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ABSTRACT
Ghana i1s becoming an increasingly popular destination for tourists. As one of the fastest growing
sectors in the economy, tourism holds a lot of attractions for investors.
The survival and growth of hotels is an added advantage to further boost the development of the
tourism sector, hence, the effective management of working capital by hoteliers will ensure that
the hospitality industry have adequate resources (cash) to finance their operations.
This study analyses the working capital management efficiency of firms from the private
hospitality industries, with Hotel Rexmar Ltd , as a test case. The relationship between working
capital mahagement efficiency and profitability is examined using Correlation analyses.
Empirical findings of the study indicate that days of sales outstanding (DSO) and days of
inventory outstanding (DIO), which are directly related variables with working capital
management, have significantly negative effects on firm profitability in private hospitality
industries. The following recommendations were suggested:
Addressing the issue of working capital on a corporate-wide basis has certain advantages. Cash
generated at one location can well be utilized at another. For this to happen, information access,
efficient corporate channels, good linkages between departments, internal systems to move cash
and good cash management practices should be in place.
An innovative approach, combining operational and financial skills and an all encompassing
view of the coinpany's operations will help in identifying and implementing strategies that

generate short term cash.
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CHAPTER ONE

1.0 INTRODUCTION TO THE STUDY AND RESEARCH CONTEXT

1.1 THE BACKGROUND TO THE STUDY

According to Ghana Investment Promotion Centre release (2008), Ghana is becoming an
increasingly popular destination for tourists. As one of the fastest growing sectors in the economy,
tourism holds a lot of attractions for_investors. Opportunities include provision of hotel

 accommodation in 3 — 5 star range from Accra to other regional capitals.

According to this release, Ghana’s tourism sector is expected to grow at an average of 4.1% per
annum over the next two decades, driven largely by the country’s unique historical, culture and
. natural attractions. This significant growth in the tourism sector in Ghana has attracted the

development of a lot of hotel business lately.

| The survival and growth of hotels will much depends on how well working capital is managed by
hoteliers. This will ensure that the hospitality industry will have adequate resources (cash) to

. finance their operations.

| Firms traditionally focused on long term capital budgeting and capital structure, the recent trend is
that many companies across different industries focus on WCM efficiency. The study is therefore

| intended to find out how working capital is managed by management members in this particular

sector and therefore its effect on the firm’s profitability.
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Working capital management (WCM) is the management of short-term financing requirements of
a firm. This includes maintaining optimum balance of working capital components — receivables,

inventory and payables — and using the cash efficiently for day-to-day operations. Optimization of

- working capital balance means minimizing the working capital requirements and realizing

- maximum possible revenues. Efficient WCM increases firms’ free cash flow, which in tumn

increases the firms’ growth opportunities and return to shareholders.

Based on this, the study further seeks to find out how management of Hotel Rexmar Ltd. applies

its managerial role in the area of working capital management to improve the firm’s value.

The importance of efficient working capital management (WCM) is indisputable. Business
viability relies on its ability to effectively manage receivables, inventory, and payables. By
minimizing the amount of funds tied up in current assets, firms are able to reduce financing costs
and/or increase the funds available for expansion. Much managerial effort is put into bringing non-

optimal levels of current assets and liabilities back towards their optimal levels.

The proper management of working capital helps to ensure that firms have adequate funds to
finance their day-to-day activities. This will ensure that these firms can survive in the face of swift
competition, generating a lot of income through profit, creating employment etc, which in effect

lead to the development of the country (Ghana).

This study therefore, aims to analyze the effect of working capital management on firm’s

profitability, an indicator of short-term financial performance.

o



|
|

1.2 THE OBJECTIVES OF THE RESEARCH ARE:

1.3

To analyze the effects of firm level characteristics on firm profitability.
To investigate the relationship between working capital management and firm value.
To examine whether a single key WCM component contribute to working capital

management efficiency.

To suggest ways as to how working capital management can be improved at Hotel Rexmar

Ltd.

RESEARCH QUESTIONS

The primary purpose of this research is to analyze the effect of working capital management on

firm profitability for the hospitality industry in the Kumasi metropolis. By identifying the proper

management of working capital; the contribution this research hopes to achieve is in helping

organizations to improve the successful management of their working capital. Specifically, this

research study will answer the following four questions:

1 What are the effects of firm level characteristics on firm profitability?

2. What is the relationship between WCM and the firm’s value?

3. Does a single key component contribute to working capital management efficiency?

4. What is the best working capital management practice that results in business performance

success?



