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The subject of cash conversion cycle management has in the recent past received,
attention both locally and internationally. Prior studies report 'that cash conversion
cycle management may have an important influence on the firm's profitability. It's
important to note most of the studies were done in foreign economies and are skewed
towards general working capital management practices. A few researches have been
carried out on the perspective of developing countries. Hence, it is hard to say
whether conclusions from theoretical and empirical research carried out in developed
economies are also applicable for less developed countries and in particular the
Kenyan economy. This study was done in the context of a developing capital market,
Nairobi Securities Exchange. Furthermore, there are inconclusive and inconsistent
results with regard to the role of cash conversion cycle management on firms'
financial performance. The purpose of the study was therefore to establish the effect
of cash conversion cycle management practices on performance of firms listed at the
Nairobi Securities Exchange. The objectives of the study were to: establish the level
of cash conversion elements of firms listed at the Nairobi Securities Exchange;
determine the relationship between stockholding period and performance of firms
listed at the NSE; establish the relationship between creditors' repayment period on
performance of firms listed at the NSE and ascertain the relationship between debtors'
collection period and performance of firms listed at the NSE. The study was guided
by an adapted conceptual framework with cash conversion cycle management
practices as independent variables, firm performance as the dependent variable. The
population of the study was all the 54' companies listed at the Nairobi Securities
Exchange for a period of seven years between 2006 and 2012. A purposive sampling.
technique was used to obtain a sample of 41 companies. The study adopted a

, correlational research design and secondary data from the annual reports of the listed
companies. The Pearson correlation analysis and descriptive statistics were used to
analyze the data.The study findings revealed the average debtor's collection period
(DP) is 74.97 and the firms at the NSE on average take a minimum of 17 days to
collect their receivables from the purchasers but take a maximum of 179 days to
collect their receivables. In addition, the firms take about 8 days to sell their entire
inventories, as minimum and 601 days as maximum. The mean days to sell the
inventory are 110.913 with standard deviation of 105.623 days. About the average
payment period (CP), the firms had a minimum time 11 days to pay its purchases on
account and 565 days as a maximum time. It takes an average 107.817 days to pay its
purchases. In addition, the results revealed that the stock holding period (SP) and
debtors collection period (DP) relates negatively with ROA with a coefficients of (-
0.596, p<O.OI) and (-O.702,p<0.01) respectively and are significant while the
correlation between the creditors repayment period (CP) and ROA is positive with a
coefficient of (0.68,p<0.O 1) and is insignificant. The study concludes that there is a
significant relationship between cash conversion cycle management practices and
firm performance measured by ROA. The results of this study may be of great
importance to managers and major stakeholders, such as investors, finance managers
and academic scholars.
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CHAPTER ONE: INTRODUCTION

1.1 Background to the Study

Cash conversion cycle management IS a very important component of corporate

finance and accounting because it directly affects the liquidity and profitability of the

company. A firm's value cannot be maximized in the long run unless it survives the

short run. There are no specific set of rules or formulae to determine the cash

conversion cycle requirements of firms. Maximizing profits is said to be the objective

of all firms. Efficiency in cash conversion management is so vital in a production

firm; assets are mostly composed of current assets. According to VanHorne (1977),

cash conversion cycle management entails administration of current assets in the

name of cash, marketable securities, receivables, and inventories. Osisioma (1997)

describes cash conversion cycle management as the regulation, adjustment, and

control of the balance of current assets and current liabilities of a firm such that

maturing obligations are met, and the fixed assets are properly serviced. In order to

manage cash conversion cycle efficiently, there must exist these two elements as

necessary components and at desirable quantities. Firms should strive to achieve

efficient cash conversion cycle. The main objective of cash conversion management is

to maintain an optimal balance between each of the working capital components.

According to Eljelly (2004), efficient cash conversion cycle management involves

planning and controlling current assets-sand current liabilities in a manner that
~ ,

eliminates the risk of inability to meet required short term obligations on one hand

and avoids excessive investment in these assets on the other hand.

Lamberson (1995) posits that an optimal cash would be the one in which a balance is

achieved between risk and efficiency. It requires continuous monitoring to maintain
"proper level in various components of cash conversion cycle, i.e., cash receivables,

inventory and payables, and so on. Business success heavily depends on the financial

executives' ability to effectively manage receivables, inventory, and payables. Filbeck

and Krueger (2005) asserts that firms can reduce their financing costs and/or increase

the funds available for expansion projects by minimizing the amount of investment

tied up in current assets. Most of the financial managers' time and efforts are

allocated towards bringing non-optimal levels of current assets and liabilities back to

optimal levels.
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Cash conversion cycle, is the time span between the expenditure for the purchases of

raw materials and the collection of sales of finished goods. Deloof (2003) contends

that the longer the time lag, the larger the investment in working capital. A long cash

conversion cycle might increase profitability because it leads to higher sales.
G

However, corporate profitability might decrease with the cash conversion cycle, if the

costs of higher investment in working capital rise faster than the benefits of holding

more inventories and/or granting more trade credit to customers.There are many ways

to measure the performance of a firm. The measures of firm's performance can either

be book value based or market value based. Accounting ratios that can be used to

measure firm's performance, according to Myron (1962), are Tobin's Q, ROE and

ROA. Tobin's Q is a market value of equity divided by the replacement cost of all

assets and it has been used as a measure of a firm's performance. Pandey (2007)

observes that both ROA and ROE are critical measures of performance and ROA

measures how much profits a firm can achieve using one unit of assets. It helps to

evaluate the results of managerial decisions on the use of assets which have been

entrusted to them. The ROA as a measure of performance has been used in earlier

studies such as Nazir and Afza (2003, 2007), Deloof (2003), Rehman (2006).

Previous studies have concentrated on the relationship between broad working capital

management policies and practices and performance of firms (see for example Kithii,

2008; Ranjith (2008; Afza and Nazir, 2007; Mathuva, 2009; Solomon, 2010;

Kieschnick et al, 2006; Wang, 2002; Teruel and Solano, 2007). The cash conversion

cycle was proposed by Richards and Laughlin (1980) and refers to the time lag

between expenditure of raw materials and the collection of sales of finished goods.

