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Abstract 

The main objective of this study is to examine whether empirical results on the relationship 

between working capital management practices and profitability of non financial firms are 

applicable to financial firms like Banks in Ghana. The study used panel data methodology within 

the framework of the random effects technique for the presentation and analysis of findings.   

Contrary to most previous empirical works, cash operating cycle has a significantly positive 

relationship with bank profitability, just like debtors’ collection period, whiles creditors’ 

payment period exhibits a significantly opposite relationship with profitability. Also, credit risk, 

exchange risk, capital structure and size significantly increase bank profitability. Surprisingly, 

however listed banks appear to perform poorly as compared to unlisted banks. The revelations in 

this paper go to inform bank directors and policy makers on the direction of managing bank 

working capital.    

 

Key words: Working Capital Management, Profitability, Bank, Ghana.  

 

1. Introduction 

    Management of working capital is an important component of corporate financial management 

because it directly affects the profitability and liquidity of all firms, irrespective of their sizes.   

Working capital management refers to the management of current assets and current liabilities. 

Researchers have approached working capital management in numerous ways but there appear to 

be a consensus that working capital management has a significant impact on returns, profitability 

and firm value Deloof, (2003). Thus, efficient working capital management is known to have 

many favourable effects: it speeds payment of short-term commitments on firms (Peel et. al, 

2000); it facilitates owner financing; it reduces working capital as a cause of failure among small 

businesses (Berryman, 1983); it ensures a sound liquidity for assurance of long-term economic 

growth and attainment of profit generating process (Wignaraja and O’Neil,1999); and it  ensures 

acceptable relationship between the components of firms working capital for efficient mix which 

guarantee capital adequacy, (Osisioma, 1997).  

    On the other hand, there is also a general agreement from literature that inefficient working 

capital management also induces small firms’ failures (Berryman, 1983), overtrading signs 

(Appuhami, 2008), inability to propel firm liquidity and profitability, (Eljielly, 2004; Peel and 

Wilson, 1996; and Shin and Soenen, 1998), and loss of business due to scarcity of products, 

(Blinder and Maccini, 1991). 

    For all firms, in both developed and developing economies, one of the fundamental objectives 

of working capital management is to ensure that they have sufficient, regular and consistent cash 
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flow to fund their activities. This objective is particularly heightened for financial institutions 

like banks. In banking business, being profitable and liquid are not negotiable, at least for two 

reasons; to meet regulatory requirement and to guarantee enough liquidity to meet customers’ 

unannounced withdrawals. Consequently, proper working capital management would enable 

banks in sustaining growth which, in turn leads to strong profitability and sound liquidity for 

ensuring effective and efficient customer services.    

   Most empirical study on working capital management (WCM) is based on large non-financial 

corporate institutions. Obviously, financial management of banks and these non-financial 

enterprises bear strong similarities. However, there is a significant disparity which substantiates 

the study of financial management of banks. Since banks of developing countries experience 

difficulties in accessing external finance, they rely more strongly on internally savings funds than 

larger banks from developed economies. Working capital management thus plays an important 

role in the liquidity of banks in developing countries (Berger et al, 2001). In Ghana, for instance, 

there is an assertion confirmed that working capital related problems such as overtrading are 

cited among the most significant reasons for the failure of rural and community banks in Ghana 

(Owusu-Frimpong, 2008).  

   The important role played by banks in developing countries like Ghana has been increasingly 

realized over the past years. Not only are banks important for vitality of retail and microfinance 

business sectors, but they also serve as a major source of funding for non-financial firms (Abor, 

2005) and provide new jobs for citizens in the country. Besides, banks also have a significant 

qualitative input to the Ghanaian economy innovative financial products. Furthermore, given the 

low level of development of our capital market, banks offer an appropriate alternative for 

providing funding to financial and non-financial firms. The banking industry also appears to be 

attractive to investors, given the high level of influx of both Ghanaian and foreign banks into the 

country.     

