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Original Research Article

The Impact of Working Capital management on the Prétability of Smart Bags

Limited Manufacturing Firm in Zimbabwe

ABSTRACT

Since the adoption of the multiple currencies, Zllmbabwean economy has been on a
growth path, however liquidity challenges have bsgfling further growth prompting
most businesses to reposition themselves. Withighielity situation worsening, it has
become important for businesses to understand horkimg capital management, as a
key business driver, is impacting performance efrthusinesses. This research project
seeks to critically examine the impact of workiagital management on the profitability
of manufacturing firms in the multi currency envineent in Zimbabwe using the case of
Smart Bags (Pvt) LtdThe paper makes an attempt to study the relatipnbbeiween
measures of working capital management efficiemz @ofitability. The study is based
on secondary data collected from monthly and anmiahagement reports as well as
annual financial statements of Smart Bags for tiuelys period 2009 to 2012 he study
was conducted using descriptive statistics andadation analysis specifically Pearson’
s correlation coefficient to measure the pair-wassociation between dependent and
independent variable. The study found that the emyphad inadequate working capital
during the period under study. It was found thatréhis a weak negative correlation
between Average Collection Period and profitabilag well as between the Cash
Conversion Cycle and profitability. It was alsovealed that there is a weak positive
relationship between Average Payment Period andfitpfmlity. According to the
findings it was revealed that there is a strongifpes relationship between Inventory
Turnover Ratio and profitability as well as betwean company’s liquidity and
profitability. The study also revealed that theseaistrong negative relationship between
the debt ratio and profitability and also betweenampany’s aggressiveness of working
capital financing policy and its profitability.

Key words: Working Capital Management, Smart Bags (Private) Limited,

Aggressiveness of Financing Policy, the Cash Conversion Cycle

1.0 Introduction

Over the last two decades the Zimbabwean economybiae through a lot of changes.
There was an economic boom which was experiencéueirarly to late 90s which was
then followed by an unprecedented economic meltdaivie turn of the century up to
early 2009 when the local Zimbabwe Dollar becamsfuthyctional due to hyperinflation.

In a bid to stabilise the economy, the governmeliopted a basket of foreign currencies

in February 2009. Since the adoption of multi fgrecurrencies in Zimbabwe in 2009
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the economy has been on a steady recovery patisienéigg growth rates of 7.2 % in
2009, 8.4% in 2010 and 9.2% in 2011 (Ministry ohdtce, 2012 Mid Term Report).
Whilst the adoption of multiple currencies brougtstability in the economy, it also
brought in serious liquidity challenges as the ntaryeauthorities are no longer able to
influence money supply. The serious liquidity cbafies have been stifling further
growth resulting in a slowdown in economic growtidathe forecast for 2012 being
downgraded from 9.8% to 5.4% with the manufactusegtor being the hardest hit. Over
the same period manufacturing firms have experigniceprovements in capacity
utilization from as low as 12% in 2009 to 57% bg #nd of 2011 but this has stagnated
at the same levels up to mid 2012 (Ministry of Ricg, 2012 Mid Term Report).

With the liquidity situation worsening and the eoory further decelerating it has
become important for Smart Bags to understand harkiwg capital management is
impacting its performance. This research therefitempts to critically examine the
impact of working capital management on profitapilof manufacturing firms in

Zimbabwe since the adoption of multiple currenaissg the case of Smart Bags (Pvt)
Ltd. Smart Bags was chosen because it is one ofetbearcher’'s place of employment,

hence data collection would be done without diffies.

2.0 Objectives of the Study

« To assess and evaluate the efficiency of the wgrlgapital management
strategies that Smart Bags was employing.
* To establish the relationship between working edpitanagement and business

profitability for Smart Bags during the period d¥(® to 2012.