The length of the CCC is the sum of inventory conversion period, receivable

conversion period. The inventory conversion period is the total time needed for

producing and selling the product and basically includes the raw material conversion

period, the work in progress conversion period and the finished goods conversion

period. The debtor conversion period is the time required to collect outstanding

amount from the customers. The total of the inventory conversion period and debtor's

conversion period is referred to as the gross operating cycle. The di fference between

gross operating cycle and the creditor's deferral period is the net operating cycle.

Smith (1980) suggested that cash conversion cycle management is important because
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of its effects on the firm's profitability and risk, and consequently its value and that

the longer the time lag, the larger the investment in working capital.

Kieschnick et al (2006) shows that future sales has a positive influence on a firms CC

and they suggest that firms may build up inventories in anticipation of future sales.~
However, according to Peterson and Rajan (1997) companies with higher growth

options have a smaller CC for two reasons. First, high growth firms tend to use more

trade credit as a source of finance. Second, companies might extend more credit to

their customers in order to increase sales in periods of low demand. The cost of funds

invested in the CC is higher in firms with larger leverage because they have to pay

higher risk premium. Chiou et al (2006) points out that empirical evidence

demonstrate a reduction in the measures of working capital when firms increase their

leverage. Wang (2002) used a sample of Japanese and Taiwanese firms and found that

a shorter cash conversion cycle would lead to a better firm's operating performance.

Teruel and Solano (2007) took samples of small to medium-sized Spanish firms for

the 1996-2002 periods and found that the firms can create value by reducing the days-

in-inventory period and the debtors' collection period, thus leading to the reduction in

the cash conversion cycle. Blinder and Maccini (1991) argues that investing more in

cash conversion cycle (conservative policy) may lead to increased profitability since

maintaining high inventory levels is expected to increase sales, reduce supply costs,

reduce cost of possible interruption in production and protect against price

fluctuations. Ng et al (1999) supports this argument that a higher debtors' collection

period may also strengthen the relationship with customers and hence may lead to an

increase in sales revenue Studies linking cash conversion cycle management practices

and financial performance of the firms in the Kenyan context are lacking, hence this

study sought to fill this gap.

Hence this study sought to establish, the effect of cash conversion cycle management

practices on the firm's performance by using a sample of firms listed at the Nairobi

Securities Exchange for the period 2006-2012. The cash conversion cycle

management practices are the independent variable, Since many factors impaction

performance, control variables was introduced which include: size of the firm, current

ratio and debt ratio,
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1.2 Statement of the Problem
The subject of cash conversion cycle management has in the recent past received

attention both locally and internationally. Prior studies report that working capital

management practices may have an important influence on the filpl's profitability. It's

important to note most of the studies were done in foreign economies and are skewed

towards general working capital management practices. Few researches have been

carried out on the perspective of developing countries. Hence, it is hard to say

whether conclusions from theoretical and empirical research carried out in developed

economies are also applicable for less developed countries and in particular the

Kenyan economy. Furthermore, there are inconclusive and inconsistent results with

regard to the role of working capital management and cash conversion cycle

management on firms' financial performance. This is due to the fact that researchers

use either the conversion cycle as it relates to the firm's profitability or they examined

only part of the components of the conversion cycle. Therefore, there is a need to

undertake further research incorporating both the Cash Conversion Cycle

management practices and its components.In the Kenyan Context; little has been

researched on the association between cash conversion cycle management practices

and financial performance. Kithii (2008) in Kenya carried out a study on the

relationship between working capital management and profitability of listed

companies on Nairobi Stock exchange for the period 2001-2006 and found a

statistically significant negative relationship between variables of working capital

management and the profitability of firms except for the average payment period

which showed a positive relationship. These results were supported by Mathuva

(2009) whose study period was between 1993 and 2008.1n both of these studies, the

period under study is distant into the past and since then the economic conditions in

Kenya have significantly changed. This study sought to establish the effect of cash

conversion cycle management practices on performance of firms listed at the NSE for

period 2006-2012

1.3 Objectives of the Study

The general objective of the study was to establish the effect of cash conversion cycle

management practices on performance of firms listed at the Nairobi Securities

Exchange (NSE), Kenya.
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The study specifically sought to:

(i) Establish the level of cash conversion elements of firms listed at the Nairobi

Securities Exchange.

(ii) Determine the relationship between stockholding period and performance of
<:

firms listed at the Nairobi Securities Exchange.

(iii) Establish the relationship between creditors' repayment period on

performance of firms listed at the Nairobi Securities Exchange.

(iv)Ascertain the relationship between debtors' collection period and performance

of firms listed at the Nairobi Securities Exchange.

1.4 Research Hypothesis

The following hypothesis will guide the study:

Hla: There is a positive significant relationship between stockholding period and

performance of firms listed at the Nairobi Securities Exchange.

HOa: There is no positive significant relationship between stockholding period and

performance of firms listed at the Nairobi Securities Exchange.

H1b: There is a positive significant relationship between creditors' repayment period

and performance of firms listed at the Nairobi Securities Exchange.

HOb: There is no positive significant relationship between creditors' repayment period

and performance of firms listed at the Nairobi Securities Exchange.

Hie: There is a negative significant relationship between debtors' collection period

and performance of firms listed at the Nairobi Securities Exchange.

HOe: There is no negative significant relationship between debtors' collection period

and performance of firms listed at the NSE.

1.5 Scope of the Study

The study was limited to the study 'of two variables namely cash conversion cycle

management practices and performance(measured in terms of ROA) of the listed

firms at the NSE for the period between 2006 to 2012 as constructed in the conceptual

framework in figure I, I below. The period of study was relevant because it

coincided with the modernization of the NSE and replacing of the 'noise'

trading with electronic trading, In addition, these firms are required by statute to

file their annual financial statements and hence data was readily available, Section 1.7
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below delineates the scope of each of these variables. The research was designed as a

correlational survey. The study area is Nairobi City, where most listed firms have

their head offices.

1.6Justification of the Study

The results of this study should be of great importance to managers and major

stakeholders, such as investors, finance managers and academic scholars as

highlighted below. This study will help the finance managers know the impact that

their cash conversion cycle management policies is likely to have on their firm

performance and hence make prudent financial decisions accordingly. Also, this study

should be of use to security analysts, financial analysts, stock brokers and other

parties whose knowledge of the relationship between cash conversion cycle

management practices and performance of the firm is an important input into

investment analysis and portfolio construction.

