ille rela/ionshi!' he/ween cash conversion ,ycle and IJro(i/abili /y of 

firms '. 

The other important variab le that wo uld affect liquidity and profitabi lity arc very c lose ly 

related to it. Most of the time, li quidity goa ls o f ' a firm is to have adequate cash to pay fo r 

its bill s: to make large unexpected purchascs and Iinall y, firm has an adeq uate cash 

reserve to meet emergencies in all time. Whereas, pro litabilit ) goa l on the other hand 

requires that, funds o f a firm are used so as to yie ld higher return. Therefo re , when one 

increase the other decreases (Westo n and Brigham, 1977. P. 690). Apparently, liquidity 

and profitability goa ls connict in most of the dec isions the finance managcr makcs. for 

examp le. higher in ventor ies arc kept in ant icipation of' incrcas<..: in prices orraw materials; 

hence, profitability goa l is approached but the liquidi ty position or a lirm is endangered. 

S imilarly, fi rms by fo llowing liberal credit policy may be in a posit ion to push up its sa les 

but its illiquidity decrease. In real it y, none of the managc rs choose any of thesc two 

ext remes instead they want to have a ba lance between pro fit abil ity and liquidity which 

wi ll fullill their need or liquidit ) and givcs requircd ICI 'el 0 1' profitabilit y (Arnold, 2008). 

As a result, the thi rd hypothesis is developed as lo llows: 
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HPJ: There is a negative relations!1I!) betll'eelJ liqllitiitl ' lind pro/itllbility o/jirllls. 

Fourthly, the researcher anticipated that profitabi lity ma y ha ve a relation with company's 

size (measured in terms of loga rithm of sa les). The company size may affect liqu idit y and 

thus, pro fit abili ty in different ways . On the one hand . large companies may be able to buy 

in ve ntory in large quantities in order to get quantity discounts. Further. because of the ir 

size, large co mpanies may qualil'y lor quantity disco unt s li'om suppl iers with re lative ly 

sma ll inventory leve ls. Add it ionally, large companies may be able to get I"vorable credit 

te rms from their suppli ers in te rms of longer credit periods and they may ha vc mo re 

success in the ir receivables co llection e fforts relati ve to small companics. I-Ience. having 

the above opportunities. large companies are in fa vo r 01' small firms in ma ximiz in g thcir 

sa les, util iz ing reso urces and finally boosts their pro Ii!. Thus. III li ght or the above 

theoret ica l ground s the fourth hypothesis deve loped as fo llows: 

HP.,: There is a positive relationsh,!) betlveen/inll size and pro/itllbility. 

Finally, the fi ves fac tor that wou ld al'l'cct the prolitability or a lirm IS. the way that 

managers are financing thei r business. As a rcsult\ in all time internal and externa l finance 

are not pe rfectly subst itutes in pract ice. Externa l finance, like debt may be mo re expensive 

than internal fi nance because of ma rke t imperfections. In these circumstances. a lirnl 's 

investment and financ ing decisions are interdependent. Firms may have a targe t cash 

co nvers ion cycle as a measure 0 1" \\orking capital "hich ba lances costs and benefits and 

hence, maximizes the val ue for the fi rm. For thi s reason. the cost 01' the Illnds in vested in 

the cash co nversio n cycle is higher in firms with a larger leverage. because they ha ve to 
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pay a higher risk premium. Therefore, it is poss ib le to anticipate a negat ive re lationship 

betwee n leverage rat io and profitability. De loof (2003) mentioned that when le verage o f 

the firm increases; it will ad ve rse ly affect its pro fit abi li ty while financ ial debt ratio used as 

a proxy for leverage . Hence. bas in g the above discuss ion the last hypothesis deve loped as 

fo llows: 

HI's: There is a negative relationship belll'een debt 1.lsed by the .firms (lnd their 

prafiiabilil)'. 

3.2 nesellrch approaches 

Depending on the philosophical stance, strateg ies of inquiry and spec ific methods, a 

research approach can be catego rized as quantitative resea rch approach. qual ita ti ve 

research approach and mi xed research approach. The di scuss ions in the subsequcnt 

sections present these three approaches 0 f research. Spec i fi ca Ily, Sect ion 3.2. I presents 

quantitali ve research approach wh ile SL:ctiOllS 3.2.2 and 3,2.3 present respectively 

qualitative and mixed methods research approaches. 

3.2.1 Quantitative research ap proaches 

Quant itative resea rch is grounded in the post-pos iti vism know ledge clai m that pr imaril y 

reflects the sc ientific method of the natu ral sc iences . Th is paradigm adopts a deduct ive 

approach to the resea rch process. The researcher gathers data from the rea l wo rld selling 

and then anal yses the data statistica lly to support or reject the hypo thescs (8lanchi and 

Durrhe in , 1999). Resea rchers who adopt a more deducti ve approach usc theory to guide 

the design of the stud y and the interpretat ion of the resu lt s. In linc II ith this. the overall 
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objecti ve of quant itative resea rch is to test or verilY a theory. rather than to develop one. 

Therefore. the theory offers a conceptual li'amework lor the enti re study. and it al so serves 

as an orga niz ing model fo r the entire data collection procedure (We iman and Kruger, 

200 1). Shaw (2006) sees quantitati ve techniques as an attempt to test a hypothes is by 

inco rporating it into the research design and responding to it by measuring its strengt h and 

weak nesses that give numeri ca lmeasuremcnts to thc data collected. 

Firestone (1987) stated that quanlitati ve data arc those which can bc so rted. class ified, 

measured in a strictly objective ways. They are also capab le or be ing accurately desc ri bed 

by a set of rules or formulae which then make their definition (if not a lways their 

interpretation) unambiguous and indepcndent of individual judgment s. Quant itative 

researc hers put their emphasis on procedures. methodologies and statistics. As a rcsu lt . it 

reli es on stat istical techniques aided by computational a lgorithms and so ftware packagcs 

for ana lysis the problem under stud y. 

Quant itat ive research is one in which the investigator primarily uses positivist claims lor 

de ve lop ing knovv ledge and its strategies of' inqu iries arc associated with experimental and 

survey research methods. Creswell (2009) mentioned that exper imental resea rch seeks to 

determine if a spec ific treatment innuence an outcome. Thi s impact is assessed by 

providing a specific treatment to one gro up and withho lding it from ano ther and then 

determining how both groups scored on an outcome. Therclo re. pure experimcnt enables 

the researcher to ma ni pulate an independent variable in order to sec thc efreet on the 

dependent va ri able with the rando m ass ignment or subjccts to trcatmcnt cond itions while 

quas i exper iments uses non randomized designs and it is a sing le subjects design. 
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Whereas. sur vey research prov ides quantitat ive or numeric description 01' research trends 

atti tudes or opinio ns o('a population by stud ying a sample oepopu lat ion. It includes eross­

sectiona l (data w ill be co llected in one point in time) and lo ng itudinal studies (data wi ll be 

col lected through time with dilkrent interva l) using quest ionnaires. struetmed interviews 

and documentary rev iews for data co llection. with the intent of generali zing fi'om the 

sample to the populat ion (Creswe ll , 2009). 

The we ll plan ned and implemented quant itative research has the merit of be ing ab le to 

make ge nera lizations, for a broader popu lation, based on fi nd ings fi'om the sa mple. To 

enhance the genera lizat ion of findings. quantit ative resea rch methods lo llow. at least 

theoretica ll y. standardized procedures 111 samplc se lection. instrument des ign. 

implementation and ana lys is. This standardi zation III turn increases the dupli eabil ity or 

procedures and the reliability of tindings and a lso can mit igate the impact of interviewer 

(if administered through direct interv iews) and interviewee biases (minimiz in g 

subject iv it y 0 f judgment). 

Notwithstandi ng the above adva ntage , quant itative research design has a number of 

lim itations. Fi rst, it bel ittles human ind ividua lity and the ability to thin k. Second, it rails to 

provide the resea rcher with info rmation on the context o f the s ituation where the studied 

phenomenon occurs. Third. it will have lim ited outcomes to only those outlined in the 

orig inal research proposal due to closed type questions and the structu red lormat and 

fi na lly, quant itat ive research appears to lack fl ex ibi lity in design wh ich may be crucia l 

when addit iona l informat ion revealed th ro ugh data col lect ion needs fllrther ex ploration fo r 

knowledge. 
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3.2.2 Qualitative research approaches 

Qualitati ve approach is ce l1lered on the in terpretive soc ia l sc iences parad igm . Qual itative 

methodo logy of in vestigation tends to be based on recognit ion of' the im portance of thc 

subjective. exper imel1lal 'Iife-wo rld' 0 1' human beings (B ianchi and Durrhein, 1999). 

Shaw (2006) described that qualit ative rcsea rch seeks to come to terms with mean ing 

rather than frequency becau se they discover or uncover issucs in order to generate ideas 

and hypothes is. This parad igm therelo re locuses on context and capture ways in wh ich 

people interpret events, expericnccs and re lationship. 

Easterbyet et a l. ( 1991) ment ioned that the task o f the qua li tati vc mcthodologist as to 

capture what people say and do as a product of how thcy interpret the complcx ity o f their 

wo rld , and to understand events ft'o m the viewpoints o f the participal1ls. Crcswe ll (2009) 

pinpoin ted that qual itati ve approach is one in which the inquirer olien makes knowledge 

claims based primaril y on constructivist perspcct ilcs (i.e .. the mUltiple meani ngs of 

individual experiences meanings soc ially and hi sto rica ll y constructed, with an intent of' 

deve lop ing a theory or pattern) or advocacy/pa rticipatory perspcctives (i.e .. po litical , 

issue-or iel1led, collaborative, or change orie ntcd) or both. 

Greener (2008) and Creswe ll (2009) statcd that quali tative research approach uses 

strateg ies 0 f inqu iry such as casc studie s, narrati ves resea rch, phcnomeno lo gy's. 

ethnograph ies, action resea rch and grounded theory. Gree ner (2008) dcscribed case stud y 

as strategies or inquiry in 1·1 hich the research \\ ill involve more than one ways of' 

deli vering data about the case or organiza tion/unit uncleI' study for a prolonged time 

period . This may inc lude collect ing and analyzing documel1l s. talking to peoples. survey 
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data, participates obse rvation. consumer research and any other da la colleelion Icchniques 

which offe r qualitat ive information aboutlhe case. Acco rding to CreslVe ll (2009) narrat ive 

resea rch is a strategy of inq uiry in which the rcsearch studies the li fe 0 1' indi viduals and 

asks one or more indi vidua l to prov ide sto ries about their lives. Th is informa tion is then 

often reto ld or resto red by the researcher into the narralive chrono logy. 

Dawson (2002) exp lained that ethnography has its roots in anth ropo logy and was a 

popu lar form of inqui ry at the turn of the century when anthropolog ists trave lled the 1V0 rid 

in sea rch of remote tri bes. The emphasis in ethnography is on describing and interprcting 

cul tural beha vior. Ethnogra phers immerse themse lves in the lives and culture or the gro up 

be ing st ud ied , often living with that gro up fo r a pro longed period of time. These 

researc hers pa rticipatc in group act ivities whil st obse rving it s behavio r. taki ng notes. 

conducting interv iews. ana lyz ing. reflecting and wr iting reports. The research process is 

fl ex ible and typica ll y in vo lves contextua lly in response to thc livcd rea li t ies cncountered 

in the field setting. Phenomeno logical research is a strategies of inquiry in which thc 

resea rcher ident ilies the essence of human experie nces about the phenomenon as 

descri bed by partic ipanlS (Creswell. 2009). Understanding the li,ed c.xpcr iences marks 

pheno meno logy as a philosophy as we ll as method, and the procedure in vo lves studying a 

sma ll number of subjects th rough intensive and pro longed engageme nt to develop paller 

and re lat ionships of mean in g. Finall y Dawson (2002) defined that grounded theory is a 

strategy o f inquiry which was first la id out in 1967 by tlVO rcsea rchers named Glase r and 

Strauss. The emp has is in th is strategy is on the generation o rtheo r)' II hich is grounded in 

the data (wh ich means it has emerged fI'o m the data). I n grounded theory, methods such as 

59 



focus groups and interviews tend to be the preferred data col lection method. along with a 

co mprehens ive literatu re review which takes place thro Li ghoLi t the data co llec tion process. 

Qualitati ve research uses data co llection mcthods sLich as interviews. part icipant 

observat ion, open ended quest ioners. docume ntary and aud iovisual materials st udies and 

fina lly the fin dings are conveyed subject ive ly through descriptions using words rather 

than num bers. This mea ns, in quali tative research the mai n emphasis is on desc ri ption and 

induct ive d iscovery of evo lving theory that may arise a iler observat ion is ea rri cd out or 

data is co llected. 

l ike that of qua nti tative re search method. qualitative resea rch approaches has its own 

strengths and \veak ncsses. The advantage or a qual itative research approach is that it 

prov ide a more rea list ic feel of the wo rld that cannot be experienccd in thc numer ical data 

and statist ical analys is used in quantitative research. It is fle xible ways to perform data 

co llect ion, subsequent analys is, and interpretation 01' collec ted inlo rmat ion. Fu rther. it 

prov ides a ho li st ic view orthe phenomena under invL:stigation and the researcher have an 

ab ility to interact with the research subjects in their OWIl language and on their 0\\11 te rms. 

Despite the above adva ntage, quali ta ti ve resea rch design has its own limitat ions. Firs t. it 

requi red much time fo r data collection. analysis and in terprctation i.c .. the rcsearcher has 

to spend a considerable amount or time in th e research setting in orcler to examine 

ho li st ica lly and aggregate ly. the in teractions. reactions and activities (Ilabb ic. 1995). 