3.0 Literature Review

3.1 Working Capital

Working Capital is the total of the amounts investecurrent assets of the company. Net

working capital results from the deduction of cuatrdiabilities from current assets

(Chakraborty, 2008). Traditionally, working capithhs been defined as the firm’'s
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investment in current assets. Working capital regmnés the total of all current assets. It is
also known as circulating capital or current cdpftar current assets are rotating in their
nature. Where current liabilities and provisionseed assets, the difference is referred to
as negative working capital. Paramasivan and Summam (2009) define working capital
as another part of the capital which is neededrfeeting day to day requirements of the
business concern like payment of creditors, saap@d to workers, purchase of raw
materials. Sagner (2010) defines working capitahasarithmetic difference between two
balance-sheet-aggregated accounts: current asgbtierent liabilities. Working capital
can also refer to the cash a company requiresderdo finance its day-to-day business
operations, or the amount of capital which is rlgadivailable to an organization
(Sharma, 2009)

3.1.1 Types of Working Capital

Working capital may be classified into three tymesthe basis of time and these are
permanent working capital, temporary working cdmtad semi variable working capital
(Paramasivan and Subramanian 2009)

Permanent Working Capital

Satyaprasad and Raghu (2010) define permanent mgpr&apital as the minimum
investment in all current assets which is regamteall times to carry minimum level of
business activities. The operating cycle is a ootus process and therefore, the need
for current assets, but the magnitude of the cuassets increase and decrease over time.
Figure 3.1: Variation of Permanent Working Capital with Sales

~ A~V

Fluctpating/variable
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Sources:Adapted from Paramasivian and Subramar2@@9 p172
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Temporary Working Capital

This is also called the fluctuating or variable Wog capital. The amount of temporary
working capital keeps on changing depending upernctianges in production and sales.
The extra working capital required to support tharging production and sales activities
is known as temporary working capital (Satyapraaad Raghu, 2010). The diagram

below depicts how temporary working capital vameth sales over a period of time.

Figure 3.2: Variation of Temporary Working Capital with Sales

Fluctudingfvariablc

Working Capital

/ Fixed/Permanent

(I e

=i

Time

Source: Adapted from Paramasivian and Subramar2@09 p172

3.1.2 The Need for Working Capital

Working capital is needed mainly because the pribolut¢akes place first and then comes
the sales. The objective of financial managemett maximise the shareholders’ wealth.
There is invariably a time lag between sales ofdgoand receipt of cash. There is,
therefore, a need for working capital in the forincorrent assets to deal with the
problem arising out of the lack of immediate restiisn of cash against goods sold. Thus,
sufficient working capital is necessary to sustaales activities. Technically this is

referred to as the operating cycle or cash cycdNya, 2008).

3.2 Empirical Studies
Mojtahedzadeh et al (2011) studied the relationsbgtween working capital
management and corporate profitability for listeanpanies on Tehran Stock Exchange

using a sample of 101 firms during the period 0d£2@008. Results confirm an inverse
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yet significant relationship between the cash casive cycle, debt settlement period and
the period of collection of receivables with praftlity. Even though a significant
relationship between the average period of invgntetention and profitability was not
confirmed, yet the confirmation of the three indegent subsidiary hypotheses leads to
confirming the relationship between working capitalanagerent and company

profitability.

Afza and Nazir (2009) made an attempt to investigia¢ traditional relationship between
working capital management policies and a firm'sfipability for a sample of 204 non-
financial firms listed on Karachi Stock ExchangeS@) in Pakistan for the period 1998-
2005. The study found significant differences amtmgr working capital requirements
and financing policies across different industrikreover, regression results found a
negative relationship between the profitabilityfiohs and degree of aggressiveness of

working capital investment and financing policies.

In their study, (Gill et al, 2010) to establish thedationship between working capital
management and profitability for a sample of 88 Agan firms listed on New York

Stock Exchange for a period of 3 years from 2008007 found that statistically there is
a significant relationship between the cash comerrsycle and profitability, measured
through gross operating profit. The findings indécahat slow collection of accounts
receivables is correlated with low profitability.aagers can improve profitability by

reducing the credit period granted to their custeme

Deloof (2003) used a sample of 1,009 large Belgian-financial firms for a period of
1992-1996. By using correlation and regressionstelse found significant negative
relationship between gross operating income andtineber of days accounts receivable,
inventories, and accounts payable of Belgian firlBased on the study results, he
suggests that managers can increase corporateapititiy by reducing the number of

day’s accounts receivable and inventories.