This study is meant to act as a base for further studies and also as a point of reference

for both academicians and researchers as it adds into existing literature on cash

conversion cycle management practices and performance of firms listed at the NSE.

1.7 Conceptual Framework

Independent Variables Dependent Variables

Cash Conversion Cycle
Management Practices

• Stock holding period
• Creditors repayment

period
• Debtors collection period

Firm's Financial Performance
• Return on Assets

• Size of the firm
Liquidity
Leverage

•
•

Control Variables

Figure 1.1: Cash conversion Cycle management practices and
Performance Relationship
Adapted from Afza and Nazir, 2007
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The above conceptual framework shows the relationship between cash conversion

cycle management practices and firm's financial performance. Cash conversion cycle

management practices have three dimensions namely, Stock holding period, creditors'

repayment period and debtors' collection period.The relationship is subject to three
<:

control variables: size of the firm, liquidity and leverage.

The cash conversion cycle is measured as follows:

Cash Conversion Cycle (CC) = Stockholding Period (SP) + Debtors Collection Period

(DP) - Creditors Payment Period (CP).

The components of cash conversion cycle are computed as follows:

Stockholding Period = Stock/Cost of Sales*365

Debtors Collection Period = Stock/Sales*365

Creditors Payment Period = Creditors/Cost ofSales*365

To analyze the effect of cash conversion on profitability, profitability is

operationalized as return on Assets (ROA).ROA is defined as:

Return on Assets = Operating ProfitITotal Asset

The control independent variables are; size of the firm (LNS), Current Ratio (CR) and

debt ratio (DR) which are computed as follows;

LNS= natural logarithm of sales

DR = TLiTA

CR=CAlCL
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CHAPTER TWO: LITERATURE REVIEW

This chapter first reviews theoretical literature on the cash conversion cycle

management. It then reviews empirical literature relevant to the study. Finally, it
\

presents a summary of the gaps in the literature justifying the current research.

2.1 Theoretical Literature
The theories of cash conversion cycle management includes the quantity theory of

money, the Keynesian theory of money, Baumol inventory model, the modem

quantity theory, the Miller and Orr's cash management model, the treasury approach

to cash management and operating cycle theory.

2.1.1 Quantity Theory of Money

According to the 'quantity theory', which was proposed by Fisher (1911), money is

held only for purpose of making payments for current transactions. Irving Fisher's

version of the quantity theory can be explained in terms of the equation of exchange

model; MY = PT, Where M is the nominal stock of money in circulation, V is the

transaction velocity of circulation of money that is; the average number of times the

given quantity of money changes hand in transactions, P is the average price of all

transactions and T is the number of transactions that take price during the time period.

Both MV and PT measure the total value of transactions during the time period and so

must be identical. Thus 'the equation' is really an identity which must always be true;

it tells us only that the total amount of money handed over in transactions equal to the

value of what is sold.

2.1.2 Keynesian Theory of Money

Keynes (1936) in his work, the Gen~ral Theory of Employment, Interest and Money

identified three reasons why liquidity is important, the speculative motive, the

precautionary and the transaction motive. The speculative motive is the need to hold

cash to be able to take advantage of, for example bargain purchase opportunities that

might arise, attractive interest rates and in the case of international firms, favorable

exchange rate fluctuations. For most firms, reserve borrowing ability and marketable

securities can be used to satisfy speculative motives. The precautionary motive is the

need for a safety supply to act as financial reserve. Once again, there is probably a
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precautionary motive for liquidity. However, given that the value of money market

instruments is relatively certain and that instruments such as Treasury bills are

extremely liquid, there is no real need to hold substantial amount of cash for

precautionary purpose. Cash is needed to satisfy the transaction motive, the need to
G

have cash on hand to pay bills. Transaction related needs come from collection

activities of the firm. The disbursement of cash includes the payment of wages and

salaries, trade debts, taxes and dividends.

2.1.3 Baumol Inventory Model

Baumol (1952) developed the inventory development model. The Baumol model is

based on the Economic Order Quantity (EOQ). The objective is to determine the

optimal target cash balance. Baumol made the following assurnptions in his model;

The firm is able to forecast its cash requirements with certainty and receive a specific

amount at regular intervals; The firm's cash payments occur uniformly over a period

of time that is; a steady rate of cash outflows; the opportunity cost of holding cash is

known and does not change over time; cash holdings incur an opportunity cost in the

form of opportunity foregone; the firm will incur the same transaction cost whenever

it converts securities to cash; cash transaction incurs at a fixed and variable cost.The

limitations of the Baumol model as explained by Van Home (1977) are as follows;

assumes a constant disbursement rate; in reality cash outflows occur at different

times, different due dates; assumes no cash receipts during the projected period,

obviously cash is coming in and out on a frequent basis; no safety stock is allowed

for, reason being it only takes a short amount of time to sell marketable securities.

2.1.4 The Modern Quantity Theory

Friedman (1956) restated the quantity theory of money, a theory of demand for money

and this "modem quantity theory'" has become the basis of news put forward by

monetarists. In this theory, money is seen as just one of a number of ways in which

wealth can be held, along with all kinds of financial asset, consumer durables,

property and human wealth. According to Friedman, money has a convenience yield

in the sense that its holding saves time and effort in carrying transactions.
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2.1.5 Miller and Orr's Cash Management Model

Miller and Orr (1966) came up with another model of cash management. As per the

Miller and Orr's model of cash Management the companies let their cash balance

move within two limits the upper limit and the lower limit. The companies buy and

sell the marketable securities only if the cash balance is equal to anyone of these. The

model rectified some of the deficiencies of the Baumol model by accommodating a

fluctuating cash flow situation stream that can either be inflow or outflow. The Miller-

Orr's model has an upper limit and lower limit as shown in the diagram below:

Upper limit

~_I

_I
....- Purchase Ofs1!Curities

Saleof~i.n

~ ~L- ~~wK

Time

When the cash balance of a company touches the upper limit, it purchases a certain

number of saleable securities that helps them to come back to the desired level. If the

cash balance of the company reaches the lower level then the company trades its

saleable securities and gathers enough cash to fix the problem.