1.4 STATEMENT OF THE PROBLEM

Most researchers have attempted to understand the factors that determine the working capital of an
organization. Horrigan (1965), Luo (1984), Liu (1985), Zhou (1995), and Su (2001) found that
growth of the firm, size, and leverage etc. affect the working capital of a company. Broadly,
industry characteristics, firm-specific characteristics, and the financial environment are recognized
as determining factors of working capital. However, still, there are firms that are struggling to
manage working capital since they don't have a sufficient understanding of the determining factors
of working capital. In addition to the growth, leverage, and the size of a company, type, and size of
expenditures, such as finance and operating and capital expenditures, have different impacts on
working capital.

Scholars such as; Shin and Soenen (1998); Deloof (2003); Ross et al (2004); Lazaridis and
Tryfondis (2006) have written extensively on working capital management in the manufacturing,
IT companies and other services industries. However, not much has been done on working capital

management in the hospitality industry, particularly in Ghana.

It is therefore necessary for the conduct of this study to set the pace for further research in the
future.
This study is to analyse how working capital is managed at Hotel Rexmar Limited and secondly,

its effects on the firm’s profitability.

1.5 SIGNIFICANCE OF THE STUDY

The study will serve as guide to management of Hotel Rexmar Limited to minimize the present

difficulty of poor management of working capital, thereby prevent financial failures.

]} r:':fﬂy’,")r
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The hospitality industry is growing very rapidly as a result of globalization, the attractiveness of
the tourism sector among other things. This study will serve as a tool for management of Hotel
Rexmar Limited in their decision —making process.

Finally, the-issues this study will raise will be helpful to managers’ in similar hospitality industry.

1.6 SCOPE OF THE STUDY

The study is restricted to Hotel Rexmar Limited. The focus was to study the effect of working
capital management in all private hotels’ profitability in the Kumasi Metropolis.

Due to time constraints the focus was narrowed down to capture only Hotel Rexmar Limited, in
Kumasi. Rexmar was chosen because; it is one of the oldest Hotels in the Metropolis and
represents the core of hotels-in Kumasi. The researcher also realized that proper books are kept

that helped in carrying out the study.

Of the entire population of about 50 employees, 15 of them were sampled for the study. First, the
researcher targeted the top six (6) employees at the managerial level, because they were in the
position to help with this particular study under review. But this expanded to cover nine (9) more
employees after the pilot test had been carried out.

The main data used was the Audited Financial statements for the periods 2004 — 2008 (ref to
appendix 1- 3). The researcher could lay hands only on this five — year financial report from the
firm.

Again, the researcher wishes to find the effects of accounts receivables, inventory period, cash
conversion efficiency, firm size, firm growth, current assets/total assets and leverage on the firm’s

profitability.



The key components of WCM for this study will cover: days of inventory outstanding, days of

accounts receivables and days of accounts payables.

1.7 LIMITATION TO THE STUDY

The management of Hotel Rexmar Limited considers certain information as sensitive and therefore
inaccessible to the public. Thus most of the respondents were only willing to give general

information, rather than specific.

Also, the issues of confidentiality surrounding some items on the management accounts, such as
cash, management members were economical with the information they provided. This made it
impossible to get some vital data due to strategic role they play. It must however be noted that, in

- spite of these limitations, the appropriate approaches were used to minimize their effects.

| Finally, the initial attempt was to carry out the study in several Hotels in the Kumasi Metropolis,

but due to time constraint, attention could only be limited to Hotel Rexmar Limited.

In the future, it is the aim of the researcher to extend this study to cover more firms in this
industry.

Notwithstanding these constraints, care has been taken to provide every essential detail.



1.8 ORGANISATION OF THE STUDY
This study is organised into five chapters. The first chapter is basically about the introduction and
research questions. It gives the objectives of the study, states the research problem in addition to

the significance, scope and the limitation to the study.

Chapter two reviews the related literature by looking at key terms such as: working capital

management (WCM), working capital and firm’s value, cash conversion cycle, accounts

receivables management, cash management etc.

Chapter three also gives a description of the methodology of the study by looking at sample size,
sampling techniques, research instrument used in the collection of data as well as the tools used to

analyse the data gathered. It further gives a vivid profile of Hotel Rexmar Limited.

The fourth chapter presents the analysis and the discussion of the results based on the set

objectives of the study.

Chapter five gives the summary of the findings as well as some recommendations that can help the

management of Hotel Rexmar Limited in the effective and efficient decision — making process.