Second, lac k of standa rdized ru les in the resea rch des ign and the emphasis on g lV1l1g 

meani ngs and interpretat ions to events and things reduces the object iv ity. Th ird. in 
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qual itat ive research the researches arri ves on difTerent conc lus ions bascd on the same 

info rmatio n depend ing on the personal characteristics o r the researcher (subjecti vit y) and 

inab ili ty to in vestigate causa lit y between different rescarch phenomena. i'our. the fin di ngs 

of qua litat ive re search ca nnot be statisticall y gcneralized l(lI' a broader po pulation o f 

interest for it is based on a small and unrepresentati ve number o r in vest igated cases. 

3.2.3 Mixed research approaches 

Tr iangu latio n is about exposing potential ly confli cting perspecti ves to analys is and 

showing that data can be integrated and eross- rerereneed to hig hlight consistency. Pervez 

and Kjell (2005) stressed that to enhance va lidi ty, there is a need to co ll ect or analyze da ta 

through triangulation and where correctness or prec ision is important. I Jence. it is quite 

logica l to co llect information through different methods and angles. l3ab bie ( 1995) 

mentioned that a combination o rqualitati ve and quanti ta ti ve app roaches should be viewed 

as an acceptable methodo log ical approach 1'0 1' research OCCUP) ing a Va r ie l ) of 

epistemo log ica l pos itions. 

Creswe ll (2009) defined that mixed approac h is one in which the resea rcher tends to base 

knowledge cla ims on pragmatic grounds (e.g .. consequence-o ri ented. problem-centered , 

and plurali stic). It employs strateg ies of inquiry that in vo lve co ll ec ting data either 

simulta neo us ly or sequentia ll y to best understa nd research problem. The data co llection 

also involves gathering both numeri c informat ion (e.g .. on instrument s) as we ll as text 

information (e. g .. on interviews) so that the final database represents both quant itat ive and 

qualitat ive inrormHtioll . As a resul t. when methods arc co mb ined . the advantages or each 
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methodo logy complement those of' the other, making a stronge r research design that will 

yie ld more va lid and re li ab lc fi nd ings, Indeed, the inadcquacies o r ind ividual mcthods are 

red uced, 

In gcnera l, according to McKerchar (2008) the choice among thc thrcc resca rch 

approaches is guided by mainly thc research prob lcm apa rt li'om the underlying 

philosophy o f eac h resea rch method. That is. whcther thc rescarch problcm is based on a 

fhlmcwork dcve loped dcducti, 'cly thl'Ough a revie\\' 01' the literature and preligu red 

informatio n to be co llected in adva nce 01" the study or to allow it to emcrge li'om 

part icipants in the project or both . 

3,3 Mcthods adopted 

The choice among the three rcsea rch approaches is guided by mainly the research problem 

apart from the underly ing ph ilosophy o r cach rcsearch mcthod (McKcrchar 2008) . That is. 

whether the resea rch problem is based on a fi'a mework develo ped deduct ive ly through a 

rev iew of the li te rature and prcfigured information to be co llectcd in advance orthe stud y 

or to a llow it to emcrge Ii'om part ic ipants in thc inCJuir) process. I\ lso the type or data ma y 

be numeric info rmat io n to be gathcrcd on scalcs or instrumel1ls or morc textual 

in fo rmat ion, recordi ng and reporting the voice of the partic ipants. In light o r the researc h 

object ive and hypotheses prese nted at the beg in ning o f thi s chapter alo ng with the 

underl ying phi losophy or each research approach. in this study. the qua nt itative method 

along wit h sur vey design strategy or inq uiry was uscd. More spcc ilically. this stud y 
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emp loyed stru ctured doc umentary rev iews. In the eo nte" t o f this the following subsect ion 

present s the survey des ign toget her with its components. 

3.3.1 Survey design 

The stud y assessed the im pacts of worki ng capita l manage ment on the profi tab ility o f 

se lected manufacturing sha re companies in Add is Ababa Cit y Ad ministration. To achic vc 

the research objecti ve and to test the hypot heses. the stud y adopted quant itative research 

app roach. The researcher chooses survey research as a strategy of inquiry. The ado ption of 

the survey des ign, in the study, wo uld ha ve the follow ing benefits : lirst. generalization 

process fro m sample to popu lation is the intention of a quantitati ve as opposed to a 

qua litati ve researcher. In thi s type of research. only one sample o f subjccLs is sLudicd and 

based upon character istics of thaL sa lllplc, generali zaL ion is made back LO the populat ion 

where the samp le is formerly chose n. Second, it wo uld give a chance fo r the resea rcher to 

produce daLa based on emp ir ical ligures and Lhirdl y. using survey des ign was 

econom icall y viable. This means. it can produce a large amount or data in a short time 

with a low cost. Accordingly, the daLa lor the study was co llected using structured 

documentary rev iews of companies ' financ ial statement (especiall y ba lance sheeL and 

income statement). Further. the survey was cross sccLional. in which daLa are collected at 

one po int in Lime. The subsequent secLions present a discussion o rthe strucL ured survey of 

documents, sampling des ign and data analysis in an orderl y mantleI' . 
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3.3.1.1 Structured survcy of documents 

It is cruc ial that the data co llected and the method used in a research wo rk affect its 

outcome. Therefore. the data for the study was colleetcd us ing structure doe umcntary 

rev iews of target companies audited linanc ial stat eme nts like balance sheet and income 

stat ement. Sinec thc requi red data I()I" the study is more o f quant itative. appropria te data 

couldn ' t be co llected usi ng simply distributed questionna ires to the company's managers 

or other concerned bod ies . For this reaso n. rev iewing selec ted co mpanies ba lance sheet 

and inco me statement items wou ld be the right avenuc to dcterminc eoc nieient of 

co rrelation and re gression ana lys is between work ing capita l management and fi rm 's 

profitabil ity. Additiona lly. it was prelerred for its convenience and cost eriCe ti ve ness . 

However, the ma in pro blem o f using seconda ry data wo uld be lack of access ibil ity of 

getting rele va nt source of information directly li'om se lected companies (lack of 

w illingness) and its reliability. By considering the above problems and to exce l the 

rel iability of data. it was co ll ected li'om Et hiopian re vc nuc and custom authorit y n'om 

which aud ited fi nancia l statement is directly submitted by the taxpaying companies to the 

office. 
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3.3.1.2 Sampling design 

The target popu lat ion o f the study was manufacturing' sharc compan lcs lound in Add is 

Ababa city adm inistrations. According, to thc ISIC c lass ificat ions manufactu rin g 

enterprises in vo lves indust rial gro ups or business types such as: 

• Manufacture of food products: manufacture of vegeta ble and an imal o ils and fat s, 

manufactu re of dairy product s. manufacture of bakery products. manulilcture of 

cocoa , choco late and sugar confcclionary: gra in mill serv ices: 

• Manufacture of textiles: preparation and spinning o f textile libers, manu factu re of 

made up textile artic les, manu fact ure of ca rpets and rugs; manufacture of wearing 

apparel, dress ing and dye ing o f Illr: 

• Manufacture o f leather, manu fact ure of lu ggage. hand bags and IOO l wea r: 

• Manufacture o f wood and products o f wood and co rk ; 

• Manufactu re of paper and paper products; publishing, pr inting and production of 

record ing med ia ; 

• Manufacturing o f chemical s and chemi ca l products: 

2 The international standard industrial c1assitication ( ISIC Re\'isiol1~3 cited in ccnl l"nl stati stics agenc) (CSA. 2003. p.1) 

defined manufacturing act ivity as "the physic~ll or chemica l 11'<lIlSI(U'llHilion of llWI(;rials or componellts into new 

products. whether [he work is performed b) Po\\!.!!" dri\\:::n lIl<lchilll.!S or b) hand. "hcthel" it is done ill a faclor~ or in Ihl! 

worker 's hOlll!".', and whelher the prodllcts :Ire sold at thl! \\ hole sale or r.:tail. The asselllhl~ 01" the cOlllponcnt p;trts 01" 

nHlllulaclured products is also considered as 11lanuli1Ctllrlllg activities'·. 
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• M anufacturi ng of other non metallic mineral products(manu l ~lcturc of glass and 

gla ss prod ucts , manuf~lctll re o/' ceram ic and clay product s. t11,H1U!~lc turc of articles of 

concrete, cutt ing ,shap ing and fini sh ing of stones: 

• Ma nu factu re of fabricated metal products, except mac hinery and eq uipment; 

manufacture machinery and eq uipment ma nul~l ct llrc of" parts and accessories for 

motor vehicles and thc ir engines; 

• Manufacture of furniture and manufacture jewe lry and related artic les and other 

manufact uri ng enterp ri ses not elsewhere mentioned. 

Simi larly, choosi ng the right and appropriate study arca fo r thc problcm ident ilied ma y 

enhance the output of the stud y and he lp to achicvc its objective. Therclore. the decis ion 

to use manufacturing co mpanies 'was based on the followi ng t\.\IO aspects that enhancc the 

va lidity of the stud y. Fi rst, manu fact uring co mpanies represent an appropriate sample in 

ord er to analyze wo rking capital ll1anagement. Because all of three cOll1ponents work ing 

capital (in vento ry, accou nt receivable and payable) usually play importan t roles in the 

manu fac turi ng secto r and cOll1 parabil ity of the sample companies will be enhanced. For 

instance, se rvice co mpanies 1l10st probably hold ll1uch Ic ss inventory and accounts 

rece iva ble. Hence, they represent a less rel iable so urcc of information for thi s spec ific 

study. Second, most of the previous stud ies in dilTerent countr ies in re lation to this topic 

we re conducted on ll1anufacturing cO ll1pan ies like by (De lool: 2003: Zari yawati et aI., 

2008; Rahell1an and NasI'. 2007). Fo r this reason. the resea rcher believed that 

ll1anufactu ring cO ll1pan ies was su itab le for the problem under study. 
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Therefo re. accordi ng to Addis Ababa cit y administ ration trade and indust ry bureau , 

forma ll y reg istered manufact uring share companies' until end orthe yea r 2004 we re about 

29 firms. S ince, the study covered onl y fi ve years data ( f1'om 2005 ~ 2009) manufacturing 

companies reg istered after end of year 2004 we re not eligib le l(lI" the study. Therefo re. the 

total number of populat ion e li gible and used lo r the study '''IS 29 manul;lcturing share 

companies fo und in Add is Ababa city admi nistration. 

The samp ling procedure employed in thi s stud y was st rati fied sa mpling method based on 

the a fore-mentioned ISle c lass ifica tions o f manufacturing enterpri ses. Among the above 

li sted types of manufactu ring ente rpri ses. four types or manuf;lcturing firms arc chosen 

based on combinatio n or the ir nature (see appendix I). And then each of fo ur st ratums was 

div ided in to three groups based on companies' turnover3 As the resea rcher d iscussed on 

the literatu re part, natures and turnover o f the co mpanies arc cruc ial "Ictors that determine 

and affect wo rking capital requirements or a firm s. Hence. the researchcr bel ieved that 

stratify ing compa nies based on the ir nature and turnover is appropriate technique lor thi s 

spec ific study. Indeed, the representati ve ness of all grou ps in the sa mple lVas increased 

and it reflects the true pro portion of the sample about the population. Further, Solomon 

(2004) in hi s stud y of soc io econom ic determ inants o r growth 01' small manuf;lctu ring 

J As there is no base rOl' the researcher to divi de shme companies hased oillheir sii'l! as laft!c. l11ed illlll and slIlall. hcnc~. 

the researcher prererred to lISC companies' IUmovcr as Ihe second base or strali licalion so as \0 increase till! 

repre sentativeness of the sample data. Us ing their average turnover for live ),cars(5) tlx.: population is segrcg,ned inlo 

three groups as group A. group B and group C. Group "A" represents companies "ilh lurnO\cr froJ1l 50. 000.00 up to 

15.000.000.00. ""B"" 15.000.00 1. 00 Up 10100.000.000.00 ,,"c1 "" C Grealcr III,," 100.000.0011.110. 
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enterprises in Addis Ababa c ity di vides manufact ur ing industry in to lour strata as leather. 

texti le, meta l and food compan ies. 

In des igning a sample, bas ing the sa mple se lect ion on a co mp rehensive li st o f potent ial 

respo ndents who have an equal chance 0(' se lect ion is vi la] to increas ing the 

representativeness of the samples. Mea nwhile, the researcher does not usc any form ula to 

determine the sample size because if the researcher used the formula fo r determ ination o f 

the sample size, the sample size will be too high which resulted in hi gh cost and takes 

long time to I~ ni s h the stud y. I-Ience, the rcscarcher conside red it limitcdtimc and rcsource 

to determ ine the sample size. Acco rding ly. after strati ly ing the population using natu re of 

operations and turnover the study se lected a tota l sample o f thirtecn ( 13) co mpanies from 

all sectors and turnove r groups' using random sampling tech niques. 

Un li ke other sampling techn iques. stratified sampling method has the follow ing advan tage 

which leads the resea rcher to usc it. First. it improves thc acc uracy or the sample. i.c. it 

ensures that any differences between the strata are co ntro lled by maki ng sure that each 

stratum is proportionately represented. Second. Stratified sa mpli ng is one too l to reduce 

se lectio n bias. I lowever. if fi-om stratum' s onc group is cither ove rrepresented or 

underrepresented in a sample. se lcct ion bias has occurred and thc samp lc will not 

accurately reflect the large r populat ion. Moreover, s imple randolll sa mpling method was 

used for the fo llow ing advantages. First, the method gives eq ua l chance lo r a ll stratulll s in 

the stuely to be included in the sa mp le. Second. it minimizes the ex istence 0 1' samp li ng 

biases, and third ly, the method itse lf' is too easy to usc. According ly. the stud y has a total 
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of sixty five (65) observations to undertakc study. In li ght o r the above di scuss ion the 

overall summary of sampling des ign is depictcd on appendix 2. 