It is normally assumed in such cases that the average value of the distribution of net

cash flow is zero. It is understood that the distribution of net cash flows has a standard

deviation. The miller and Orr's model of cash management also assumes that

distribution of cash flow is normal. The Miller and Orr's cash management model is

widely used by most business entities.

2.1.6 Treasury Approach to Cash Management

Johnson and Aggarwal (1998) developed a cash management model focusing on cash

flows and argued that cash collection and cash payment processes should be handled

independently. This entails that cash collection and payment management cycles

should be broken into their constituent parts.

IfNMiA~is~r;;N~O~uii;N:-;;:'V~E~R-S-'T-YI
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The above theoretic frameworks tries to explain the optimum levels of cash and

inventories which are the major components of working capital that should be

maintained by firm's so as to maximize their profits.

2.1.7. The Cash Conversion Cycle

The cash conversion cycle was proposed by Richards and Laughlin (1980) and refers

to the time lag between expenditure of raw materials and the collection of sales of

finished goods. The length of the CCC is the sum of inventory conversion period,

receivable conversion period. The inventory conversion period is the total time

needed for producing and selling the product and basically includes the raw material

conversion period, the work in progress conversion period and the finished goods

conversion period.

The debtor conversion period is the time required to collect outstanding amount from

the customers. The total of the inventory conversion period and debtor's conversion

period is referred to as the gross operating cycle. The difference between gross

operating cycle and the creditor's deferral period is the net operating cycle. Smith

(1980) suggested that cash conversion cycle management is important because of its

effects on the firm's profitability and risk, and consequently its value and the longer

the time lag, the larger the investment in working capital.

2.2 Determinants of Firm Performance

Performance is a difficult concept, in terms of both definition and measurement. It has

been defined as a result of activity, and the appropriate measure selected to assess

corporate performance is considered to depend on the type of organization to be

evaluated, and the objectives to be achieved through that evaluation (Hunger et al.,

1997). Researchers have offered a variety of models for analyzing corporate finance.

However, little consensus has emerged on what constitutes a valid set of performance

criteria (Cameron, 1981). Levin et al., (1986) for instance, have suggested that studies

on corporate performance should include multiple criteria analysis. Thus, different

models or patterns of relationship between corporate performance and its

determinants should be used to demonstrate the various sets of relationships between
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dependent and independent variables in the estimated models (Ostroff and Schmidt,

1993).

Nickell et al., (1997), have identified the following factors as the drivers of financial

performance, namely firm size, competition, financial leverage, corporate control, and

corporate demographic issues. The effects of size on corporate financial performance

have gained important attentions in the research of the firm. According to common

intuition, the size of the firm has an important role in firm performance for many

reasons. In a certain perspective of studies, size can be a proxy of firm resources.

Since larger firms have more organizational resources, they give larger firms the

better equipment to achieve their goals (Penrose, 1959). Sizes can also proxy for the

probability of default and the volatility of firm's assets. It assumes that larger firms

are difficult to liquidate. Majdumdar (1997) also point out that larger firms generate

superior performance relative to smaller firms.

2.3 Performance Measures
The performance factors identified in the literature as candidates for the relationship

with a firm's cash conversion cycle and financial performance are the focus of this

study. Management researchers prefer accounting measures of performance, such as

return on equity (ROE), return on investment (ROI), and return on assets (ROA),

along with the variability in these returns measures. Researchers from finance and

economics seem to prefer market returns or cash flow measures along with their

variability as performance measures. The performance measures in previous studies

typically measure performance using an accounting rate of return.

The idea behind this measure is perhaps to evaluate performance from a managerial

standpoint. Return on investment (ROI), return on capital (ROC), return on assets

(ROA) and return on sales (ROS) are essentially efficiency measures. This means

how well management is using the assets (as measured in Kenya shillings terms) to

generate accounting returns per Kenya shilling of investment, assets or sales. ROA

and ROE are the most frequently used performance measures in prior studies (Carter

1977; McDougall and Round 1984). ROA has been used in this study as the

performance measure as it is a commonly used indicator of managerial performance.

12



In addition to ROA, for the companies m each of the groups, other financial

performance measures, namely, operating profit margin (OPM), return on equity

(ROE), net profit margin (NPM), and earnings per share (EPS) were computed for

five years 1998-2002. All explanatory proxies are averaged oY~r a five-year period

(1998-2002), to minimize the measurement error due to random year-to-year

fluctuation in variables. The standard deviation of these performance measures was

also obtained in order to assess the volatility. The present study used Return on Asset

(ROA), to measure firm's performance. This measure has been used extensively in

research in corporate finance (Laffont and Triole, 1991; Xu and Wang, 1997;

Heracleas, 2001, Dadson et al., 2012). It is a widely used financial model for

performance measurements (Tangen, 2003; Agiomirgiannakis, et al., 2006). It is an

effective measure of firm's performance in developing economies as it is in the

developed countries. By taking this variable the researcher tested the theories

regarding cash conversion cycle management practices and performance of firms

listed at the NSE.

2.4 Review of Prior Empirical Studies

Soenen (1993) investigated the relationship between the net trade cycle as a measure

of working capital and return on investment in the US firms. The results of chi-square

test indicated a negative reiationship between the length of net trade cycle and return

on assets. Furthermore, this inverse relationship was found different across industries

depending on the type of industry. A significant relationship for about half of the

industries studied indicated that results might vary from industry to industry.

Another aspect of working capital management has been analyzed by Lamberson

(1995) who studied how small firms respond to changes in economic activities by

changing their working capital requirements and level of current assets and liabilities.

Current ratio, current assets to total assets ratio and inventory to total assets ratio were

used as a measure of working capital requirement, while the index of annual average

coincident economic indicator was used as a measure of economic activity. Contrary

to the expectations, the study found that there is a very small relationship between

changes in economic conditions and changes in working capital.

13



Smith and Begemann (1997) evaluated the association between traditional and

alternative working capital measures and returns on investment (ROA) specifically in

industrial finns listed on the Johannesburg Stock Exchange. The problem under

investigation was to establish whether the more recently developed alternative

working capital concepts improved association with return on investment to that of

traditional working capital ratios or not. Their results indicated that there were no

significant differences amongst the years with respect to the independent variables.