(Chary et al, 2011) made a number of observatiohkey observed that the level of

investment in total current assets has a negatiuelation with the profitability with a
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coefficient of -0.81. It concludes the theory thia¢ excess of investment in working
capital has adverse effect on profitability. Alsvels of inventory have a strong negative
correlation with profitability as evident from thebservation with a correlation

coefficient of -0.83. It concludes that excess rofeistment in inventory results in low
profitability. Investment in advances also has gatige correlation with profitability

with a coefficient of -0.64. One of the reasonsl|dobe that the advances might be
fetching lesser returns than the cost of funds.r€irRatio has a strong negative
correlation with profitability with a coefficientfc0.68. It means that current ratio has

adverse impact on profitability.

Lazaridis and Tryfonidis(2006), using panel data analysis for a sample 31 1
corporations listed in Athens Stock Exchange ingastd the traditional relationship
between firm profitability and working capital mayjgment. The results revealed a
significant relationship between firms' profitatjliand the cash conversion cycle. They
also suggest that keeping the cash conversion eydlee optimal level positively affect

the shareholders wealth.

4.0 Research Methodology

4.1 Research Design

In this study a case study approach is used. A sasgly is defined as “an empirical
inquiry that investigates a contemporary phenomenibhin its real-life context” (Yin,
2003). Thus, the case study strategy is most oémmployed in explanatory and
exploratory research (Saunders et al., 2007). Elsearchers use both qualitative and
quantitative data. Questionnaires are used to rlopaantitative data which is subjected
to descriptive statistics and the Pearson’s cdroglacoefficient to analyze the obtained

data.

4.2 Definition of Research Variables

This study identified a total of eight (8) variablewhich include one dependent and
seven independent variablbased on the previous studies on similar topicblpof
(2003), Owolabi and Alayemi (2008), Phuong Dong 8nd2010) and Mojtahedzadeh et

al (2011) and these are discussed as follows:
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Gross Operating Profitability (GOP) is a measure of profitability of a firm and iseds
as dependent variable. It is measured by the Grosfit Margin (GPM) and Return on

Capital Employed calculated as;

Gross Profit Margin = (Sales-Cost of Goods SoldJeS x 100

Return on Assets = Net Profit/ Total Assets x 100

A number of previous studies have measured Grossaflpg Profitability as sales minus
cost of goods sold, and divided by total assetsimfinancial assets. When the financial
assets are a main part of total assets, the opgrattivities will contribute little to
overall return on assets. However in the case dir6Bags, it has no financial assets
hence Gross Profit Margin and Return on Assetseacellent measures of operating
profitability.

Average Collection Period (ACP)is used as a proxy for the collection policy asncin
independent variable. It is calculated as (AverAgeounts Receivable x 365)/ Credit

Sales.

Average Payment Period (APP)is used as a proxy for the payment policy andnis a
independent variable. It is calculated as (Averdgeounts Payable x 365)/ Credit

Purchases.

Inventory Turnover Ratio in Days (ITR) is used as a proxy for the inventory policy
and is an independent variable. It is calculateAa®rage Inventories x 365)/ Cost of
Goods Sold.

The Cash Conversion Cycle (CCC)s used as a comprehensive measure of working
capital management and is an independent varidblés calculated as (Average

Collection Period + Inventory Turnover Ratio — Aage Payment Period).

Current Ratio (CR) is used as a traditional measure of a firm’s tigyi and as an

independent variable and is calculated as (Cu&eséts/Current Liabilities).
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Debt ratio (DR) is also used as a proxy for leverage and used aslapendent variable

and is computed as (Total debt/ total Assets).

Aggressiveness of Financing Policy (AFR¥ used as a measure of the firm’s financing
policy and an independent variable. It is calculass (Total Current Liabilities/Total

Assets)

Using the variables specified above a general modexplain the relationship between

independent variables and the dependent variabgsecified as follows;

OPM, o =0+ 5%, e

Where:

GPM = Gross Profit Margin

ROA:= Return on Assefat timet;

S = The intercept of equation

/4 i = Coefficient of Xtvariables

Xi = The different independent variables for workiagital management at tinte
t = Time from 1, 2..., 4 years and

¢ = Error term

Finally, the above general least squares modealrigarted into specified variables as
follows:

GPM t/ ROAt=fo+ 1 (ACP t) + B, (APP t) + 83(ITR t) + B4 (CCCt) +B5(CR ) +
Be(DR 1)+ B7(AFP t) + ¢

5.0 Data Presentation

Data collected from the balance sheets and themiacstatements for the year 2008 to
2012 is summarised in the table below. Table 5dsgmts the summarised income
statements for Smart Bags for the period 2009-2T&Ble 5.2 presents the summarised

balance sheets for Smart Bags from 2009 up to 20&é&ponents of working capital are
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summarised in table 5.3 and table 5.4 presentavbeage values of the components of

working capital.