3.3.1.3 Data analysis methods 

Before presenting the data ana lys is methods adopted , the study tricd to spec ify thc 

va riab les and models used under the stud y. Accordingly, thc study idcntified a total of 

nine (9) va riables inc luding onc dcpendcnt. IOll r indcpcndcnt and fou r control va riablcs 

based on the prev iews studies on different cOllntries on similar topics namcly. Na rwarc 

(2003), Deloof (2003) , Rahemal and NasI' (2007) , Zariyawa ti et al. (2008), Phuong (20 I 0) 

and Amaljit Gill el at. (20 I 0) and discussed as fo ll ows: 

Gross operat ing profi tab ili ty"' (GO P) thm is a measure of' pro litability 01' lirm is uscd as 

dependent variable . II is defined as sa les minus cost or goods so ld. and divided by total 

assets minus financ ial assets. 

Regarding independent va riables, average co llection periodS (ACP) is used as a proxy for 

the co llection pol icy o f firms whi le in ve ntory turnover in days" (1'1'1 D) is used as a 

measure fo r the in ve ntory policy of firm s. and sccond independent va riable. Similarly, 

average payment period' (A PP) is used as proxy fo r the payment po lic y o r firms and thi rd 

4Thc researcher anticipated that. for a number of firm s in tl-e salllpl~. fi nancial assds . \\hich are chiell) shares in 

rdlili ated lirrns. arc/may be a signiticcml pan of total assels. Whl;!l1 1hl.: financia l assets are Ill:1ill part or 101<11 assets 
(presented on balance sheel). il s operating activities will cO IHriblilC lillll: 10 0\'(:]"<111 return 0 11 assets. I-knee. that is Ihe 
reason why return on assets is 110\ consickn.;d as a measure of plOlilabilil) lor this stud) . 

5 ACr is calculated by dividing account l"I::c(:jv<1blt: b~ s:lll!s and mul!ipl~ ing the result h~ :;65 (nlll11lX:1" or days in <1 ~ear) 

6 [nvclllory turnove r in day is ca lculated by di viding in ventory by cost of goods so ld ~l1ld Illultiplying \\ ith 365 clays. 

7 Average paymellt period is computed by dividing accounts pa~rable by purchases and multipl)ing the result b~ 365. 
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independent variab le and the last independent va riable is cash convcrslon cycleS (Ccq 

\.vhich is lIsed as a comprchensive mcasure of"work ing capitalmHnagcmcnt. 

Current r3ti09 (CR) is used as a tradit ional measure of firm 's liq uidit y, and as a contro l 

variable. In addition, size were other control vm' iablc and ca lcu latcd as (Natural logarithm 

of sal es), Debt ratio (DR) is also used as a proxy for Icve ragc and is computcd by di vid ing 

total debt by total assc ts. and linally. sales gro\\ th (SG) \\cre used as a mcasure o['sales 

growth and calcu lated as « thi s year's sa les minus previo us year's sa lcs)/prev ious year' s 

sales). 

Therefo re. the general formu la used for the model is: 

n 

GOPf< j3.0 - L iliX lt: + £ 

i=1 

Source : Raheman and Nasr. (2007). 

Where: 

GOP 1l :::; Gross operating profit or a firm i at time f: iI, 2. 3 . 13 firms. 

130 = The intercept of equation 

130 = Coeffic ient of X ;, variab les 

X 1l :;: The dirrerent independent variabl es for work ing ca pitalillanagcmcni or 

firm i at time f. 

= T ime fi'om 1,2 ... 5 years and £ = Error term 

8 CCC is measured by adding average collection period with inventory turnover in days and (k:duc!ing H\ Cr,lge pa)11ll.': lll 

period. 

9 Current ratio is calculated by dividing current asselS by current liabiliti es. Companics with rclali\d~ high levels ot" 
liquidity flrc expected to pOSI lo\\' lcvcls ot' protitabil il~ and vicc versa. 
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Final ly, the abo ve general least square Illodel is converted in to speeilied variab les as 

fo llows; 

COP " = fJo + fJ l (ACP it) + ~2 (ITID it) / ~3 (AP I' it) / r34 (CCC it) / [ls (CR it) / flo (DR 

it) + ~7 (SG it) + ~s (Size i.) -/- £ 

Mode l used for regressi ng accou nt rece ivab le as independent variable. 

Mode l used lor regress ing in ve ntor as an independent variable 

COP" =fJO / fJl ( ITI D it) / ~2 (CR II) / ~3 (DR II) / r3., (SG II) / rl, (S i!.e II) / !: 

Mode l used for regress ing account payable as an independent var iable 

COP ;/ =fJO -/- fJ l (A PP it) /- ~2 (CR II) / ~3 (DR II) / r3., (SG II) / rls (Size II) / £ 

Mode l used for regress ing cash conversion cyc le as an independent va riable 

Where: 

GO P= Gross ope rat ing profit 

ITID= In vc ntory turnover in days' 

CCC= Cash conversio n cycle 

DR= Debt ratio 

SG= Sa les growth 
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J\ pp i\ vc ragc paymenl period 

CR= Current ratio 

Size= Na turalloga rithlll or Sa les 

[,:= Error lerm 



In terms o f data co ll ection methods, afte r co llect ing re levant information, the researcher 

processed the raw clata using SPSS V19.0 and Ev iews 6 so h ll'a re packages whichever is 

fo r diffe rent cases. It is known tha t diffe rent so liware packages have differe nt Icatures 

used to generatc some statistical output even il' the resu lt is thc same . As a resu it for the 

sake o f convenience in present ing the regress ion output ancl balancing limitations of cach 

packages the researcher usecl both method in cliffe rent cases th ro ughou t the ana lys is pa rt 

o f the study. I-Iencc, for the test of c lassica l linear regress ion mode l (C U~M) assumptions 

both so hware packages were used together in different cases. The study used descr iptive 

stat istics, Pearson corre lat ion coe ffi cient and regress ion anal ys is. 

Descripti ve ana lyses we re used to describe patterns of behavior or re levan t aspects of 

phenomena and detailed information about each variable . Thlls. it shows the average. and 

standard dev iation of the d ilTerent variables of interest in the stud y. Moreover. it also 

presents the minimum and maximu lll va lues o f the va riabl es wh ich help in getting a 

picture about the maximum and minimull1 va lues a va riab le can ac hieve and processed 

using SPSS . 

The study used co rrelation anal ys is. spec ifi cally I'eal'so n co rrclation to meas urc the degree 

o f assoc iation between di fferen t va riables under consideration w hich \-vas generated lIsing 

SPSS package. S imilarly, wit h the help o f Ev iews soft ware the study used ll1ultip le 

regress ion anal ysis to estimate the causa l relatio nships betlleen pro lita bi lit y va riable. 

liquidit y and othe r chosen va ria bles. 
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The researcher used poo led ordinary least sq uares to in vestigate the impact of work ing 

cap ital management on corporate prolitability and to test the rescarch hypot heses. for 

quantitat ive anal ys is espec ia ll y in regress ion anal ysis a poo led regression 'o was conducted 

since the data has both time se ries" and cross-seet iona l'2 dimensions. The major benelits 

o f us ing penal data is, more use ful in stud ying the dynamics of'adjustment , and it is better 

able to identi fy and measure effects that arc si mpl y not cletectab le in pure cross-sect ions or 

pure time series data. Moreove r, many va riab les can be more accurately measured at the 

micro leve l and biases resulti ng fi'om aggregation over finns or individuals arc e liminated 

(Brooks, 2008 pp.488-489). 

As it ca n be mentioned above, fo r th is research OLS (ordinary least square) were used. 

Therefo re, before the regress ions we re run tests lor fullillm cnt of' bas ic CL RM 

assumptions are tested. Consequently, the basic CLRM assumptions tested in this study 

are norma lity " of the error distribution, linearity, homosceclasti ci ty' " (eq ua l variance) and 

multicollinear ity" (var iance innat ion factor (V II :16
)) . In summary. the I'"ldame ntal 

10 Pooled regress1Oll. involve eSIIIll,\Il1lg a single eqllatlon un all the data together. so that Ill", deltasel lilr ." IS Slacked lip mlO a slIl!'.le 
col umll contai ning all the cross-secllonal and tlille-series ObSef\<ltIOIlS. and sunilarly all or the uhscn(lll(H1S (111 cach cxplanfltor) 
variable would be stacked lip into single columns mthe.~ matnx and then the equation is estimated usin 2 OLS (ljrool..s. 200S p ·IS8) 

" Time series d<lta, as the name suggests, arc data that h<l ve been collected over a per iod of time on one or morc varmbles. Time senes 
d<lta have associated with them a particular frequenc), of observatiOIl or collecli on of data point s TIll' frequenc) is simpl) a measure or 
the int erval over. or the regularit ), \\'ith which. the data are collected or recorded (Brooks. 2008 pp.3 - I) 

L~ Gujarati (2004. p 27) mentioned thaI !:f(lSS-SCt"tWIl da1a are data on one 01' lI10re lariables >:olieued at the same POInt!ll tl!lle 

IJ Normality of the error distribution <lssumed Ih:1I rrrors of predlcllon (dlllerences bel\\l!l!rl the olltalll.:"d (lIld pred icted dcpendclIl 
variable scores) are norm<lll y distributed. V iolatlOli of tillS assumptlOn C<III be delected b} con strllclll1!~ a IliStOp,W1ll of residual s (Brook s. 
2008) 

lJ TheaSSlImpl101l oflht.! CLRII! thallile I <Irian!.:\! o(the errors IS !:OIlSta11l or eqllalls knuIIII :I~ hlllll(l~U:!tb;,IILlI\ (I e Jl b a~;,lIl11ed Ihal 
var (IIJ '= if) Iflhe I'ariance of Ihe errors is nOI constan\. Ih is lIould he knOll n as hclcroscedaslKlt\ (GuPf:l11 :!OO·I p 387) 

'5 Mul licolli nea rit)' iI's the eXistence ora perfect. or exact. linear rci:ltlonslup <llllonB some or all explanalon l:lflables ora rcp.rl'SSlOn 
model. If Ih e explmmtory vari:lbles were correlated to one another. addin g or rcmOl IIlg a \an:,blc from a regression equatloll lIoldd 
cause the va lu es orlhe coetliclcnls onlhe olher larmbles 10 change (Brooks. ::1:008 p 170) 

73 



co ncept and tc rills used in th c analyses pan o rthe stud) is brierl) discussed on appe nd ix 

3.4 Conclusions and the relationship between research hypotheses and 

the data 

T his chapter d isc ussed the re search objec ti ve a nd hypotheses. resea rch Ill cthods and 

different data so urces whi ch were appropr iately used to address the stud y pro bleills. Table 

3. 1 set o ut how each resea rch hypotheses are addressed by the appropriate it e ill s in the 

survey 0 f structured documentary rc vie\,,/s 0 r co lllpan ics' Ii l1a nc ia I sta tc lllClll s. 

In ge nera l bas ing the researc h probleills and object ive the stud y deve lo ped I" ve 

hypotheses. Si lllil arly, based on the underl y ing pr inci ples o r re search methods and the 

researc h prob le lll quant itative approach were chose n as approp riate to this researc h. To 

thi s end, surveys of structured doeuille ntary rev iews (eoillpanies' linaneial stateillent) 

were shown to be the appropriate Illethod o f inquiry to answer the research prob leills for 

this study. The next chapter present s the rcsults o r eae h o r these methods or inquiry. 

)6 As a rule oflilllillb V IF grcnlcr than 10 percellt will be Ihe sign of hi gh 1l1l11tIcollll1\!~lril~ probkm on bd\\een varlahles VIF IS a 
measure of the reciprocal orlhe complemem or lhe IIller-corrcl;ltIOn <llllone thc predictor \ariahks 
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Table 3.1 Relation between the resea rch hypotheses and the data 

--
Resea rch hypoth eses I tems in the sUl"vey of docume ntary 

rev iews 

-

Re views 01' lirms' Inco me statement 

HP ,: There 's pos iti ve re lat ionship bct ween and ba lancc sheet. Spcc ilically, sa les, 

efficient working capital ma nagemcnt and COGS and AI R. Al l' , financial asset, 
finns' pro fi tabi lity, inve nt ory and cash, 

Reviews 01' lirms' Illcome statement 

and bala nce shcet. specilica ll y, sales, 

HP2 : There IS a negat ive re latio nship be tween COGS, N R. Al l', in ve ntory. cash and 

cash conversion cycle of lirm and prolitab ili ty. Ilnanc ia l asset. 

Rev iews of li rms' IIlCQllle ba lance 

sheet and statement. likc cash. AI R. 

HPJ: Therc is a negative re lationship betwcen /\ / 1' , in ve nt ory. financial asset. sa les 

liq uid ity of the fi rms and prolitability. and COGS. 

Reviews of firm s' II1 CO IllC sta tements 

HP.I: There IS a pos it ive re lationship betwccn and balance shcel name ly. sa le s, 

firm size and its profit ab ili ty, COGS, linancial asscts. 

Reviews of li rms ba lance sheet and 

HP; : There IS a negative re lationship between incomc statemcnt likc. tot al debt. total 

debt used by the fi rms and profitabi li ty. assct. linancial assc t. sales, COGS. 
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Chapter 4 

Results 

The former chapter presented thc research methodo lo gy and the rationale for undertaking 

the research Lls ing a quantitative approach particularly su rveys of documentary analysis. 