The results of their stepwise regression corroborated that total current liabilities

divided by funds flows accounted for most of the variability in returns or investment

(ROA). The statistical test results showed that a traditional working capital leverage

ratio, current asset, current liabilities divided by funds flow, displayed the greatest

associations with returns on investment. Well known liquidity concepts such as the

current and quick ratios registered insignificant associations whilst only one of the

newest working capital concepts the liquidity comprehensive index, indicated

significant associations with returns on investment.

Weinraub and Visscher (1998) discussed the issue of aggressive and conservative

working capital management policies by using quarterly data for the period 1984-93

of the US firms. Their study considered 10 diverse industry groups to examine the

relative relationship between their aggressive/conservative working capital policies.

Their study concluded that the industries had distinctive and significantly different

working capital management policies. Moreover, the relative nature of the working

capital management policies exhibited remarkable stability over the la-year study

period. The study also showed a high and significant negative correlation between

industry asset and liability policies and found that when relatively aggressive working

capital asset policies are followed, they are balanced by relatively conservative

working capital financial policies.

Deloof (2003) who used a sample of Belgian firms observed that most firms had a

large amount of cash invested in working capital. It can therefore be expected that the

way in which working capital is managed will have a significant impact on

profitability of those firrns. Using correlation and regression tests he found a

significant negative relationship between gross operating income and the number of

days of trade receivable, inventories and tr abIes of Belgian finns. On basis of

MASENO UNIVERSITYI
S.G. S. LIBRARY



these results he suggested that managers could create value for their shareholders by

reducing the number of days' trade receivable and inventories to a reasonable

minimum. The negative relationship between trade payable and profitability firms

means that less profitable firms wait longer to pay their bills. G

Ochieng (2006) carried out a study on firms quoted on the Nairobi stock exchange

over the last twenty years on the relationship between working capital and the

Economic Activities in Kenya. The objective of the study was to examine how the

changes in economic activities affect changes in working capital by firms listed on the

Nairobi stock exchanges. The findings revealed that the liquidity of the small firms as

measured by the current and quick ratios increased slightly during economic

slowdown. The study also shows that the liquidity positions reacted differently to

various economic indicators such as inflation and lending rates. With lending rates,

the study found that lending rates indeed did affect the amount of working capital for

the firms and this further showed that during times of economic contraction, working

capital positions of the firms improved.

In the Pakistani context, Rehman (2006) investigated the impact of working capital

management on the profitability of 94 Pakistani firms listed on Islamabad Stock

Exchange (ISE) for the period 1999-2004. He studied the impact of the different

variables of working capital management, including average collection period,

inventory turnover in days, average payment period and CCC on the net operating

profitability of firms. He concluded that there is a strong negative relationship

between working capital ratios mentioned above and profitability of firms. He

suggests that managers can create a positive value for the shareholders by reducing

the CCC up to an optimal level.

Afza and Nazir (2007) investigated the relationship between the aggressive and

conservative working capital policies for 17 industrial groups and a large sample of

263 public limited companies listed on Karachi Stock Exchange (KSE) using cross-

sectional data for the period 1998-2003. The study used Return on Assets and Tobin's

q as the dependent variables and natural log of firm size, sales growth, real GDP

growth and the average leverage as the control variables .Using Analysis of Variance

(ANOVA) and Least Significant Difference (LSD) test, the study found significant
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differences among their working capital investment and financing policies across

different industries. Moreover, rank order correlation confirmed that these significant

differences were remarkably stable over the six-year study period. Finally, ordinary

least regression analysis found a negative relationship between the profitability

measures of firms and the degree of aggressiveness of workingcapital investment and

financing policies.

In Kenya, Kithii (2008) carried out a study on the relationship between working

capital management and profitability of listed companies on Nairobi stock exchange.

Her objective was to establish the efficiency of firms listed at the NSE in managing

their working capital. She also sought to establish the relationship between

profitability, the cash conversion cycle and its components for the listed companies on

the Nairobi stock exchange for the period 2001-2006. The results showed that there is

a statistical significant negative relationship between variables of working capital

management and the profitability of firms except for the average payment period

which showed a positive relationship.

Ranjith (2008) investigated the impact of firms' capital expenditure on their working

capital management. The research used secondary data collected from listed

companies in the Thailand Stock Exchange. The study used Shulman and Cox's

(1985) Net Liquidity Balance and Working Capital Requirement as a proxy for

working capital measurement and developed multiple regression models. The other

variables used in the study includes: operating expenditure ,financial expenditure,

capital expenditure, market to book value ratio, total debt to total assets, sales growth,

operating cash flow in firm. The empirical research found that firms' capital

expenditure has a significant impact on working capital management. The study also

found that the firms' operating cash flow, which was recognized as a control variable,

has a significant relationship with working capital management.

Eljelly (2009) identified the relationship between profitability and liquidity as

measured by current ratio and cash gap (CCC) on a sample of Joint stock companies

in Saudi Arabia. The study found that the CCC was of more importance as a measure

of liquidity than the current ratio that affects profitability. The size variable was found

to have a significant effect on profitability at the industry level. He concludes that the
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results of the study had important policy implications. First, it was clear that there was

a negative relationship between profitability and liquidity indicators such as current

ratio and cash gap (CCC) in the sample examined. Second, there was great variation

among industries with respect to the significant measure of liquidity.

Mathuva (2009) examined the influence of working capital management components

on corporate profitability by using a sample of 30 firms listed on the Nairobi Stock

Exchange (NSE) for the periods 1993 to 2008. He used Pearson and Spearman's

correlations, the pooled ordinary least square (OLS), and the fixed effects regression

models to conduct data analysis. The key findings of his study were that: i) there

exists a highly significant negative relationship between the time it takes for firms to

collect cash from their customers (accounts collection period) and profitability, ii)

there exists a highly significant positive relationship between the period taken to

convert inventories into sales (the inventory conversion period) and profitability, and

iii) there exists a highly significant positive relationship between the time it takes the

firm to pay its creditors (average payment period) and profitability.

Melita et al (2010) empirically investigated the effect of working capital management

on firm's financial performance in an emerging market. They hypothesized that

working capital management leads to improved profitability. Their data set consists of

firms listed in the Cyprus Stock Exchange for the period 1998-2007 with a sample of

43 firms. The ROA as a measure of profitability was regressed against Stockholding

period, debtor's collection period, creditor's payment period, sales, sales growth and

debt ratio. Using multivariate regression analysis, the results support the hypothesis.