CHAPTER TWO

2.0 REVIEW OF RELEVANT PRIOR LITERATURE

2.1 INTRODUCTION

The importance of efficient working capital management (WCM) is indisputable. Business
viability relies on its ability to effectively manage receivables, inventory, and payables. By
minimizing the amount of funds tied up in current assets, firms are able to reduce financing costs
and/or increase the funds available for expansion. Much managerial effort is put into bringing non-
optimal levels of current assets and liabilities back towards their optimal levels.

A recent example of business attempting to maximize working capital management is the recurrent
attention being given to the application of Six Sigma methodology Waxer’s (2002). There appear
to be many success stories, including, Towne’s (2002) report of a fifteen percent increase days
sales are outstanding, resulting in an. increased cash flow of approximately $2 million at
| Thibodaux Regional Medical Center. Furthermore bad debts declined from $3.4 million to
$600,000. However, Waxer’s (2002) study of multiple firms employing Six Sigma finds that is
really a “get rich slow” technique with a rate of return hovering in the 1.2 — 4.5 % range.

Even in the world of Six Sigma, one still has to identify an “optimal” level of working capital
management. Yet, what is the “optimal” working capital? Industry factors may impact firm credit
policy, inventory management, and bill-paying activities. Some firms may be better suited to
minimize their receivables and inventory, while others maximize their payables. Another aspect of
“optimal” is the extent to which poor financial results can be tied to sub-optimal performance. Are
firms with more “efficient” inventory management thereby reducing inventory to such an extent

that sales are not lost? Fortunately, these issues are testable with data published by CFO magazine,



which claims to be the source of “tools and information for the financial executive,” and are the

subject of this research REL Consultancy (2005).

2.2  WORKING CAPITAL MANAGEMENT

According to Home (1977), working capital management is the administration of current assets in
the name of cash, marketable securities, receivables, and inventories. Osisioma (1997) described
working capital 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 working capital efficiently, there must exist two
elements as necessary components and desirable quantities. Osisioma (1997) demonstrated that
good working capital management must ensure an acceptable relationship between the different
components of a f\irm’s working capital so as to make an efficient mix, which will guarantee capital
adequacy. Thus, working capital management should make sure that the desirable quantities of
each component of the working capital are available for management. However the question is

"What determines the necessary components of a firm's working capital and how much of such

necessary components can be regarded as adequate or desirable?"

2.2.1 Components of Working Capital

The necessary components of an organization's working capital, basically, depend on the type of
business and industry. Cash, debtors, receivables, inventories, marketable securities, and
redeemable futures can be recognized as the common components of organization's working
capital. However, the question is to recognize the factors that determine the adequacy of working

capital based on growth, size, operating cash flow, etc. The inability to understand the determining



actors and measurement of adequate amounts of working capital will lead an organization to

»ankruptcy.

Another component of working capital is accounts payable, but it is different in the sense that it
loes not consume resources; instead it is often used as a short term source of finance. Thus it helps

irms to reduce its cash operating cycle, but it has an implicit cost where discount is offered for

:arly settlement of invoices.

2.2 Working Capital Decisions

“orporate finance basically deals with three decisions: capital structure decisions, capital
rudgeting decisions, and working capital management decisions. Among these, working capital
nanagement is a very important component of corporate finance since it affects the profitability
ind liquidity of a company. It deals with current assets and current liabilities which was an
mportant concern of the financial manager due to many reasons? For one thing, a typical
nanufacturing firm's current assets account for over half of its total assets. For a distribution
:ompany, they account for even more. The maintenance of excessive levels of current assets can
2asily result in a substandard return on a firm's investment. However, firms with inadequate levels
of current assets may incur shortages and have difficulties in smoothly maintaining day-to-day
operations (Home and Wachowicz, 2000). Efficient working capital management involves
planning and controlling current assets and current liabilities in a manner that eliminates the risk of

inability to meet due short term obligations on one hand and avoids excessive investment in these

assets on the other hand (Eljelly, 2004).
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Another component of working capital is accounts payable, but it is different in the sense that it
does not consume resources; instead it is often used as a short term source of finance. Thus it helps
firms to reduce its cash operating cycle, but it has an implicit cost where discount is offered for

early settlement of invoices.