This and the next chapter present respectively thc result s and analysis or the lindings on 

the impacts of wo rking capital management on firm 's pro fita bi lity . The approach adoptcd 

is fi rst to present the outcomes of the different methods independent ly in this chapter. The 

resul ts obtained under different mcthods are jointly analyzed in the subsequent chapte r to 

address each resea rch hypotheses. Therefo re. the chapter is organized as fo llows. Sections 

4. I present the outco mes of the stud y and final ly, conclusions arc presented in sec tion 4.2. 

4.1 Survey results 

The mean purpose of th is study is to in vestigate the impacts of work ing capita l 

management on firm s' prolitab ilit y. The primary data sources to thi s end arc the surveys 

of documentary ana lys is 0 f"' companies financial statements part ieLl lady income statements 

and balance sheet . Us ing companies' income statement and ba lance sheet the subsequent 

d iscuss io n presents the resu lts obtai ned us ing va rious stat istical too ls. Specilica lly. section 

4.1. 1 presents resu lts for summary desc ripti ve sta tistics of the study followed by the test 

resu lt s for the assumptions o l'c la ss ical lincar regression model (C'LRM) in sect ion 4. 1.2. 
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Section 4.1.3 presents SUl11mary of signilicancc or the 1110de l. Pearson"s correlat ion 

coe ffi c ient o n sec tion 4.1.4 and "nally results of multiple regressions arc presented in 

sectio n 4. 1 .5. 

4.1.1 Results for summary of descriptive statistics 

The descript ive stat istics are prese nted for 65 total observat ions of manufacturing sha re 

compa ni es fo und in Addis Ababa c it y admin istratio n for the period o f li ve yea rs. For both 

depende nt and indepe ndent variables va lue of minimum. ma x imum. mean and standard 

dev iat io n are prese nted o n table 4. 1 . 

Table 4.1 Descriptive statistics of sample companies 

Descr ipt ive statistics 

Variables N M inimulll Maximu lll Mean Std. Dev. 

Gross operat ing pro fit 65 -. 220 .520 . 141 .199 

Average co lIeetio n period in day 65 12 13 5 57.85 28 .62 

Inve ntory turnover in day 65 37 200 97.58 34 .02 

Average payme nt period in da y 65 30 226 104.49 48.86 

Cas h co nve rs io n cyc le 65 -25 343 129 .8 8 86.53 

Current ratio 65 .190 3.700 1.88 .812 

Debt ratio 65 .040 1. 100 .LI96 .280 

Sa les growth 65 - 1.00 .950 .11 .284 

S ize of the company 65 6.64 8.89 7.66 .518 

Source: SPSS oUiput./i"omfinancial statements alsample companies. 2005-2009 
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4.1.2 Test resu Its fill' CLRM assu mpl ion 

Under this subsect ion the study presented three different results for the test o f CLRM. 

First ly the test results for linearity assumption arc prescnted using bo th graphic and no n 

gra ph ic method fo llowed by test res ult s for ho mosccdasti city (equal va riance) arc 

presented. Fina ll y. results for mult ico llinear ity (varia nce inrl at ion 1'letOl" (V II:')) tcsts are 

presented. 

4.1.2.1 G raphic and non graph ic tcst rcsults for no rm alit), 

Figure 4.1 revealed that the data is normall y dist ributed and res idua ls arc normall y 

distributed , the hi stogram IS be ll-shaped and the .Ia rque- l3cra statistic 01' 2.33 has a 

probability 0 1'0.3 1. 

Figure 4.1 Histogram of normally tcst 

9 

8 

7 

6 

5 

4 

3 

2 

IrT o 
-0. 2 

r-

r- -

-0 .1 

r-r-

r-

--

r-

T 
-0.0 0.1 

r-

1-, 

L 
0.2 0.3 

Series: Residuals 
Sample 1 65 
Observations 65 

Mean 2.84e-16 
Median -0.005463 
Maximum 0.290282 
Minimum -0.197552 
Std . Del'. 0.092892 
Skewness 0. 16314 
Kurtosis 3. 11 65692 

Jarque-Bera 2.331072 
Probability 0.311755 

Source: EvielVs oUlpulji-omjinoncioi SIOIeme11l oj'swnpie companies ]005-200C) 
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Regard ing the non graphi c test o f' normality by Kolmogo rov-S mirno v and Shap iro -W ilk 

o n tab le 4.2 shows the s ig nifica nt leve l of20 and 69.2 pe rcen t rcspective ly. 

Table 4.2 Kolmogorov-Smirnov and Shapiro-Will' test fill ' normality 

Ko Imogo ro v-S m irnov" Shap iro -Wilk 

Stat ist ic Of Sig. Statistic Of' S ig. 

Unstandard ized Res idua I .055 65 200' .986 65 .692 

A I""efors slgniflcanl correcllOn "' Ihls IS a lower bOline/my oj lhe Irue .l'lgl1ljlCClnce 

Source: Evie\lls oulputji'omj!nancial slalemenl a/sample companies 2005-2009 

4.1.2.2 Test result for linearity 

The result Ramsey test shows th at F-statistic o f' 1.92 and lo g li kelihood 01'2.33 while. the 

probab il ity o f F and '1.2 has 17pe rce nt and 13.5 perce nt respec t ive ly (ta ble 4.3) 

Table 4.3 Ramsey Reset test for linearity 

F- stat istic 1.92 Prob. F(I ,55 ) 0.1 7 1 

Log like lihood ratio 2.33 I'rob. e h i-Sq uare (I) o 135 

Source: Eviews oUlpul./i·omjinancial slalcmel1l o(sall1ple COIIII}{lI7ies2005-20(J9 

4.1.2.3 Test results for constant variance errors (homoseedastic ity) 

The pro bability of F-stati stics for white ' s test is 18.7 perce nt while the probab ility of X2 

fo r R-sq uared and Scal ed exp lained SS are 18.4 and 39.7percent respecti ve ly (ta ble 4.4) 
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T able 4.4 white's tcst 1'01' hetcrosl<cdasticit)' 

F-stat ist ic 

Obs* R-sq U<II'ed 

Sca led exp la ined SS 

1.4 96 

10.087 

7.3 17 

Prob. ['(7.57) 

Prob. Chi-Square(7) 

Pro b. Chi-Squ arc(7) 

Source: Evie,,,s output /i'om[inuncial statement oj'sample companies2005-2009 

o 18 7 

0. 184 

0.397 

Rega rding the Breusc h- Pagan-Godfre y tcst fo r hetc roskedastie ity on tab lc 4 .5 indicates 

the pro bability of F-stat ist ic is 28.6 pcrec nt. The pro ba bil ity of c hi -squa re (or R' and 

Sca led explai ned SS a re 27 .3 and 50.3 percent respect ive ly. 

Ta blc 4.5 Brc ll sch-Pagan -Godfrcy tcst till'TTctcrosliCdasticity 

F-statis tic 

Obs* R- squa red 

Sca led exp lai ned SS 

1.26 

8.72 

6.32 

Prob. 1'(7.57) 

Pro b. Chi-Squarc(7) 

Prob. Chi-Square(7) 

Source: Eviews outputji-om financial SIC/tement of sample componies 2005-2009 

4.1.2.4 Test res ults for m ulticollinearity 

0.286 

0.273 

0.503 

The pair w ise co rre lat io ns betwee n va ria bles are lays between I I. T hc refo re, in terms o f 

part ial pai r w ise correlation between va riables majority o f' correlat ion arc on between -

OA5 and OA03 as presented on tab le 4.6. Likewisc. thc min imum corrc lation of -0.009 is 

observed between curre nt of OA03 is bctwcen current rat io (CR) and a ve rage paymc nt 

80 



period (A PI') while the max imu m co rrelat ion of 0.403 is between cash co nvers io n cyc le 

(CCC) and average co llectio n period (AC P). 

Tab le 4.6 Partial pair wise eo .... elation between variables 

Contro l Varia bles ACP ITID API' CCC CR DR SG Si<':c 

GOP AC P 1.000 

IT ID .023 1.000 

APP -.126 . 103 1.000 

CCC .403 .270 .044 1.000 

CR .060 -. 160 - .458 - .009 1.000 

DR . 156 .202 .2 10 - 057 -270 1. 000 

SG -. 148 -. 175 . 11 2 -.249 .07 1 . 170 1.000 

Size -. I 18 .332 .389 - .341 -.27 1 .3 73 - .026 1.000 

The numbers are rounded 10 Ihe higher number 

Source: SPSS OUlpul ji'omjinancial slo/emen/s a/sample cOllljJanies. 2005-2009 

On tabl e 4 .7 the max imum va lu e of2.64 for var iance inflatio n fa ctor (V IF) is sco red by 

cash co nvers io n cyc le (CCC) w hile minimum va lue o f 1.28 is sco rcd by a verage payment 

period (AP P) . Si milar ly, other statis t ica I results 01' 2.0 I. 1. 5 1. 1.5 9. 1. 35. 1. 53 and 2.3 I arc 

accounted res pecti vel y for ACP. ITI D. C R. DR . SG and size. 
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Table 4.7 The variance inflation factor 

Co-linearity Sta tistics 

Variables Tolerance VII' 

ACP .497 2. 01 

ITID .663 1.5 1 

API' .784 1.28 

CCC .378 2.64 

CR .628 I .59 

DR .744 I .35 

SG .654 I .53 

Size .432 2.3 1 

Source: SPSS Olltpllt jiomfinancial statements a/sample companies. ]005-2009 

4.1.3 Test result for signilicance of the model 

As table 4.8 revea led, at a signifi ca nce leve l of(O.OOO) the regression model pred icts the 

outcome va ria bles. Regard ing the signi fica nee a r the re lat ionsh ip bet \\ een dependent 

va riables and a ll the other indepe nde nt variables are exp lained by 25. 198 give n on F­

stat ist ics. 
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Tablc 4.8 ANOYA lincar rcgrcssion for significant of the mod el 

ANOY Ai> 

Model Sum o f square Of" Mea n square I Sig. 

I Regress io n 1.988 8 .248 25 .198 0.000" 

Res id ual .552 56 .01 0 

Total 2.540 64 
. a.Predl ctors; (Constant). SIze. I flO. APP. DR. SG. CR. AC P. CCC b. Dependent Vnnahle: GOP 

Source: SPSS outpulji-om j inoncial statell1ents a/sample companies, 2IJIJ5-20IJ9 

Tab le 4.9 shows R is 88.5 perce nt while R2 and adjusted R' are 78 .3 a nd 75 .2 percent 

respect ivel y. S imilarl y. stat ist ica l resu lt lo r Du rban-Watson is 1.475. 

Table 4.9 Model summary of lincar rcg"cssion 

Model SUllllllari' 

Std . Error o f the 

Model R R Square (R') Adjusted R2 Estimate Du rb in - Wa tso n 

I .885" .783 .752 .099306 1.475 

a, Pred ictors: (Constant). Size. [T ID. APP. DR. SCi . CR, I\ CP. CCC b, Dq)(:mkni Variabk: (iOIl 

Source: SPSS Olilput from finanCial statements of sample companies. 2005-2009 
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4.1.4 Results 1'01' Pearson's eorrclation coefficient 

In terms or the correlation coefficicnt betwcen dcpendent and indepc nde nt variab les. 

average co llection pe riod CA CP) and in vento ry turnovers in da y (lTID) arc negati ve ly 

co rre lated wi th gro ss o perating pro fit (GO P) respecti ve ly by -.637 a nd -.46 1. S imilarl y. 

there is negat ive corre lation between firm s ' pro fitabili ty and a ve rage payment period 

(A PP), cash convers ion cyc le (CCC), credit ratio (CR) and de bt ratio (DR) . However. 

regardi ng sa les growth and firm s ' si ze both are positi ve ly co rrelated w ith gross operating 

profit respecti ve ly by 0.550 and 0.674 (table 4. 10). 
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Table 4.1 0 Pearson's corrclation coefficicnts 

ACP I'T'I D API' CCC CR DR SG Size 

AC P Pearson Corre I 

Sig. (2-tailed) 

N 65 

ITID Pearson Carre .3 I 0 I 

S ig. (2-tail ed) .0 12 

N 65 65 

API' Pearso n Carre. -.066 . " 3 I 

Sig. (2-tai lecJ) .601 .369 

N 65 65 65 

CCC Pearso n Carre .6 18 .460 .063 I 

Sig. (2-ta il ed) 000 .000 .6 16 

N 65 65 65 65 

CR Pearson Ca rre .365 . " 4 -.369' .284 I 

S ig. (2-tai lecJ) .003 .367 .003 .022 

N 65 65 65 65 65 

DR Pearso n Ca rre .089 . I 57 .207 - .074 -.256 I 

Sig. (2-tailccJ) ,48 I .2 I 2 .098 .555 .019 

N 65 65 65 65 65 65 

SG Pearso n Carre -,446 -. 383 .067 -,484 -.230 .169 I 

Sig. (2-ta iled) .000 .002 .595 .000 .066 .179 

N 65 65 65 65 65 65 65 

Size I)ea rso n Carre -,492' -.094 .254 -. 59 I -.5 I 7 .308 .355 I 

S ig. (2-tai led) 000 ,457 .04 I .000 .000 .013 .004 

N 65 65 65 65 65 65 65 65 

GOP Pearson CorTe -.637 ' -.46 I ' -.048 -. 569' - .5 I 0 -.049 .550 .674 " 

S ig. (2-ta iJecJ) .000 .000 .703 .000 .000 .701 000 000 

N 65 65 65 65 65 65 65 65 
.. 

*Correlall on IS signIficant at the 0.05 level (2-tmled) **Correlall 0n IS slglllfi cant at the O.011evcl (2-ta ll cd). 

Source: SPSS OUlputji'oll1jinoncial Slalemenls ojsample companies. 2005 -2009 
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4.1.4.1 Results for multiple regression 

The regress ion IS estimated and run Ll S1Ilg gross operating profit as an independent 

va riab le. Furt her, all independent va ri ab les are run using ave rage co llcc tion per iod. 

inventory turnover in day, ave rage payment peri od and cash co nvers ion cyc le in cluding 

other contro l variab les. Therefore, th is sect ion present two regrcss ion outputs one for the 

who le regressio n including all variablcs together and results of eac h dcpcndcnt va riable 

reg ressed by independe nt variables to see the time im pac t on thc o utput. 