Specifically, results indicate that the cash conversion cycle and all its major

components; namely, days in inventory, days in sales outstanding and creditor's

payment period are associated with the firm's profitability.

Gill (20 I0) analyzed the relationship between working capital management and

profitability using a sample of 88 American firms listed on New York Stock

Exchange for a period of 3 years from 2005 to 2007. The dependent variable was

gross operating profit. This was regressed against No. of Days AIR, No. of Days AlP,

No. of Days Inventory, Cash Conversion Cycle, Firm Size Financial Debt Ratio,

Fixed Financial Asset Ratio, profit ratio (Sales - Cost of Goods Sold) / (Total Assets -
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Financial Assets).They found statistically significant relationship between the cash

conversion cycle and profitability, measured through gross operating profit. It follows

that managers can create profits for their companies by handling correctly the cash

conversion cycle and by keeping accounts receivables at an opti~allevel.
G

Solomon (2010) studied the relationship between Working Capital Management and

Firm Performance based on a sample of Ghanaian Oil Marketing Firms. The study

was an attempt to measure and analyze the trends in working capital management of

Ghanaian oil marketing firms and its impact on their performance. The study

employed trend and econometric analyses using an unbalanced panel data of 11

Ghanaian oil marketing firms from 2001 to 2008. The study found inconsistent trends

in the various components of working capital and a level of over-trading in the

Ghanaian Oil Marketing Companies (OMCs). It also found a significant negative

relation between profitability and number of days accounts receivables; number of

days payables, the cash conversion cycle and the net trade cycle.

Kieschnick et al (2006) shows that future sales has a positive influence on a firms CC

and they suggest that firms may build up inventories in anticipation of future sales.

However, according to Peterson and Rajan (1997) companies with higher growth

options have a smaller CC for two reasons. First, high growth firms tend to use more

trade credit as a source of finance. Second, companies might extend more credit to

their customers in order to increase sales in periods of low demand. The cost of funds

invested in the CC is higher in firms with larger leverage because they have to pay

higher risk premium. Chiou et al (2006) points out that empirical evidence

demonstrate a reduction in the measures of working capital when firms increase their

Leverage.

Wang (2002) used a sample of Japanese and Taiwanese firms and found that a shorter

cash conversion cycle would lead to a better firm's operating performance. Teruel and

Solano (2007) took samples of small to medium-sized Spanish firms for the 1996-

2002 periods and found that the firms can create value by reducing the days-in-

inventory period and the debtors' collection period, thus leading to the reduction in

the cash conversion cycle.
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Blinder and Maccini (1991) argues that investing more in cash conversion cycle

(conservative policy) may lead to increased profitability since maintaining high

inventory levels is expected to increase sales, reduce supply costs, reduce cost of

possible interruption in production and protect against price fluctuations . Ng et al

(1999) supports this argument that a higher debtors' collection period may also

strengthen the relationship with customers and hence may lead to an increase in sales

revenue.

2.5 Summary Literature and Gaps

It's important to note most of the studies were done in foreign economies.Few

researches have been carried out on the perspective of developing countries. Hence, it

is hard to say whether conclusions from theoretical and empirical research carried out

in developed economies are also applicable for less developed countries and in

particular the Kenyan economy. Furthermore, there are inconclusive and inconsistent

results with regard to the role of cash conversion cycle components on firms'

financial performance. This is due to the fact that researchers used either the

conversion cycle as it relates to the firm's profitability or they examined only part of

the components of the conversion cycle. Therefore, there is a need to undertake.

further research incorporating both the Cash Conversion Cycle and its components .. ,
This study aimed at analyzing the effect of cash conversion cycle. management

practices on performance of firms listed at the NSE.
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CHAPTER THREE: RESEARCH METHODOLOGY

This chapter presents the research methodology, research design, study area, target

population, sampling frame, data collection methods, data analysis, data presentation

and finally research ethics. '-'

3.1: Research Design
The research adopted a correlation research design to establish the effect of cash

conversion cycle management practices on performance of firms listed at the NSE.

This research technique is used to relate two or more variables and allow predictions

of outcomes based on causative relationships between the variables (Zeitun and Tian,

2007; Ebaid, 2009).

3.2: Study Area

The study was conducted on cash conversion cycle management practices and

performance of firms at the NSE in Nairobi City since data is available. This is in line

with Yabei and Izumida (2005), who contend that most studies use data from large

enterprises, particularly listed companies, due to enormous difficulties in collecting

data for smaller enterprises.

3.3: Target Population

The unit of analysis is the firm. The population of interest in this study constituted all

companies quoted at the Nairobi Securities Exchange for a period of 7 years between

2006 and 2012. There are 54 firms quoted at the Nairobi Securities Exchange as at the

end of year 2012 categorized into various sectors.

3.4: Sampling Frame

The sample for analysis was forty one (41) companies listed at the NSE for a period of

seven years (2006 to 2012) purposively selected. Three insurance firms and 10

commercial banks were excluded from the study because of the nature of their

businesses (Saunders et al., 2007; Sekaran, 2000).
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3.5: Data Collection

3.5.1: Sources of Data
The study employed secondary data on cash conversion cycle management practices

and performance of firms at theNSE for the period 2006 to '2012. The secondary data

was collected from different sources including audited published financial statements

of the listed firms at the NSE as well as from the NSE Hand Books and CMA which

are readily available at the NSE and the Capital Markets Authority (CMA) libraries

and websites.

3.5.2: Data Collection Procedure

Secondary data on cash conversion cycle management elements and financial

performance was extracted and/or derived from financial reports of listed companies

and summaries provided by the NSE and the CMA.

3.5.3: Instruments of Data Collection

The secondary data on the cash conversion cycle management elements and financial

performance was collected through desk review of published financial 'statements of

listed firms.

3.5.4: Reliability Test for Data Collection Instrument

Reliability refers to the extent to which an experiment, test, or any measunng

procedure yields the same results on repeated trials. Secondary data reliability was

done by examining the internal consistency and using three steps in evaluating

secondary data proposed by Saunders et al., 2007. First, by assessing the overall

suitability of the data in meeting research objectives, secondly, by checking whether

the data generates the measures required in this study, and finally the credibility of the

source in terms of how the data was collected, by whom, and what checks are there

for validity and reliability.