Table 5.1: Statements of Comprehensive Income in $%2009 — 2012)

2009 2010 2011 2012
Turnover 1,094,891.39 1,206,072.32 1,135,218.4( 789,243.61
Cost of Sales 738,203.55 990,212.86 1,042,572.43 912,921.87
Gross Profit 356,678.84  215,859.46 92,665.21 (123,678.27
Operating Profit (54,707.86) (178,591.02) (279,992.59 (515,840.02
EBITDA (54,707.86) (178,591.02) (279,992.59 (515,840.02
PBT (127,377.05) (272,847.94) (403,405.64 (624.251.95
Tax 896.33 - - -
PAT (128,273.38 (272,847.94) (403,405.64 (624.251.95

Source: Smart Bags Financial Statements 2009 — 2012

Where:

EBITDA = Earnings Before Tax Interest Depreciataord Amortisation
PBT = Profit Before Tax
PAT = Profit After Tax

Table 5.1 above presents summarised statementengbrehensive income for Smart
Bags from 2009 to 2012.

Table 5.2: Statements of Financial Position in US&009 — 2012)

2009 2010 2011 2012

Fixed Assets 269,574.06 197,401.92  131,853.99 83,270.41
Current Assets 177,091.08 92,983.30 158,382.52 65,137.91
Total Assets 445,665.15 290,385.23  290,239.52 148,408.32
CL 356,961.03 620,449.71]  995,438.89 1,467,770.44
LTL - - - -

GwC 177,091.08 92,983.30 158,382.52 65,137.91
NWC (179,869.95 (527,466.41) (837,056.37) (1,402.632.53
Total Equity 88,704.12  (330,064.47) (944,509.94) (1,558.672.69

Source: Smart Bags Financial Statements (2009 -R012
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Where:

CL = Current Liabilities

LTL = Long Term Liabilities
GWC = Gross Working Capital
NWC = Net Working Capital

Table 5.2 above presents a summary of the statenoeérfinancial position for Smart
Bags for the period 2009 to 2012. This informatieas been obtained from the Smart

Bags financial statements.

5.1 Methods of Data Analysis

Statistical Analysis

The study used linear correlation analysis, speadifi Pearson’s correlation coefficient
to measure the pair wise association between depémaid independent variables under
consideration using statistical calculations asedoy Owolabi and Alayemi (2008) and
Chary et al (2011). The general regression modetldped previously is reduced to the

simple regression model given as;

Y =P +foX
The relationship between X and Y is tested usiegidiowing least squares regression

equation given below

‘= n(Txy) — (Xx)(Zy)
V [nEx2 - (£x)2] [ nZy? - (SyR]

Where, r = Pearson’s coefficient

The independent variable

X
Y = the dependent variable
N

= number of observed years
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The dependent variables are Gross Profit Margin &edurn on Assets and the

independent variables are the Average CollectiorioBe Average Payment Period,

Inventory Turnover Ratio in Days, Cash Conversigel€, the Current Ratio, Debt Ratio

and the Aggressiveness of Financing Policy. Dattale 5.3 is entered into the tables

below and the values of the correlation coeffigematre then computed. Here the

computation for the relationship between AveragdlegCtion Period and Gross Profit

Margin and Return on Assets are presented.

Table 5.3: Relationship between ACP (x) and Grossréfit Margin (y)
2

Year X Y Xy X y*
2009 22 32.6 717.2 484 1062.76
2010 18 17.9 322.2 324 320.41
2011 28 8.2 229.6 784 67.24
2012 24 -15.7 -376.8 576 246.49
N =4 YX = 92 Sy =43 | Sxy=892.2| Yx*=2168| Yy°=1696.9

Source: Calculations in Appendix 11l

Therefore Pearson’s Correlation Coefficient betwa&earage Collection Period and

Gross Profit Margin is given as;

r =

4(892.20) —

(92)(43)

- 0.382

\[4(2168) — (929 [4(1696.9) — (43]

Table 5.4: Relationship between ACP (x) and Returon Assets (y)