Poo led mu ltip le regress ion for a ll independent and co ntrol va riables simultaneo us 

ind icated that, except lor sa les growth (0.157) and firm s s izc (0.2 13) all variab les had 

negative coeffic ient. At the same timc. apart fi·om debt ratio p-value (0.258) al l variab les 

are signifi cant at I pcrcent degrcc o f li·ccdo m. Thc val uc of" adj ustcd R' is 75.2 percent 

while Durbin- Watson and F-statistic are 1.47 and 25.8 1 respect ive ly (tab le 4. 11 ). 
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Table 4.11 Result of multiple regressions for pooled OLS 

COP = -1.060 - 0.002 ACP - 0.002 ITiD - O.OOIA!'!' - O.OOSCCC - O.OSCR -

0.0587DR +0.IS7SC + 0.213Size 

Variab le Coeftlcient Std. Error t-Statistic Prob. 

C - 1.060 0.296 -3 .576 0.0007" 

ACP -0002 0.001 -2.695 0.0093" 

ITID -0.002 0.00 1 -3 .665 0.0006" 

APP -0.00 I 0.0003 -3. 877 0.0003" 

CCC -0.005 0.0002 2.185 0.0330· 

CR -0.058 0.019 -3.037 0.0036" 
-

DR -0.059 0 .051 - I. 142 0.25 81 

SG 0. 157 0.054 2.9 10 0.0052" 

SIZE 0.212 0.036 5.841 0.0000" 

R-squared O.n3 I)urbin-Watson stat 1.47 

F-statistic 25. 198 

Adj usted R2 0.752 Prob (F-stat istic) O. 0000 

The result is rounded: Regression is significant at the 0.05 level ·· Regress ion is significant at the 0.0 1 level 

Source: Eviell's oulpul/i-omjinoncial Slalemel7{s o/so/l1ple cOll7panies. 2005-2009 

Rega rding separate regress ion for eac h independent va riable to in vcstigation the impacts 

o n fi rms' profitab ility, average co llect ion period showed negati ve coefficient (-0.002) 

with a p-va lue of 0.027. At the same time current and debt rat ios had a p- va lue of 0.0392 

and 0.072 w ith negati ve coefficient -0.047 and -0.111 respectivel y. Unlike. cu rrent and 

debt ratio, sa les grOl'11h and fi rms' s ize had positi ve coefficient 0.20 I and 0. 159 with a p-
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va lue of 0.0016 and 0.0001 respectively. There is al so 63.9 percc nt adjusted R square. 

1.08 Durbin- Watson and 23.66 F-stat ist ic 0 11 table 4. 12. 

Table 4.12 Result of multiple regress ion s fo r model I 

GOP = -0.863672 - 0.001552ACP - 0.046633 CR - 0./lIJ664 DR + 0.2IJ/168 SG 

+ 0.158679 Size 

Variable Coe ffi cient Std. Error t-Stat istic Prob. 

C -0.863 0.320 -2 .695 0.009 1" 

ACP -0002 0.001 -2.257 00277' 
-- -

CR -0.047 0.022 -2. 109 0.0392' 

DR -0. 1 I I 0.060 - 1.828 0.0726 

SG 0.20 1 0.061 3.308 0.0016" 

Size 0.1 58 0.039 4 .106 00001 " 
- ~ 

R-squared 0.667 Durbin- Wa tson stat 1 08 
- -- --

F-stat ist ic 23 .66 

Adjusted R2 0.639 Prob(F-tati st ic) 0.0000 
- ~ 

The resu lt is rounded,· Regression is signifi cant at thcO.OS level " Regression is signili cClnt at th e 0.01 level 

Source: Ellie",s olltput./i·omjinoncial statements oj"s({mple cOII/jI({nies. 20IJ5-2009 

As tab le 4. 13 revea led -0.002 coeffi cient fo r in ve nto ry tu rnovcr in days with a p-value o r 

0.0013 . As the same time there is -0.049 and -0. 112 coeffic ient for current and debt ratio 

respect ive ly with a p-va lue of 0.020 I and 0.0488. Sa les growth and lirms' sizc had O. I 73 

and 0. 194 coefficient ha ving with 0.0046 and 0.0000 p-va llics rcspcctivel y. On thc samc 

table there is 67.2 percent adjusted R- sqllarcd. 1.18 Durbin- Watso n and 27 .1 7 f." -statistics. 
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Table 4.13 Result of multiple regressions for model 2 

GOP = -1.061520 - 0.001591TTTD - O.049673C R - O.11 2 177 ()R + O. 173009SG 

+ O.194301Size 

Variable Coefficient Std . Error t-Stati st ic I' rob. 

C - 1.061 0. 278 -3 .806 0.0003" 

ITID -0.002 0.0004 -3.3 R3 0.00 13" 

C R -0.049 0.021 -2.388 0.020 I' 

DR -0.11 2 0.056 -2 .0 11 0.0488 ' 

SG 0.1 73 0.059 2.945 0.0046" 

S IZE 0 .1 94 0.034 5.688 0.0000" 

R- sq uared 0 .698 Durbin-Watso n stat 1.18 

F-stat istic 27. 17 

Adj usted R2 0.672 Prob(F -tatistic) 0.00000 

The result is rounded: Regression is significan t at the 0.05 level Regression is sigll ilicanl allhc 0.01 level 

Source: Evie",s ol.llpll/./i'omjil1al1cial s/(lfemen/s o(,wlllple componies. 2005-2009 

The regress io n result fo r ave rage pa yment pe riod on table 4.14 showed that there IS -

0.00 11 41 coeffi cient with a p- va lue of 0.0006. S imilarl y, current and debt ratio had -0.077 

and -0. 137 coeffici ents with a p-va lue of 0.0006 and 0.01 36 respective ly. 'fhe rema in in g 

co nt ro l vari ab les sales growth and firms ' s ize both had a p-valuc of 0.0000 with 0.24 land 

0. 199 coe lTic icnt respecti vely. 
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Table 4.14 Result of multiple regressions for model 3 

GOP = - 1.082032 - O.001141 API' - 0.077452CR -0.136678 DR + O.241609SG 

+ 0.199698 Size 

Variable Cocm cient Std. Error t-S tat ist ic Prob. 
~~ 

C - 1.082 0.274 -3 .939 0.0002" 

AP t> -0.001 0.0003 -3 .637 0.0006" 

CR -0.077 0.02 1 -3.638 0.0006" 

DR -0.137 0.054 -2 .545 0.0136" 
-

SG 0.241 0.053 4.S2X 0.0000" 

SIZE 0.199 0.034 5.908 0.0000" 

R-squared 0. 704 Du rbin- Watso n stat 1.02 

F-sta t ist ic 28. 16 

Adjusted R2 0.679 Prob(F-tat ist ic) 0.0000 

The result is rounded . • Regress ion is significant at the 0.05 level Regression is sign ificant at the 0.0 1 level 

Source: Eviews output /i'omjinancial statements o/sample companies, 2005-2009 

Cash convers ion cyc le as a co mpressive measure or firms' wo rking cap ital management 

had -0 .002 coe m c ient and p-val uc o f' 0.0500. Of' the four co ntrol var iables cu rrcnt and 

debt ratio had -0.058 and -0. 149 cocf'licicnts rcspecti ve ly w ith a p-val uc o f' 0.0 I '13 and 

0.0147. The remaining co ntro l variab les sa les g rowt h and fi rms ' s ize had 0.229 and 

0.17 1 coefficient w ith a p- va lue o f 0.0006 and 0.0002 respecti ve ly . 
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Table 4.15 Result of multiple regressions for model 4 

GOP = - 0.986332 - 0.000225 CCC - 0.056769 CR -O.149S20DR + 0.229239SG + 

0.1 71394 Size 

Variable Coe ffi c ient Std. Error t-Stati stic Prob. 

C -0.986 0.359 -2 .748 0.0079" 

CCC -0.002 0.002 -0.93 1 0.0500' 

CR -0.057 0.022 -2.525 0.0 143" 

DR -0.149 0.059 -2.5 14 0.0147" 

SG 0.229 0.063 3.625 0.0006" 

SIZE 0.171 0.043 3.997 00002" 

R-squared 0.644 Durbin- Watson stat 0943 
-

F-stat istic 2 1.32 

Adjusted R' 0.614 Prub(F-tatist ic) 0.0000 

The resu lt is rounded . • Regression is significant at the 0.05 level URegression is significant at the 0.01 level 

Source: Eviews OUlpUIji-omjinancial slalemenls o{sample companies. J005-J009 

4.2 Conclus ions 

In order to add ress the research objecti ve and hypotheses. as detailed in chapte r I and 3. it 

is cruc ial to examine the resul ts o f the ditferent methods conc urrentl y. Th is chapter 

presented the statistica l and regress ion results which arc computed using c1 ilTerent 

methods adopted to in vestigate the impacts of working capi tal manage ment 0 11 firm s· 

profitability. Spec irica ll y. the result s of the quant itati vc mcthods or inquiry. name ly 

surveys of documentary reviews of sa mple companies ' inco me statement and ba lance 
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sheet are presented using. According ly. thc chaptcr started by presenting the rcsults fo r 

test of CLRM assumpt ions followcd by tcst result for s igni fica nt 01' thc mode l and 

descript ive stat ist ics. Lastly the chapter presen ted the result of Pea rson' s co rrelation 

coefficient and multiple regress ions. 
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Chapter 5 

Data analysis 

In this chapter the study is tried to present and ana lyzes the real impacts of wo rking 

cap ita l management on firm' s profitabi li ty, by tcsting the hypot hes is dclined in chapter 

three. Besides. in each sub-section brief analyses arc enclosed back to the resuits obtained. 

Therefo re. lirst ly, the chapter analyses lor descriptive stat istic s 01' all var iables. Secondl y. 

the study analyses the tests for the fulfillment of basic OLS (o rdinary least square) 

assu mptions fo llowing thi s thirdly, ana lyses for the overall sign ifi cance of the model is 

presented. Fo urthly, Pearson co rrelation ana lyses were presented to measure the degree o f 

association alllong bas ic variables and finally regress ion analyses arc presented along with 

hypotheses testing. In this chapter all fi gures and tables mentioned are depicted on chapter 

four. 

5.1 Analysis for summary of descriptive statistics 

Table 4.1 presen ted desc riptive sta tist ics l(lI' I J Addis Ababa c it y manufilcturing firm s fo r 

a period o r fiv e years Ii'om year 2005 to 2009 with a total 01' 65 observations. The mean 

va lue of net operati ng profitability is 14. I 8percent or tota l assets, and standard dev iat ion 

19.9 percent. It means that va lue of the profitability can dev iate from its mean to both 

sides by 19.9 percen t. The max imum va lue fo r the nct operat ing profitabi I ity is 52 percent 

for a company in a year whil e the minimum is -22 percent. 
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The cash cOllvers ion cyc le uscd as a proxy to check the efTicicncy in managing work ing 

cap ita l is on average 130 days and standard dev iation is R6 days. The J11in iJ11 uJ11 tiJ11e taken 

by a cOJ11pany to conve rt it s ove rall activity is -25 days \\ hich is unusual and the 

J11axiJ11 uJ11 tiJ11e taken by the fi rJ11 for this purpose is 343 days again it s very large. FirJ11s 

rece ive payJ11ent against sa les after an average of 58 days and standard deviat ion is 28 

days. MiniJ11ulll tiJ11e taken by a eO J11pany to co llect cash fi'o J11 receivables is 12 day while 

the lllaxi J11uJ11 tiJ11e for thi s purpose is 135 da ys. It takes an average 96 days to se ll 

invento ry with standard deviat ion 0 1' 34 days . Here, J11axiJ11uJ11 tiJ11e taken by a cOJ11pany is 

37 days, wh ich is a very sJ11a ll tiJ11e period to convc rt in ventory into sa les. FirJ11s wa it an 

average 104 days to pay their purchases with standard deviation of 49 days. Il ere. 

minimulll time taken by a compa ny is ] 0 days which is usual lor 30 days credit period, 

and J11a xiJ11uJ11 tiJ11c taken for this purpose is 226 clays. 

To check the liquid ity of the eOJ11panies, a tracl it iona l J11easure of liquidity (current ratio) is 

used. The average current ratio for Addis Ababa J11anuf'leturing firJ11 s is 1.88 with a 

standa rd dev iation of 0.81. The highest cu rrent ratio for a eOJ11 pany in a particu lar year IS 

3.7 and ill the samc way the minimum ratio for a co mpany in a year is 0.19. 

In the sa l11e way to check the debt financ ing and its relationship with the profitabi lit y the 

debt ratio (obtained by div id ing the tota l debt of the cOJ11pany by the tota l assets) is used 

as a control var iable. The result s of dcscr iptive statistics show that the average debt ratio 

fo r the sa J11ple of Addis Ababa J11anulilcturing coJ11pa nies is 49.6pcrccnt with a standard 

dev iation o f 28pereen t. The J11axiJ11ulll debt financing used by a COJ11pany is 1.1 Opereent 

which is unusua l because of debt larger asset. However, it is poss ible if the eq uity of the 
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company is in ncga ti vc . While the minimum le vel or the debt ratio is O.040pcrcent , thi s 

means that there is a co mpany that uses a little debt in its operation. 

Further, to check the sa les growth and its impact on profitabilit y. sa les growth is measured 

by ((this year 's sales - prev ious yea r's sal es) / previolls yem' s sales) is used as control 

variable . Looking at the abo ve table. \\Ie can sec that the average \ allle o f' saks gro'vVth is 

11.03pereent with standard deviation o r 28.38percent. Thc ma ximum and minimum 

va lues of sa les growth are 0.95 and - I respecti ve ly. 

Fina ll y, to check the size or the lirm and its re latio nship with profitability. natu ral 

loga rithm of sa les is used as a con tro l variable. From table 4 .7 above one can sec that the 

mean va I ue 0 f log 0 f sa les is 7.66 and standard dev iat ion 0 r 0. 5 I 8. The ma x i m um va I ue 0 I' 

log of sa les for a company in a year is 8.895 while the min imum va lue is 6.649. 