3.5.5: Validity Test for Data Collection Instrument

The validity of a measure is defined as the extent to which a construct or a set of

measures correctly represents the concept of the study, and the degree to which it is
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free from any systematic or non-random error (Nunally, 1978). The data IS

considered valid because the NSE and CMA are considered credit sources.

3.6 Data Analysis
Data was analyzed using both descriptive statistics such as mean and standard

deviation, and Pearson correlation analysis. According to Saunder et al., (2007), every

descriptive statistics to describe a set of data usually summarizes the information in

the data by disclosing the average indicators of the variables used in the study.

Descriptive statistics was used to achieve objectives (i). Subsequently, Pearson's

correlation analysis was performed to fulfill specific objectives (ii), (iii) and (iv)

respecti vel y.

3.7 Data Presentation

Pearson correlation analysis results were presented in terms of tables and correlation

matrices. Descriptive statistics data and the variables of the study were presented in

tables, graphs and charts.

3.8 Research Ethics
Research procedures are clearly defined and orderly organized in the research. Where

errors or variations were realized, they were clearly indicated and explained. The

sample analyzed and used in the research was from the chosen population by the

researcher.
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CHAPTER FOUR: RESULTS AND DISCUSSIONS
This chapter presents the finding of the study that has been analyzed using the

descriptive statistics, and Pearson's correlation coefficient.

4.1: To determine the level of cash conversion elements of firms listed

at the NSE
To address objective one, descriptive statistics for the elements of cash conversion

elements namely stockholding period (SP), debtors' collection period (DP), and

creditor's payment periods (CP) were computed and summarized in the table 4.1.1

below.

Table 4.1.1: Summary of Descriptive Statistics for the Cash Conversion Cycle
Elements

Cash Conversion Cycle

Elements

Std.
N Minimum Maximum Mean

Deviation

41 17 179 74.974 36.37

41 11 565 107.817 86.543

41 8 601 110.913 105.623

41 -166 689 78.07 109.081

41

Debtor's Collection Period(DP)

Creditor's Collection Period(CP)

Stock Holding Period(SP)

Cash Conversion Cycle(CC)

Valid N (Listwise)

(Source: Research data, 2013)

As shown in the table 4.1.1 above, the average debtor's collection period (DP) is

74.97 and the firms at the NSE on average take a minimum of 17 days to collect their

receivables from the purchasers but take a maximum of 179 days to collect their

receivables. In addition, the firms take about 8 days to sell their entire inventories, as

minimum and 601 days as maximum. The mean days to sell the inventory are 110.913

with standard deviation of 105.623 days.

About the average payment period (CP), the firm has a minimum time 11 days to pay

its purchases on account and 565 days as a maximum time. It takes an average

107.817 days to pay its purchases. The cash conversion cycle (CCC) has - 166 days as

minimum time and 689 as a maximum time from making its payments to receive its



cash inflow. It takes an average 78 days from making its payments to receive its cash

inflow with standard deviation of 109.08 days. These findings are supported by the

theoretical predictions by Richards and Laughlin (1980) who argued that the length of

the CCC is the sum of inventory conversion period, receivableconversion period. The

inventory conversion period is the total time needed for producing and selling the

product and basically includes the raw material conversion period, the work in

progress conversion period and the finished goods conversion period. The difference

between gross operating cycle and the creditor's deferral period is the net operating

cycle. Smith (1980) suggested that cash conversion cycle management is important

because of its effects on the firm's profitability and risk, and consequently its value

and that the longer the time lag, the larger the investment in working capital.

4.2: To determine the relationship between stockholding period and performance

of firms listed at the NSE

To address the specific objective number two, bivariate correlation analysis was

conducted and the results are summarized in the table 4.2.1 below.

Table 4.2.1: Bivariate Correlation Analysis
Performance of firms listed at the NSE

on stock holding period and

ROA SP CC

ROA

SP

CC

1 -.596**

1

-.781 **

.712**

** Correlation is significant at the 0.01 level (2 tailed)

Source: Research data, 2013

As shown in the table 4.2.1 above, the stock holding period (SP) relates negatively

with ROA with a coefficient of 0.596 and is signi ficant. This implies that if a firm

decreases the length of time required to convert raw materials into finished goods it

may enhance profits. The results of correlation analysis depicted and validated

hypothesis H1a , that there is a statistically significant positive relationship between

stockholding period and the performance of firms listed at the NSE as shown in the

table 4.2.1 above.
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However, the stock holding period relates positively with cash conversion cycle
with a coefficient of 0.712 and is significant. The results are consistent with Blinder

and Maccini (1991) findings who argued that investing more in cash conversion

cycle (conservative policy) may lead to increased profitability since maintaining high

inventory levels is expected to increase sales, reduce supply costs, reduce cost of

possible interruption in production and protect against price fluctuations . Ng et al

(1999) supports this argument that a higher debtors' collection period may also

strengthen the relationship with customers and hence may lead to an increase in sales

revenue.

4.3: Establish the relationship between creditors' repayment period

on performance of firms listed at the NSE

To address the specific objective number three, bivariate correlation analysis was

conducted and the results are summarized in the table 4.3.1 below.

Table 4.3.1: Bivariate Correlation Analysis on creditors' repayment period and
Performance of rIrID~listed. at tile NSE

ROA CP CC

ROA

CP

CC

0.68

1

-.781 **

-.241 **

** Correlation is significant at the 0.01 level (2 tailed)

Source: Research Data, 2013

The relationship between the average payment period (CP) and ROA is positive and

insignificant with a coefficient 0.68. It means, if the firm increases the length of time

between purchase of goods and pa~ents for the value of the goods, it will lead to an

increase in profitability. The results of correlation analysis depicted and validated

null hypothesis (HOb) that there is no positive significant relationship between

creditors' repayment period and performance of firms listed at the NSE. The results

are supported by the findings of Melita et at (2010) who empirically investigated the

effect of cash cycle management on firm's financial performance in an emerging

market. They hypothesized that cash conversion cycle management leads to

improved profitability and their results supported the hypothesis. Specifically, results
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indicate that the cash conversion cycle and all its major components; namely, days in

inventory, days in sales outstanding and creditor"s payment period are associated

with the firm's profitability.