2.2.2 Working Capital Decisions

Corporate finance basically deals witlh three decisions: capital structure decisions, capital
budgeting decisions, and working capital management decisions. Among these, working capital
management is a very important component of corporate finance since it affects the profitability
and liquidity of a company. It deals with current assets and current liabilities which was an
important concern of the financial manager due to many reasons? For one thing, a typical
manufacturing firm's current assets account for over half of its total assets. For a distribution
company, they account for even more. The maintenance of excessive levels of current assets can
easily result in a substandard return on a firm's investment. However, firms with inadequate levels
of current assets may incur shortages and have difficulties in smoothly maintaining day-to-day
operations (Home and Wachowicz, 2000). Efficient working capital management involves
planning and controlling current assets and current liabilities in a manner that eliminates the risk of

inability to meet due short term obligations on one hand and avoids excessive investment in these

assets on the other hand (Eljelly, 2004).
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being converted into other asset types (Rao, 1989). In the case of current liabilities. the firm is
responsible for paying obligations mentioned under current liabilities on a timely basis. Liquidity
for the on-going firm is reliant, rather, on the operating cash flows generated by the firm's assets
(Soenen, 1993). As a result, working capital management of a company is a very sensitive area in
the field of financial management (Joshi, 1994). Joshi iterates that WCM involves the decisions
about the amount and composition of current assets and the financing of these assets. The
decision-making process on the level of different working capital con.ponents has become

frequent, repetitive, and time-consuming.

2.2.3 Determinants of Working Capital

Corporations are looking for new ways to stimulate growth, improve financial performance, and
reduce risk in today's challenging economic climate. Funds tied up in working capital can be seen
as hidden reserves that can be used to fund growth strategies, such as capital expansion. Cash
flows locked in stock and receivables can be freed up by understanding the determinants of
working capital. Many orgallimli;)ns that have eamed profits over the years have shown the
efficient management of working capital (WCM). The successful management of working capital
is essential for short-run corporate solvency or the survival of any organization. Especially,
efficient WCM will lead a firm to react quickly and appropriately to unanticipated changes in
market variables, such as interest rates and raw material prices, and gain competitive advantages
over its rivals. Too often, however, this is an area that many organizations have ignored. The way
of managing working capital efficiently varies from firm to firm since it depends on industry, the

11



nature of the business, business policy, strategy, etc. Thus, it is very important for an organization

to understand the way to manage working capital efficiently.

Most researchers have attempted to understand the factors that determine the working capital of an
organization. Horrigan (1965), Luo (1984), Liu (1985), Zhou (1995), and Su (2001) found that
growth of the firm, size, and leverage etc. affect the working capital of a company. Broadly,
industry characteristics, firm-specific characteristics, and the financial environment are recognized
as determining factors of working capital. However, still, there are firms that are struggling to
manage working capital since they don't have a sufficient understanding of the determining factors
of working capital. In addition to the growth, leverage, and the size of a company, type, and size of
expenditures, such as finance and operating and capital expenditures, have different impacts on

working capital.

2.3 NATURE OF WORKING CAPITAL

The working capital meets the short-term financial requirements of a business enterprise. It is a
trading capital, not retained in the business in a particular form for longer than a year. The money
invested in it changes form and substance during the normal course of business operations. The
need for maintaining an ad;:quate working capital can hardly be questioned. Just as circulation of
blood is very necessary in the human body to maintain life, the flow of funds is very necessary to
maintain business. If it becomes weak, the business can hardly prosper and survive. Working
capital starvation is generally credited as a major cause if not the major cause of small business
failure in many developed and developing countries (Rafuse, 1996).

The success of a firm depends ultimately, on its ability to generate cash receipts in excess of

disbursements.

12



The cash flow problems of many small businesses are exacerbated by poor financial management

and in particular the lack of planning cash requirements (Jarvis et al, 1996).

2.4 THE MANAGEMENT OF WORKING CAPITAL

While the performance levels of small businesses have traditionally been attributed to general
managerial factors such as manufacturing, marketing and operations, working capital management
may have a consequént impact on small business survival and growth (Kargar and Blumenthal,
1994). The management of working capital is important to the financial health of businesses of all
sizes. The amounts invested in working ;:apital are often high in proportion to the total assets
employed .and so it is vital that these amounts are used in an efficient and effective way. However,
there is evidence that small businesses are not very good at managing their working capital. Given
that many small businesses suffer from undercapitalization, the importance of exerting tight
control over working capital investment is difficult to overstate (Kargar, 1994).

A firm can be very profitable, but if this is not translated into cash from operations within the same
operating cycle, the firm would need to borrow to support its continued working capital needs.
Thus, the twin objectives of profitability and liquidity must be synchronized and one should not
impinge on the other for lt;ng. Investments in current assets are inevitable to ensure delivery of
goods or services to the ultimate customers and a proper management of same should give the
desired impact on either profitability or liquidity. If resources are blocked at the different stage of
the supply chain, this will prolong the cash operating cycle. Although this might increase
profitability (due to increase sales), it may also adversely affect the profitability if the cos