S.2 Analyses for the test of CLRM assumptions 

The study anal yzed th rce tests for CL RM assumptions namcly. normality. linearity. 

homoscedast ic ity anclmu lticoll incarity di scussed as tallows. 

S.2.1 Analyses for tests of normali ty/t"cst Ii,,' normal errors 

The result depicted on figure 4.1 revealed that, majorit y 01' distributions arc I,dl' s in to the 

be ll shaped bo undary o f hi stogram with the mean 01' 2.84e- 16 and standard deviation 

0.093. Therefore. Jarque-l3e ra stat istic o r 2.33 is not signilieant and it shows that the error 

terms are normally di stributed. Hence, the p-value g ive n at the bottom o r the normality 

test screen is bigger than 5 percent and signi ry ing not to rcjcct the null 01' normali ty at the 

5pe rcent leve l. 
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S imilarly, table 4.2 shows the Kolmogorov-Smirnov and S hapiro-Wi lk tesl results. Fo r 

both test if the test is not sign i licant or above O.OS. then the data arc norma l. Therefo re, 

the Kolmogo rov-Smirno v test P-value of 20pereent is quile above the standard 5peree lll 

leve l o f s ignifi cance and indicati ng the data is normall y d ist r ibuted. Likewise. 69.2 

percent P-value for Shapiro-W ilk test indicated that the error terms are normall y 

distr ibuted and the data is no rmal. 

5.2.2 Analyses for test of lincarity 

As table 4.3 revea led that , bo th I' and X2 (Chi-Sq uare) ve rs io ns oCthe test arc presented 

respecti ve ly w ith 17 and 13.5 percent and it can be see n that there is no apparent non­

linearity in the regressio n eq uation as both test result is grcater tha n 5 pcrcent. So it' s 

co nclud ed that the linear mode l for the study is appropriate. 

5.2.3 Ana lyses for tcst of constant variancc C'Tors (Tlomosccdasticit),) 

Fo r test of ho moseedast ieity the researcher used two methods ca lled wh il e's and Breuse h­

Pagan test. Tab le 4.4 prese nted thrce different types of tests for heterosccdastiei t) using 

white's test. I-Ience. in eac h case. both the F and X2 versions o l'the tesl statistic give the 

same co nc lus io n that there is no evidence for the prcsenee o f heteroseedaslicity, si nce the 

p-values are co ns id era bl y in excess o f 0.05. S imilarl y. tab le 4. 5 for the I3re usc h-Pagan test 

shows both the I' a nd X2 test statistic g ive the sa me conc lus ion that there is no ev idence 

for the presence of heteroscedasticity, s ince the P-va lucs arc co ns idcrably in excess of 

0.05. According ly, p-value of28 .60. 27.37 and 50.27 pereent respectively for F-statist ies. 

R-squared and sca led explained SS indicated tha t the regre ss io n 01' the res idual s on the 
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predicted va lucs re vcal s insigni li ca nl hele roskcdasl iei ly al 1. 5 and 10 pe ree nl leve ls of 

signi ficance . 

5.2.4 Analyses for multicollinearity 

Fo r test of mu lt ico llinear ity tab le 4.6 using Partia l pa ir wise co rrelat ion showed tha!. the re 

is no corre lat ion coeffic ient above -' SOpe recnt. The onl y higher correlalion observed is 

betwee n current rat io (CR) and ave rage payment period (A PI') which equals to -

45.Spercent. Even that it is not a serious problem, when co mpared to thc standard more 

than SOpercent coefficient (G ujarati . 2004). To have a st rong assurance the fo llow ing 

more effi cient tech nique , VIF technique is run on table 4.7. Therefo re. the VII : verify the 

absence of mult ico llinearity since there are no exaggerated pair w ise correlation values 

more than 10 sco re. In general, al l tests illustrated above arc testimonial s as to the 

employed mode l is not sensitive to the problems of vio lation of the CLRM ass umption. 

5.3 Analys is for the test of significance of the model 

S ignifi cant o f the mode l is tested by ANOVA and mode l summary tab le. Acco rding ly. 

tab le 4.S for ANOV A o f linear regress ion indicated thaI the regress ion model predicts the 

outcome va riab le significantly wit h the p-va lue of (0.000) and its shows the overa ll mode l 

app li ed was s ignificantly good enough in predict ing the outcome variab le. Model 

summary on table 4.9 shows dependenl variab le (gross operating profit ) R" is 75.2 percent 

exp lained by its independe nt va riables . which is vcry large. To conc lude, lhe regressio n 

mode l used for the stud y is highl y explained the overa ll model signi fy ing lhe study was 

note lost very important variables that affect the stud y output. 
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S.4 Ana lyses fo .. Pea .. son 's co .... elation coefficient 

From table 4. 10 the researcher sta rted the ana lys is o f co rrelat ion result s betwee n the 

ave rage co llection period and gross operating profit ab ilit y. The resu lt 01' co rrelat ion 

ana lys is shows a negati ve coe fll c ient 0.637. with p-va lue 01· (0 .000). II ind icates that the 

result is highly signi ficant at a = I perce nt signilicanl level and that if' the average 

co ll ection period increases it will have a negati ve im pact on the pro fi tab ilit y and decrease 

it. Correlation results between in ve ntory turnover in days and the gross operating 

pro fit abi lity a lso indicate the same result. The co rre lation coefTi cien t is 0.46 1 and the p­

va lue o f (0.000) . This again shows that the resuit is high ly s ignificant at a I pe rcent. It 

a lso indicates that if the firm takes more time in se lling in ve ntory, it will adverse ly aricct 

its pro fit ab ili ty. Correlat ion results among the paya ble turnover in days or ave rage 

payment period a lso indicate the same trend . I lere again. the coeCiie ient is negative but 

not significant. The coeffic ient is - 0.048 and the p va lue of (0.703). This Illeans that the 

less pro fit able fi rms wait lo nge r to pay their bills. Mo reover. a negative relat ionship 

between number of day's acco unts payab le and pro fitab il ity is consistent with the 

theo retica l view that less profitab le firms wa it longe r to pay the ir bill s. In that case. 

pro fit ab ility a ffec ts the acco unt paya bles poli cy and vice versa. An alternati ve explanation 

for a negati ve re lat ionship between the num ber ol'eJay's accounts payable and pro litability 

could be that firm s wait too long to pay the ir acco un ts payab le. Speeding up payments to 

supp liers might increase pro fit abil ity becau se firms o ften rece ive a substantia l discount fo r 

prompt payment. The cash co nversion cyc le whic h is a co mprehensive measure of 

wo rki ng capita l manage ment also has a nega ti ve eoe lTie ient 0.569 and the p va lue of 
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(0.000). Unlike. APP it is s ignificant at a = I pcrcent. It means that if" thc firm is ab lc to 

decrease thi s time period known as cash convers ion cyc lc. it can inc rease its profi tabi lity. 

By ana lyz ing thc resul ts the rcscarc her co nc ludcd that. if" thc firm is ablc to rcducc thesc 

time periods, then the firm is effi cient in managi ng wo rking cap ital. Th is cllicicncy will 

lead to increase its pro fitabili ty. To summar ize the above di scuss ion demonst rat cs that 

payi ng suppliers longcr and co llecting paymcnt s fi'om customcrs ca rlier. and kee ping 

prod ucts in stock less time. arc a ll associatcd with an incrcase in thc firm's pro fi tabil ity. 

Current ratio is a trad itional measure of" check ing li qu id ity o f" thc linn. On the same tab lc 

4.9 current rat io has a significant negati ve re lationshi p with profitab ili ty measurcd by 

gross operati ng pro fit ability wit h the coe l"li cient of" 0. 5 10 and p-valuc of (0.000) and thc 

result is significant at ri = Ipercent. It indicates that thc two objcctives o f li qui dity and 

profi tabili ty ha ve in verse relat ionsh ips. So. thc Addis Ababa manufacturing firms nccd to 

mainta in a ba lance o r tradeo ff' betwcen these two measures. Mcanwhile. debt ratio (DR) 

used as a proxy fo r leve rage o f a company. the Pea rson correlation analysis shows that 

posit ive relationship with gross pro fit and the coel'lic icnt is 0.049. Ilo"cvcr. the P- va luc 

is not sig ni ficant at a ll. 

Further w ith re ference to the control vari ables. sa les gro wth and s izc of the compan y arc 

significant. Corporate profi ta bility is positi ve ly assoc iated with sales growth of a 

company. The coe ffi cient is 0.550 with p-va lue of (0 .000) and thc rcsul t is hi ghl y 

significant at ri = I percent. This shows that as sales growth over timc wi ll incrcasc 

company' s pro fit ab ility o f a fi rm . Onc should not ove rlook the posit ivc s ignificant 

assoc iation that ex ists between gross operat ing profit and logar it hm sa lcs (the measures o f" 
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s ize). I-Ience. the result does not change if the logarithm or sales is uscd to measu re the 

size . As it can be seen in the co rre lat ion tab le 4. 10, the cocf'ficient is positive 0.674 with p­

value of (0.000) and the result is hi ghly s ignificant at a = I percent. Th is sim ilar with the 

theoret ica l view that higher sale wil l gcneratc higher pro lit. To sum. the abo ve two 

analys is pinpo inted that sa les growth and company size arc signilicantl y predomina tc 

factors for corporate profitability. 

On the other hand Pearson' s corre lation table 4.10 displayed a s ignificant posit ive 

re lations hi p between the average col lection pcriod (Aep) and cash co nversion cyc le 

(CCC) the correlation coeffic ient is 0.6 18 and the p-valuc of (0.000). That rat io is slight ly 

significant at a = I %, which means that if' a lirlll tak es morc time to co llect cash against 

the cred it sales it will increase its ope ration or cash convers ion cycle. Thcre is a lso a 

pos iti ve re lat ionship between in ve ntory turnover in days (ITI D) and the cash co nversion 

eyc le which mea ns that if the firm takes more time to se ll inventory it wil l lead to increase 

in the cash convers ion cyc le as we ll. The corrclation coe fficient is pos iti ve and 0.460 with 

the p-va lue 01'(0.000) showing highl y signifi cant at a I percent. '1 his means. whcnever a 

firm lowers it time to convert raw material and good in process to fini shed good it 

decrease cash convers ion cyc le. Unli ke the above output the averagc payment period 

(A PP) and cash conve rsion cyc le have a negati ve re lationship. The coel'li eient is 0.063. 

the p-va lue is (.060), high ly significant at a 10pcrccn t. It mea ns that if fi rms takc more 

time to pay thei r purchases than the time fo r co ll ect ion and se lling in ventory. the cash 

convers ion cyc le wil l be reduced. 
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In genera l, these negative relationships between cash conve rs ion cycle. avc rage co llcction 

per iod, ave rage payment period and in ve ntory turnover in da)s \\ ith thc profitability of 

compa nies are co nsistent \~/ ith the literature rev iew and ha ve signilica nt erfect 011 the 

pro fi tabilit y of company. The result s of correlation analysis indica ted that. as fitr as Add is 

Ababa manu factu ring fi rms are concerned, working capital management is very strongly 

and signi ficantly affects the ir profitab ility. Therefo re, the researcher accepted its all 

hypotheses except (HPs) that "Ihere is {{ l7egalive relalial7ship be/ ll'een debl used by Ihe 

firms Clnd projllClbilily" becausc the p-value is no t significant event at 10 percent. 

5.4.1 Analysis for multiple regression results 

This section ana lys is two regress ion outputs one for the whole regress Ion including a ll 

va ri ables together and separate ana lys is on the results or each depe ndcnt va riable 

regressed by independent va riables to sec the til11e impact on the output. 

The overa ll regress ion equation on table 4. 11 shows that there is a negat ive relationship 

between average co llection period (ACP) , inventory turno ver in clay ( ITID), ave rage 

payment period (APP) and cash conve rsion cyc le (CCC) with profitability measured by 

gross operat ing pro fit. It is consistent wit h the literature that a decrease in the work ing 

cap ital co mponent including cash conve rsion cyc le will ge nerate more prolits for a 

company. As a resul t a ll independent va riab les have a negative coefficient and the resu lt is 

highl y sign ificant for ACP, IT ID, API' and CCC at a = I percen t s ignifi cant level. 

Therefore, this is consistence with the view of Weston and I3righam (1977, P. 690) 

minimizing co mpone nt s of working capital will increase prolitability as a me(l $urc of 

efficiency CCc. 
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On the same table 4.1 1 the regress io n shows that firms wit h high leve l of liquidit y 

(measured by current ra tio) are expected to post low level 0 1' pro fit abilit y and vice versa 

with a very higher leve l o f significance. The regress ion coc rtic ient -0.058 and p-va luc 

0.0036 shows hi ghly significant at ci = I percent ind icting firm profitabili ty has a negati ve 

re lationship with liqu idit y. In li ght anal ys is Arno ld (2008) mcntioned that liquid ity and 

firms' profitability has a negati ve relatio nship. however hc stresscd that choose any o f 

these two extremes are d ifficult lor the manage rs. Unlikc current ratio. the regress ion 

output for debt ratio as a measure of fi rms leve rage shows that. whe never fi rm 's debt 

increases pro fi tabil ity will decrease. Even if the regress ion coe rti c ient is -0.059. the p­

value indicates the result is not s ignifi ca nt. However. Deloof (2003) ment io ned that when 

leve rage of the firm increases; it will adverse ly a fTec t its pro fi tability whil e fi nancia l debt 

ratio used as a proxy fo r leverage . Meanwhile fo r the sample o f Add is Ababa 

manufacturing companies the result is stat istica lly insign ificant. 