2

Year | X Y Xy X y

2009 22 32.6 717.2 484 1062.76

201( 18 17.9 322.2 324 320.41

2011 28 8.2 229.6 784 67.24

201z 24 -15.7 -376.8 576 246.49
N=4]>x=92| Yy=-681.8 | Yxy =-16297.6] Yx* = 2168 | Yy* = 205386.44

Source: Calculations in Appendix 11l

Therefore Pearson’s Correlation Coefficient betwa&earage Collection Period and
Gross Profit Margin is given as;

4(-16297.7) — (92)(-681.8)
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\[4(2168) — (92 [4(205386.44) — (-681.8§)
= -0.286

5.2 Statistical Analysis
The pair wise relationship between the independanables and the dependent variable
is analysed using the Pearson’s correlation caefficas discussed. The results obtained

from the calculations are presented in the Tablesafd 5.6 below. An analysis of the

results in table 5.5 and 5.6 are presented inldetbiw.

Table 5.5: Pearson’s Coefficient between Independelariables and GPM

Independent Variable Pearson’s Correlation Coeffignt, r
Average Collection Period -0.38

Average Payment Period 0.23
Inventory Turnover Ratio 0.70

Cash Conversion Cycle -0.19

Current Ratio 0.87

Debt Ratio -0.97
Aggressiveness of Financing Policy -0.97

Source: Computed from raw data

The results of correlation analysis in table 5.6vsla negative coefficient of —-0.38. They
show a weak negative relationship between ACP andriSBags’ profitability from a
gross profit margin point of view. The results mahat as Smart Bags took longer to

collect payments for goods supplied its profit lswegent down.

The Pearson’s correlation coefficient between AgerRayment Period (APP) and GPM
is 0.23 which indicates that there is a weak pasitielationship between APP and
profitability as measured by the Gross Profit Mardglhe results mean that as Smart
Bags took longer to pay its creditors its profidis went up though not significantly.
This is in line with theoretical literature wherfeai firm enjoys longer credit days it is

expected that its profit levels should go up.
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Results of the correlation coefficient between hteey Turnover Ratio (ITR) and Gross
Profit Margin show a value of 0.70. This shows sy positive relationship between
ITR and GPM meaning that as Smart Bags took shpdgods to process its inventory,
its profit levels also went down significantly. Ehis in contrast to theoretical literature
where it is expected that as the time taken to gg®dnventory goes down, then the
company’s profit should rise as a result of thecefficy in processing inventory. The

most probable explanation will be lack of adequiateentory which meant that the

company was operating below breakeven thereby imgulosses.

The negative correlation between Cash ConversiateQZ CC) and Gross Profit Margin
with a correlation coefficient of -0.19 means tlzst the company’s operating cycle

became shorter its profit went up though not sigaittly.

The results also show that Current Ratio (CR) hatr@ng positive relationship with
profitability as measured by Gross Profit MargiheTcorrelation coefficient between CR
and GPM is 0.87 showing that as the company’s digwidrastically went down the
profitability of the company as measured by thesgrprofit margin also went down
drastically. This is in line with literature whigboints that a company has to maintain a
certain level of liquidity in order for it to be kgbto operate profitably. Very low levels of
liquidity will affect the operations of the busiges financing its current obligations

which may eventually affect profitability.

The correlation coefficient between Debt Ratio (R the Gross Profit Margin shows
a very strong negative relationship. The corretatioefficient between DR and GPM is —
0.97 which means that as the company’s levels &t ggynificantly went up, the

company’s profitability went down significantly. Ascompany’s levels of debt go up, it
means that the cost of debt also goes up whictctefédy has an impact on the

profitability of the company.

The correlation coefficient between Aggressivenetd-inancing Policy (AFP) and
Return on Assets shows a very strong negativeioakdtip. The correlation coefficient
between AFP and GPM is —0.97 which means that ascttimpany financed all its

working capital with short term funds, its profitétly went down.
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Table 5.6: Correlation Coefficient between Indepeneént Variables and ROA

Independent Variable Pearson’s Correlation Coefficént, r
Average Collection Period -0.29

Average Payment Period 0.38
Inventory Turnover Ratio 0.82

Cash Conversion Cycle -0.33

Current Ratio 0.75

Debt Ratio -0.99
Aggressiveness of Financing Policy -0.99

Source: Source: Computed from raw data

The correlation results in table 5.6 above for A&ger Collection Period and Return on
Assets show a negative coefficient of -0.29 whiokans that there is a weak negative
relationship between ACP and Smart Bags’ profitgbilThe results mean that as Smart
Bags took longer to collect payments for goods kegpts profit levels went down. This

is in line with theoretical literature where if mnf takes longer to collect payments its

profit levels go down as its fails to make usehaf tash that it should have collected.