4.4: Establish the relationship between debtors collection period on

performance of firms listed at the NSE

To address the specific objective number four, bivariate correlation analysis was

conducted and the results are summarized in the table 4.4.1 below.

Table 4.4.1: Bivariate Correlation Analysis on Debtors collection period and
Performance of firms listed at the NSE

ROA DP CC

ROA

CP

CC

_.702*" -.781 **

-.241 **

1

** Correlation is significant at the 0.01 level (2 tailed)

(Source; Research data, 2013)

The correlation between the debtors collection period (DP) and ROA is negative and
. ,

significant with a coefficient of- 0.702. Holding other factors constant, it means that if

a firm decreases the length of time between sales and collection, it will increase its

profitability as measured in terms of ROA. The results validated hypothesis HIe that

there is a negative significant relationship between debtors' collection period and

performance of firms listed at the NSE. The results are consistent with previous

studies for example Wang (2002) used a sample of Japanese and Taiwanese firms and

found that a shorter cash conversion cycle would lead to a better firm's operating

performance. Teruel and Solano (~007) took samples of small to medium-sized

Spanish firms for the 1996-2002 periods and found that the firms can create value by

reducing the days-in-inventory period and the debtors' collection period, thus leading

to the reduction in the cash conversion cycle.
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CHAPTER FIVE: SUMMARY, CONCLUSIONS AND

RECOMMENDATIONS

This chapter summarizes the findings of the analysis of the relationship between cash
\

cycle management and firms' performance. The chapter also draws conclusions and

gives recommendations based on the findings. It highlights the limitations of the study

and makes suggestions for further research in future.

5.1 Summary of Findings

The first objective was to determine the level of cash conversion elements of firms

listed at the NSE. The descriptive statistics for the elements of cash conversion

elements namely stockholding period (SP), debtors' collection period (DP), and

creditor's payment periods (CP) were computed. The study findings revealed the

average debtor's collection period (DP) is 74.97 and the firms at the NSE on average

take a minimum of 17 days to collect their receivables from the purchasers but take a

maximum of 179 days to collect their receivables. In addition, the firms take about 8

days to sell their entire inventories, as minimum and 601 days as maximum. The

mean days to sell theinventory are 11O.9l3 with standard deviation of 105.623 days.

About the average payment period (CP), the firms had a minimum time 11 days to

pay its purchases on account and 565 days as a maximum time. It takes an average

107.817 days to pay its purchases. The cash conversion cycle (CCC) has - 166 days as

minimum time and 689as a maximum time from making its payments to receive its

cash inflow. It takes an average 78 days from making its payments to receive its cash

inflow with standard deviation of 109.08 days ..

The second objective was to determine the relationship between stockholding period

and performance of firms listed at the NSE. To address this objective, bivariate

correlation analysis was conducted. The results revealed that the stock holding period

(SP) relates negatively with ROA with a coefficient of 0.596 and is significant. This

implies that if a firm decreases the length of time required to convert raw materials

into finished goods it may enhance profits. However, the stock holding period relates

positively with cash conversion cycle with a coefficient of 0.712 and is significant.
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The third objective was to establish the relationship between creditors' repayment

period on performance of firms listed at the NSE. To address this objective, bi-variate

correlation analysis was conducted. The findings of the study revealed that

relationship between the average payment period (CP) and RQA was positive and

insignificant with a coefficient 0.68. This implies that, if a firm increases the length of

time between purchase of goods and payments for the value of the goods, it will lead

to an increase in profitability.

The last objective was to establish the relationship between debtors collection period

on performance of firms listed at the NSE. To address this objective, bivariate

correlation analysis was conducted. The study findings revealed that the correlation

between the debtors collection period (DP) and ROA is negative and significant with

a coefficient of - 0.702. Holding other factors constant, it means that if a firm

decreases the length of time between sales and collection, it will increase its

profitability as measured in terms ofROA.

5.2 Conclusion of the Study

The conclusion of the study is that there is a significant relationship between cash.

conversion cycle management .and firm performance measured by ROA. All the

components of the cash conversion, that is, debtors collection period, creditors

payment period, inventory turnover period and the cash conversion cycle itself

significantly influences performance. The results assert the importance of the cash

conversion cycle and its components in determining performance of an entity and

therefore managers could create value for their shareholders by reducing the number

of days' of trade receivables and inventories levels to a reasonable minimum.

5.3 Recommendations of the Study

The study used the Return on Assets (ROA) as a proxy for firm's performance. The

ROA was calculated based on historical data. Market based measures of performance

are robust to historical measures. The study therefore recommends further analysis

based on market based measures of performance such as the Tobin's Q and Marris

ratio.
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5.4 Limitations of the Study

The analysis only covered the firms quoted at the Nairobi Stock Exchange. Further

most of the listed firms are mature and large and this may limit the fair findings that

could have been found if the non -quoted firms including srhgll and medium sized

were covered. More than 29% of the firms listed at the NSE were excluded from the

sample due the nature of their activities. The sample size could also have affected the

results and thus the findings should not be generalized with certainty.

The measures of firm's performance and cash conversion cycle utilized in the study

are historical. Since it relates to the past it may not have much meaning to mangers

and shareholders who are concerned about the current and the future.

There are many factors that affect firm's performance other than cash conversion

cycle management which were not utilized in the study. Because of time and financial

constraints the study covered a short period of seven years between 2006 and

20l2.The results could be more meaningful if the period of study was relatively

longer. The study relied on secondary data, which was not subjected to further tests of

accuracy and reliability.

5.6 Suggestions for Further Research

The studies on cash conversion cycle and firms' performance have not been

exhaustively done in Kenya. There are several measures of firm's performance such

as Return on Equity and market based measures like the Tobin's Q and Marris ratio.

Equally there are several measure of cash conversion cycle such as liquidity ratios. To

have a broader understanding there is need to capture all these in future studies. More

elaborate studies should be carried out to include non- listed firms, small and medium

sized and from different sectors and industries. Also comparative studies across

countries, industries and sectors should be done.

The study covered a relatively short period of seven years from 2006 to 2012. Similar

studies should be carried out covering a relatively longer period.Many factors impact

on the performance of a firm. Future studies incorporating factors such as employee

motivation, employee skill pool, political risk, age of the firm should be carried out.

To improve on the findings of the study the data used should be subjected to tests of

accuracy and reliability.
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