Simi larly, the regress ion shows that the large r firms (measured through the nat ura l 

logarithm o f sales) the hi gher profi t with a ve ry hi gh le vel of s ignificance. The regress ion 

coefficient (0 .21 2) is ve ry higher fi'o m all output and signifying that s ize of the company 

is playing a greater role for firm' s profitabi lity with a p-va lue o f (0.000) , show ing the 

result is very strongly significant at ci = I percent. This is cons istence with the theoretical 

views o f large firm s higher economic o f sca le and good will in the mark et. Us ing these 

market diversifications is the right ave llue which increase sal es and there by maxim ize 

profitabilit y. At the same time, on tab le 4.11 sa les growths is stat istical ly signi ficant 

where gross operating profit increascs as sa les increase. The rcsult shows sa les growths 
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has a pos iti ve coef'ficient of 0.157 and s ign ili ca nt at (1 I pcrccnt \\'ith a p-va luc o fO.00 52. 

In ge neral the resu lt makes eco no mic se nse s ince if a ll coertic ie nt s were zero then a firm 

wo uld ha ve negati ve results i.e. gross operat ing profi t = - 1.060. 

The adjusted R2, al so ca lled the coeffic ie nt of multi p le determinations. is the pe rce nt of 

the varia nce in the de pe nde nt ex plained unique ly o r joint ly by the ind epe ndent variab les 

and is 75.2 percent. T he C is the co nsta nt , where the regress io n line intercepts the y axi s. 

representing the amo unt the depe ndent y w ill be whe n all the indepe ndent variab les are 

zero. Here C is - 1.060; the probability of the coertic ie nt is s igni iica nt w ith p- va lue of 

0.0007 . T he F statistic is used to test the s ignificance of R. Fro m thc tablc 4.10 res ult o f 

o ne can see that the model is fit w ith F-sta ti stics 25.20 and p- va luc of 0.000 and it shows 

high ly s ig nifi ca nt at 6. = I percent. So. the researc her co nc luded that at least all o f AR. CR. 

DR, SG and size ( log o f sa les) is re lated to GO P. 

Table 4.12 prese nted the resu lt fo r model I. it in dicates that thc cocfficicnt o f acco unts 

rece ivablc is nega ti ve -0.002 and p-valuc 01'0 .0277 "hich is s ignifica nt at (J. I percent. It 

imp lies that the inc rease o r decrease in acco unt rece ivab les wi ll s ig nifica ntly affect 

pro fi tability of the fi rm . The above ana lys is is s imi larl y wit h Fabozz i and Peterso n (2003) 

those who me nt ioned that increase in amo unt s of acco unt rece ivab le has o ppo rtunity costs 

and bad de bt. wh ile inc reas ing sa les lo r a company. The re lo re. whenever co llection 

per iods increases bad debt increase a nd hence profitabi lit y will full down and vice ve rsa. 

S im il arl y, the find ing is cons istence w ith prev io us researc h who fo und negati ve 

relat ionshi p between acco unts rece ivab les and co rpo rate profitab ility ( Oe l ooi~ 2003: 

Lazaridi s a nd T ryfo n idi s, 2006; Rahe ma n and N asI'. 2007: Falope and Ajilore. 2009 and 
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Am31j it et. al. 20 10). The regress ion resuit for current ratio (CR) which is a traditiona l 

measure 0(' liquidity has a negati ve coe flicie nt -0.047 and signilYing negativc re lationship 

with pro fit ability. The p-va lue 0.0392 shows that the coc riieicnt is signilicant at 0. = 

I percent. 

On the same table 4.12 debt rat io is used as a proxy for leverage; I·rom ana lysis of 

reg ress Ion it shows that there is a negati ve re lat ionship with gross operating pro lit. The 

coeffi cient is -0.111 , but only marginally s ignificant with p-va lue 0.073 at 0. = 10percent. 

This means that if there is an increase in debt ratio it will lead to decrease in pro litabil ity 

of firm. Similarly log of sa les used as proxy lor size 0 (' a company shows a signi fican t 

pos iti ve re lationship with profitability which means that bigger s ize firm s ha ve more 

pro fitabilit y compared to firm s of smaller size with the coerfie ient and p-val ue 0('0.20 I 

and 0.00 16 respect ivel y. In general having with the above eoeriic ient the regress ion 

equation makes GOP to ha ve a va lue o f -0.663 and -0.863 if a ll cocrlicicnt s on var iab les 

are constant and zero respect ive ly. Therefo re, the regress ion ou tput has economical 

meaning fo r profit abi lity ofa fi rm. 

Looking table 4.1 3 coeffic ients, the intercept C has a va lue of -1 .061 and al so highl y 

s ignifi ca nt. Similarly. the coe('ficicnt for in ve ntory turnovcr in cla ys is negati ve and highl y 

significant at 0.. = I percent with the coeffic ient -0.002and p va lue 0.003. The coeffic ient 

implies that the increase or decrease in the in ve ntory tu rnover in da ys. signifi ca ntly affect 

profitab ility ofa firm s·. It can be interpreted that if the invento ry takes more time to se ll , it 

wi ll ad verse ly affec t profitab ilit y. Aga in the I·inding is cons istence with the prcvioll s 

studies, Garc ia and Martinez (2007) and Raheman and Nasr (2007) Moreover. all the 
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other variables arc a lso significant ly affecting profitability as in case of the fir st 

regress ion. But, unli ke that o f the first regress ion here debt ratio cDenicient is -0.11 2 and 

s ignificant at a. = I percent ha vi ng a p-val ue o f 0.0488. whereas increase in sales has a 

positive impact on profitability while all other control va riables like current ratio and sa les 

growth ha ve a s ignificantly negati ve and pos iti ve e ffect on profitabil ity of a firm 

respect ively. 

The result tab le 4.14 reve led that. there is negative relat ionship between gross operat ing 

profit and ave rage num ber of accou nt payable. The coefficient o f intercept C and ave rage 

payment period is -1.082 and -0.00 1 respective ly. The coenicient including intercept and 

average payment per iod (proxy for payment policy) is negat ive and highl y significant at a 

= I percent. and implies that the increase or decrease in the average payment period . 

significantly affects profitability o f the firm. HOlVever, the finding is not cons istent 1·1 ith 

Lazaridis and Try loni dis (2006) who claimed that the re was a pos iti ve re lationship 

between number of day's accounts payable and profitabi lit y. Differing li'om Lazaridis and 

Tryfonidi s (2006) the findin g is s imilar to Eljelly (2004) and Math uva (2009) who found a 

strong negat ive re lationship between number o f da y's accounts payab le and profitabili ty. 

Hence, the negati ve re lationshi p between average payment pe riod and pro fi tabi li ty 

indicates that the less pro fitabl e fi rms wa it longe r to pay their bills. Similarly, all o ther 

var iab les are a lso s ignificantly affect firm s profi tabilit y. All o f Ihem are signifi canl al a 

I percent. However. sales gro wth and sizc ol'the lirm (measured in lerms or log or sales) 

has a posit ive impact on finn pro fitabilit y while other contro l va riable li ke currcnt and 
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debt ratio has a negati ve impact on profitab ility o r a fi rm and strongly signifi cant at 6. 

I percent. 

Finally, the cash conversion cyc le is used as a popular to mcasure el'lie iency o r wo rking 

capita l management. Therefo re, mode l 4 too k the cash conversion cyc le as an independent 

variable, and the result on tab le 4.1 5 indicated that CCC has negati ve eocf'ficicnt and 

significant at 6. = 5percent. Thi s means there is a ncgative re lationship between cash 

conve rs ion cycle and fi rms pro fi tability. The researcher findi ng is ba lanccd against the 

prev iews studies of one Afi'iean country (N igeria) Garcia and Martinez (2007) who fou nd 

strong negat ive relat ionship between cash conversion cycle as a measure o f working 

capita l management effi c iency. However, the study lind ing is differed li'om Amarjit et. a l. 

(2010) who fou nd positi ve relationship between cash convers ion cyc le and profitabil ity. 

All the other va riab les ; current ratio. debt ratio , sal es growth and size arc signilieant ly 

affect finn s' profitabili ty at I percent signifi cance le ve l. The CCC coe ffi c ient is -0.002 

with p-va lue 0.05 and highl y s ignifica nt at 6. 0.05. This im plies that the IIlcrease or 

decrease in the cash conversion cyc le significantly affect firms pro fit abil ity. 

Hypotheses testing 

Regarding the study hypo theses the researcher concluded the fo llowing po int s. For the 

fir st hypothes is (HP J) that ta lks about e ffi cient wo rking capita l management is 

significantly affects pro fitabi li ty of fi rms and positively re lated is the one to be accepted . 

Because, the fi nd ing in the ana lys is section supported thi s hypothes is that. manag ing 

average co llection period. inventory turno ver and average pa yment periud crficicntly to 

minimum and reasonable range profit ab il ity w ill increases. In thl..! same \\ay the researcher 
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accepted the second hypotheses ( III' , ) that there is a negative relationship between cash 

conve rs ion cyc le of fi rm and profitabil ity. Comb ined and indcpcndent rcgrcss ion of cash 

conversion cyc le witnessed that. as it's negati vcly rclatcd with corporate profitability and 

the p-va lue is hi ghl y s igni fi cant. 

Add itionall y, concerning contro l var iables third hypothcs is (Hp3) that negat ivc 

re lationship between li quidity and profitabil ity o f a finn is acceptcd. It is found that 

current rat io is the most important li quidity measure that affccts profitab ili ty and therc is 

strongly negative relat ion in betwcen. The samp le firms must sct a trade-o IT be twee n these 

two object ives so that neither the li qu idity nor profitability suffers. The resea rcher also 

accepted fourth hypotheses (I-W,) regarding the s ize and profitabi li ty. I\s the size 

(measured in terms of natura l logar ithm of sa les) inc reases, it will lead to an increase in 

profitabi li ty of the finn. Here the regression output and p- va luc is very highl y significant 

for a ll cases signi fy ing that Addis I\baba manufacturing firlll's proril"hil ity is highly 

influenced by the size of co mpanies. Ho weve r. the st ud y does not accept the fifth 

hypot heses (Hp5) conce rnin g the debt rat io. Evcn if the first combined rcgrcss ion shows 

negat ive coeffi c ient and sig ni fy ing that. when the debt financin g increases. pro fi tabil ity 

goes do wn. But the p- va lue that measures thc signifi cant level of the cocff icient is almost 

zero. Meanwhile, with the he lp o f indi vidual regression out put the study fully acccpted 

hypotheses (HP5) that firm s profitab ili ty will dec rcase while firms le verage increase with 

strong sign ifi cant leve l. It is interprcted that debt financing will affect thc financial cost 

whi ch will lead to decreasi ng profitab ility. 
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Chapter 6 

Conclusions and "ccomlllcndations 

The bas ic inte nt o f thi s chapter is to present the overal l ove rviews of the resea rch by 

summing the main findings of the ana lys is part and give flltul"C resea rch directions. 

Accord ing[y, the chapter started it discuss ion by briefl y sum up the overviews o rthe stud y 

and its mai n findings. [n section two based on the study findin g the researcher hi ghlight 

some recomme ndations fo r the target populations the stud y pi vot ing on. Fina [[ y. the 

research strengths together with the [im itations ofthe study, future research directions are 

presented in sect io n three . 

6.1 Conclus ions 

The purpose of thi s stud y is to in vest igate the impact 0 [· wo rk ing ca pital managcmcnt on 

firms· profitability. The study ai ms to examine the stati stical significance between firms' 

wo rki ng capi tal management and pro fitabilit y. 

[n light o f th is objective the stud y adopted quantitat ive method o f research approaches to 

test a ser ies rc search hypothes is. Spec ifica ll y. thc study used survey o f documcntary 

reviews of companies' audited financial statements. Strat ified sampling design was 

employed based on nature and turnover o f co mpanies. Then compa nies we re sc [ected 

based on simple random sa mpling mcthod fi·om each stratum· s 10 avo id biases and 
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represelll firm s fro m each sub-c lass ifica tion (st ratu m's) within man ulactu ri ng compa nies. 

Consequent ly. the study se lected a samp le o rthirtecn ( 13) compa nies lor the period o r fi ve 

years (2005-2009) with the total of 65 obse rva tions. Data was then analy%ed on 

quantitati ve bas is us ing Pearson's co rrelat ion and OLS regress ion analys is. 

The descr ipti ve statistics shows gross operati ng pro fit fl uctuates with its minimum and 

maximum value o f -0. 220 and 0.520 respecti ve ly. At the sa me time on average gross 

operating pro li t has a va lue or o. 141 lI'ith standa rd dcviat ion 01' 0.199. On the other hand. 

by taking cash conversion cyc le as a co mprehensive measure of wo rking capital effi c iency 

the finding sho ws that , on average cash conversion cyc le takes 129 days and with a 

minimum and maxi mum days of -25 and 343 respecti ve ly. Il ere the minimum value takes 

negat ive value when ever average pa yment period overstate above the SLl 1ll of bo th 

average co llection period and in ve ntory turnover in day. Bcf(lI'C di rectl y ent ered in to the 

regress ion the data was stated for the basic assumpt ions o f CLRM . which is the vital for 

regress ion anal ys is and the data. are ful fi lled alltestecl assumpt io ns lor OLS. 