The correlation between Average Payment Period Beturn on Assets is 0.38
indicating that there is a weak positive relatiopsbetween APP and profitability as
measured by ROA hence as Smart Bags took longpayaits creditors its Return on
Assets went up though not significantly. This idiire with theoretical literature where if
a firm enjoys longer credit days it is expected tteprofit levels should go up as it will

be using creditors to finance its business andshm®rmally a cheap source of financing.

Results of the correlation coefficient between hteey Turnover Ratio (ITR) and Return
on Assets from Table 5.6 above show a value 0.8fs §hows a strong positive
relationship between ITR and ROA which means tegmart Bags took shorter periods
to process its inventory its profit as measured rbyurn on assets went down
significantly. This is in contrast to theoreticéktature where it is expected that as the
time taken to process inventory goes down, thenctirepany’s profit should rise as a

result of the efficiency in processing inventorjxeTmost probable explanation will be a
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lack of adequate inventory which meant that the mamy was operating below break-

even thereby incurring losses.

A weak negative correlation between CCC and ROA obefficient -0.33 means that as

the company’s operating cycle became shorterfitsimren assets went up insignificantly.

The Current Ratio (CR) has a strong positive refethip with profitability as measured
by Return on Assets. The correlation coefficientmeen CR and ROA is 0.75. These
results indicate that as the company’s liquiditgstically went down, the profitability of
the company also went down drastically. This i® atsline with literature which points
that a company has to maintain a certain leveiqefidity in order for it to be able to
operate profitably. Very low levels of liquidity ivaffect the operations of the business
in financing its current obligations which may euelly affect profitability but also very
high levels of liquidity may reduce profitabilitysahe resources trapped in current assets

could also be invested somewhere to bring someretu

The correlation coefficient between Debt Ratio (RY Return on Assets in table 5.6
above shows a very strong negative relationship. ddrrelation coefficient between DR
and ROA is -0.99 meaning that as the company’ddesedebt significantly went up, the

company’s return on assets went down significaya company’s levels of debt goes
up, it means that the cost of debt also goes uglwaffectively has an impact on the
profitability of the company.

The correlation coefficient between Aggressivenesgrinancing Policy (AFP) and
Return on Assets of -0.99 shows a very strong negatlationship. This means that as
the company increased its levels of short term ifumdo finance its working capital its
profitability as measured by return on assets wentn significantly.

6.0 Conclusions and Recommendations

6.1 Conclusions
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The correlation coefficient between CCC and Gros#itPMargin was -0.19 and the
coefficient between CCC and Return on Assets wa8-0'hese findings indicate that as
the company’s operating cycle went down, that istesvorking capital management

efficiency improved its profit levels went up.

The correlation coefficient between Aggressiver@ddsinancing Policy and Gross Profit
Margin was found to be -0.97 and the coefficientiieen AFP and Return on Assets was
found to be -0.99, that is as the company usedIynsBbrt term sources of funding to

finance its working capital its profitability wedbwn drastically.

6.2 Recommendations

The company should invest fresh capital into theirmss so that it has a positive net
working capital position. A positive net workingpital position will allow the company
to run its operations smoothly as working capisataquired to oil the operations of the

business.

The company should restructure its balance sheddripging the levels of debt down

through investing fresh permanent capital intolibsiness. The recommended debt ratio
should be below 0.4 or 40%. This can be achievedawng the current shareholders put
fresh funding into the business or by inviting extd partners to invest into the business

if the current shareholders do not have the ressurc

The company should restructure its debt by balanshort term debt and long term debt
so that short term debt does not constitute mame 68% of the company’s total debt.
The company should seek for long term funds fronmaritial institutions. If financial
institutions cannot provide the funding given tiguidity situation in the country the

company can go the route of debentures or prefersinares.
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