From this st udy the researcher li nd that. most of Addis Ababa manu factur ing fi rms have 

large amounts o r cash in vestccl in wo rking capital. Thcrelorc. it can be expected that the 

way in which wo rking capital managed will ha ve a significant impac t on profitabil it y o f 

those firm s. The stud y ha ve found a signi ficant negative relationship betwecn co rporat e 

profitab ili ty which is measured by gross operati ng pro fit abilit y and the ave rage co llectio n 

per iod. in ventory tu rnover in days. average payment period and cash convers ion cyc le for 

a sample o f Add is Ababa manufacturing fi rms. The nega ti ve relationship betwee n 

accounts rece ivab les and firm s' profit abi li ty suggests that less profit able firm s will pursue 
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a decrease o f'their accounts receivab les ill an altempt to reduce their cash gap ill the cash 

co nvers io n cyc le. T he res ult , fu rther suggest that managers ca n create val ue [or the ir 

shareho ld ers by reduc in g the number o f dais acco unts rece ivable a nd in ve nt o ries to a 

rea list ic m inimum leve l. Li kew ise, the negat ive re lationship be twee n num be r o f days in 

in ve nto ry and co rporate profita bili ty suggests that in the case o f a sudd en drop in sal es 

accompan ied w ith a mismanagement of inventory wil l lead to ly ing up excess capital at 

the expe nse of pro fita bl e operations. T he negative re lat io nshi p betwec n accounts paya blc 

and pro fit a bility is co ns istent with the view that less pro fi tab le firm s wa it longer to pa y 

the ir bil ls. Mo reover, cash convers ion cyc le that is used as measurll1g e ilie ie ncy o f 

\vo rk ing cap ita l management shows thal. as cash conversion cycle is longer. pro fi tability 

is smaller. Hence, the researcher claims and reco lll lllends th at company managers can 

buil d fi rms val ue by reduc in g the cash co nvers ion cycle to a reaso nable rangc o r managers 

can create profi ts for the ir co mpan ies by hand lin g co rrec tl y the cash cO ll ve rs io n cyc le and 

kee ping each differcnt co mpone nt (accou nts rece ivables. accou nts payab les. in ve ntory) to 

an o pt imum leve l. 

In ge nera l, the study adds to ex ist ing li terature such as S hin and Soenan ( 1998). 

De loo f(2003), E lje lly (2004). Lazari d is a nd T ryfo ni d is (2006). Rahe man and Nasr (2007) . 

Fa lo pe a nd Ajilore (2009) and Math uva (2009) who [(llll1d a stro ng nega ti ve re lationship 

between the measures of wo rking cClp ital management includi ng lhe average co llect ion 

period, inventory turnove r in da ys, average payme nt period and cas h co nve rs ion cyc le 

with co rpo rate pro fita bil ity. 
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6.2 Recommendations 

Based on the study findin gs the researcher recommended the fo llowing points: 

• The negat ive relatio nship betvvecn firms' gross operating profit and average co llection 

period wil l decrease firms ' profitabilit y, if ' there is ic", co ll ection o f' acco unt 

rece iva bles. Therefore, companies ha ve to mainta in or adopt ne ither liberal cred it nor 

conservat ive po licy so as to minimize bad debt and not to lose customers and hence, 

increase firm s' profitabilit y. 

• The study fou nd negative relationship betwcen in ve ntory turnovers in day's and firms 

profitability. Here, higher in ve ntory turnover wi ll have higher costs likc storage, 

ca rrying, spo il ages, insurance, and it hold opportuni ty cost too . As a resul t, 

compa nies manage r has to look ovcr the proper ways o f in ve ntory control tcchniq ues 

like economic o rdcr quanti ty (EOQ) or others depend up on the natu re of materia ls 

they ho ld. Furthcr, the researcher reco mmcnded that companies marketing. purchas ing 

and man ufact uring departments should have create strong linkage and 

cO lllmunications $0 as to feed each other in firm s' operations and minimize costs. 

• S imi lar to the above findings ave rage payment period has negati vely related to firm s' 

profitabi li ty. In it who le senses fi rms which wa it longer to pay thei r acco unt payablcs 

or bi ll s will increase profitabilit y. However, the resea rcher recommended that firm s' 

have to pay all it s debt or bil ls on t ime for not los ing the ir ve nders in the long run. 

• Likewise, CCC has a negati ve relat ionship with firm s' pro fitabilit y. Therefore. 

regardi ng the CCC. the researcher reco lllmended that lowering work ing capita l cyc le 
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as a measure of efficient working cap ital management is the one to be apprai sed. 

However, the po licy followed for each component has to bc ne ither tight or nor liberal 

like for average co llection period which will loss customcrs and increase bad debt 

respect ive ly. S imilarly, as reco l11mended above companies' has to manage the ir 

inventories (raw mater ials, wo rking proccss and fini shed goods) and account payables 

in day erficient ly to a minimum level , so as to minimize the overall working capital 

cyc le ofa fi rms ' and increase pro fita bi lity. 

• In general the above discussions demo nstrates that paylllg suppli ers lo nger (not 

abso lute ly) and co llect ing payments fi'om customers ea rli er. and keeping products in 

stock less time , are a ll assoc iated with an increase in the firm 's pro litabilit y. 

6.3 Research limitations and future research directions 

This research tried to meet the gap between the ex isting literatures but it also has its own 

lim itations and those limitations can be addressed by thc rescarehers in thc future. 

Acco rding ly. the stud y is limited to the sample of' Addis Ababa manul"ctu ring share 

companies indu stry. The findin gs o f thi s study co uld onl y be generaliz.ecito manufacturing 

firms similar to those that were included in this re sea rch. Further, the researcher used one 

measure to measure the profitability ofa firms' i.e. gross operating pro fits. I lowcve r. there 

are lots of measures o f pro fitabil it y (return on asset (ROA). return on asset (RO I)) . 

Consequent ly, the result s can differ li'om thi s study by the usc a i' ciilkrcnt measures of 

profitability and work ing capital management' s. 
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Therefore, the futu re re searches should in vestigate generalization or thc findings beyond 

the Addis Ababa manufacturing sector and not only on share Illanu fac turing firm s' but 

also sma ll and ll1edium secto rs. Thus, the scope of further resea rch may be extended to 

the working cap ital components and profitabilit y measures' including cash. marketable 

securities and RO A, RO I respecti ve ly. 
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Appendix 1 Stratifi cation of samp le companies 

A. Manu facturin g of garment, leather Hnd shoe t~lctories (fi rst strata) 

I. Addis Aba ba Tannery S/Co paid-up capital 15.1 35 .000 kolfe kcraniyo kililc 

Ketema telephone 9 1 1201451 .. industry" 

2. ADD IS GARMENT S.Co. Share Co mpany paid up ca pital 5,8 10,000.00 L idcta 

Kifile Kelema , tel. I 1320 1287 " industry" 

3. Akaki Ga rme nt Share Co mpany piad up ca pital 8. 559.000.00 lel. 340154 

" industry" 

4. G u le le Garme nt Share Co mpany paid-up cap ital 12.000,000.00 ko lfe kc raniyo 

k ifile Ketema TEL. 11 2703434 ., industry" 

5. Adey Abeba Ya rn Factory , Sha re Co mpany piad up capital 23 .670,000.00. Ncfas 

S ilk Lallo Kille kCle ma let. 114423455" industry" 

6. Tikur Abay Shoe Sh.Co. pa id- up ca pital 30.852.605.00 "Shoe & Glue Production" 

ko lfe keraniyo kili le Ketema 

7. A nbesa S hoe S.c. 24.454.000.00 Lidcta Kilil e Kctema Kc bclc 05 

8. Eth io japanes synthetic text iles S.c. pa id-up capital 31.051.029.00 Lideta Kifile 

Ketema Kebe le 13 

B. Manufacturing of steel, glass and glass pmducts, equipments, spare parts, 

plastic, furniture, pllper llnd pape r produ cts factories (second strata) 

9. Akak i Spare Pert s & Hand Too ls S.C. paid -up cap ital 14 2.298.000.00 Akaki 

Ke fe le Ketema TEL. 114340422 "indu stry" 

10. Add is Ababa Bott le & G lass Share Co mpany paid-up cap it a l 26.105.000.00 

te lep ho ne 792628 " industry' 

II . Brick Prod ucts Process ing S.c. paid-up capita l 10.097.000.00 /\ddis Ketema 

Kelle Kete ma " ind ustry" 

12. AI-k yd Resi n S.c. pa id-up capita l 25 .400.000.00 akak i kaliti Keltic ketema kcbele 

10 " indu stry" 

13. Addi s Block Prod uctio n S.C paid- up cap ital 14.245.000.00" industry" 
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14. Ecafco IEthiop ian Chip wood & Furniture S. C paid-up cap ital 4.338 .000.00 Ne fas 

S ilk Lafto Kifl e ketema TEL. 11442 15 15 <. industry" 

15. Ethiopian Plastic Share Co mpany pa id- up cap ita l 29,670.000.00 Kirkos Kinlc 

ketema TEL. I 155 17890 .. industry" 

16. Saba Plastic Products Factory paid-up cap ital 35.5 67,000.00 " industry" 

17. MATADOR-A DDI S TYRE S.c. paid-up capital 255.0'11 ,369.00 Akak i Kcf'elc 

Keleilla "industry" 

18. Mega Ne t Corporat ion S.c. paid-up cap ita l 10.000.00000 " industry" 

C. Manufacturin g of mineral water, beverages & soft drink facto ries (th i"d 

strata) 

19. Ambo Mineral Water S.c. paid-up cap ital 300,607.000.00 Kirkos Kifile kClema 

" industry" 

20. Ethiopian Mine ral Deve lopment S.c. pa id-up capita l 128.525.000.00 l3alc Kinc 

Ketema TEL. I 166 13355 " industry" 

21. Moha So ft Drinks Industry SC CPo 105.000,000.00 Bole Kifle Ketcma TEL. 

614655/66 14655 "industry" 

22. Awash Wi ne S.c. paid-up capita l 30.850.000.00 Lideta Kifilc Kctema Kebc lc 02 

23. Ease Afi'ica Bott ling S.C. pa id-up capita l 66.160.600.00 TI·:L. 757603 " industry" 

D. Manufacturing of food products and agro in dustry factories (fourth 

strata) 

24. Eth io-Hort i S.c. pa id-up cap ital 2, 162,500.00 Bole Kine J(ctcma TEL. 636750 

"Agri cultura l Deve lopment" 

25 . Ethiopian Spice Ext raction Sc. 10.609.000.00 Akaki J( clc le Ketema" industry" 

26. Kaliti Food S.c. paid-up capital 88.734,000.00 Akaki J(elcle J(etcma "industry 

food complex" 

27. Rx Afi'i ca (Ethiop ia) S.c. paid-up capita l 17.748.61 2.00 Kirkos J(ifilc kctema ., 

indust r/' 
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28. Addis Mojo Ed ible Oil Co mplex S.c. paid-up cap ita l 149,692,000.00 Ne fas Si lk 

Lafto Kille ketema 

29. Ethiopian pharmaceuticals Manufactur ing S.c. paid-up capital 122.963,000.00. 

Nefas Si lk Lafto Kifle ketcma TEL. 11 3711000 ·' inc1ustri· 
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Appendix 2 Sampling design 

Types of Companies Population Sam ple Size 

Frcqucncy Propor! ion I:rcq ucncy Proportio n 

I. Manufacturing of garment , leather and 8 0.28 " J 0.23 
shoe factor ies 

Group A 3 0.38* I 0.33 

Group B 5 0.62 2 0.67* 

Group C 0 0 0 0 

2. Manufacturing 0 f steel , g lass and glass 10 0.77* 5 0.38 
products, equipments, spa re parts, plastic, 
furniture, paper and paper products 
facto ries. 

- -
0.4-Group A 4 0.4 2 

-
Group B 4 0.4 2 0.4 

~ ~- --
Group C 2 0.2 I 0.2 

" Manufacturing of 111 incra 1 wate r, 5 0.17 2 0.23 o. 
beverages & soft drink I'actories 

Group A 0 0 0 0 

Group B 2 0.4 I 0.5 

Group C 3 0.6 I 0.5 

4. fvla nu fact uring of food products. agro 6 0.21 ;, 3 0.23 
industry filctories and o thers 

Group A 2 0.33 I 0.33 

Group B 2 0.33 I 0.33 

--
Group C 2 0.34':' I 0.34* 

TOLa l Number 29 100 13 100 

' the data are rounded to the nex t number 
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Ap pendix 3 Fundamental concepts for ana lysis 

F-value: The va lue of F test exp lains the overall s ignificance o f a mode l. It ex plains the 

signifi cance of the re lationship betwee n dependent va riab les and a ll the other independcnt 

variables. (A nderson et a I. , 2007) 

T-Valuc: T value is used to determ ine the level of· sign ifi ca nce o f regress ion coe flieicnt. 

It is also known as test of' individual significance. It explains the significa nce of 

relat ionshi p between dependent va riable with each of the independent variable. If the t 

value is less than 3 than it support s the nu ll hypothes is and if thc t value is greate r than 3 

then it neg lects the null hypothes is (Anderson et aI. , 2007). 

n square: It ex pla ins the total variation in the va lue of dependent var iable. Its value lies 

between 0 and I, if the val ue of R square is closer to I than it te ll s that the regression 

model which is app lied on data reall y supports it (Gujarati 2004). 

P-Value: It is also used to determine the leve l o f s igni licancc ofrcgress ion coc llkien!. It 

measures whether the data supports the null hypothes is or not. I f the I' va lu e is greater 

than .05 then null hypotheses ean·t be rejected and if the val ue of P is less than . O ~ Ihan it 

re jects the null hypo thes is. Us uall y \\e ca ll it signilicancc (Brooks. 2008) 

95 Iyo confidence interval: It gives two bouncbrics \vhcre a certain percentage of 

population is expected to la y e.g. 95% confidence interva l means tha t 95 % of the 

popu lation will lay between the upper boundary and lowe r bounda ry anel half of the 

remaining va lues lie above the upper boundary and half o f it li es be low the lower 

boundary (Brooks, 2008). 

Correlation: Co rrelation exp la ins how two va riables react to each other c.g . what change 

will occur in one va riable with the change in other va riable (Anderson et 'II.. 2007). 

BetH (Il): The va lue o f beta explain the change in the dependent variable with the per unit 

change in independent va ria ble. It also explains the natu rc and strcngth or the re lat ionship 

between dependcnt va riable and independent va riable (Brooks, 2008) . 
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