   In spite of its importance and attractiveness, not all banks have had it easy operating in the 

country. While some banks have had to liquidate other existing banks have been experiencing 

slow growth rate in their profitability level (BoG, 2010). Even though strong empirical support 

may not be found to support the assertion that poor working capital management practices could 

play a major role in bank performance and failures, very few would deny it. These are the major 

motivations for the current study. Specifically, the study unveils the relationship between 

working capital management and the profitability of banks in Ghana. 

   The rest of the paper is organized as follows: section two deals with a review of empirical 

studies and examines how effective working capital management affects firm profitability; 

section three discusses the methodology of the study; section four is on discussion of empirical 

results. The conclusion of the study is finally presented in section five. 

 

2.0 Review of related research literature 

 

2.1 Theoretical and Empirical Review    

   The choice of working capital policy affects the profitability of firms. Aggressive financing 

policy has greater portion of current liabilities relative to current assets. This working capital 

structure leads to high liquidity risk and expected profitability. On the other hand, conservative 

working capital policy has greater current assets to current liability. This is to ensure moderate 



British Journal of Economics, Finance and Management Sciences                                          3 

November 2011, Vol. 2 (2) 

 

 

© 2011 British Journals ISSN 2048-125X 

 

liquidity risk through lower financing cost which also leads to moderate profitability      

(Czyzewski and Hicks, 1992 and Afza and Nazir, 2007).     

   Narasimhan and Murty (2001) stressed on the need for many industries to improve their return 

on capital employed (ROCE) by focusing on some critical areas for cost reduction to improve 

working capital efficiency. In fact, most empirical studies have shown that efficient working 

capital management has a direct effect on firm profitability even though a greater proportion of 

these studies are based on non financial firms. Specifically, most researchers argue that reducing 

cash conversion cycle improves on firm profitability. In other words while reduction in stock 

turnover and debtors’ collection period improves firm profitability, reduction in creditors 

payment period is seen to be detrimental to the performance of firms.  

   Shin and Soenen (1998) examined the relationship between working capital management and 

value creation for shareholders. They examined this relationship by using correlation and 

regression analysis, by industry, and working capital intensity. Using a COMPUSTAT sample of 

58,985 firm years covering the period 1975-1994, they found a strong negative relationship 

between the length of the firm's net-trade cycle (NTC) and its profitability. Based on the 

findings, they suggest that one possible way to create shareholder value is to reduce firm’s NTC. 

Following pioneer work of Shin and Soenen (1998), Deloof (2003) study found a strong 

significant relationship between the measures of WCM and corporate profitability. Their findings 

suggest that managers can increase profitability by reducing the number of days of accounts 

receivable and inventories. In a related study, Wang (2002) emphasized that increase in 

profitability can be achieved by reducing number of day’s accounts receivable and reducing 

inventories. Thus, a shorter Cash Conversion Cycle (CCC) and net trade cycle is related to better 

performance of the firms. Furthermore, efficient working capital management is very important 

to create value for the shareholders. Lazaridis and Tryfonidis (2006) investigated the relationship 

of corporate profitability and working capital management for firms listed at Athens Stock 

Exchange. They reported that there is statistically significant relationship between profitability 

measured by gross operating profit and the Cash Conversion Cycle. Furthermore, Managers can 

create profit by correctly handling the individual components of working capital to an optimal 

level. Similar results with very few disparities are shown in Kenya (Mathuva, 2009), Nigeria 

(Falope and Ajilore, 2009) and Istanbul (Uyar, 2009).   

   Raheman and Nasr (2007) studied the relationship between working capital management and 

corporate profitability for 94 firms listed on Karachi Stock Exchange using static measure of 

liquidity and ongoing operating measure of working capital management during 1999-2004. It 

was found that there exist a negative relation between working capital management measures 

and profitability.  

   On the contrary, Sharma and Kumar (2011) present findings which significantly depart from 

the various international studies conducted in different markets that working capital management 

and profitability is positively correlated in Indian companies. The study further reveals that 

inventory of number of days and number of days accounts payable is negatively correlated with a 

firm’s profitability, whereas number of days accounts receivables and cash conversion period 

exhibit a positive relationship with corporate profitability. This study was based on a sample of 

263 non-financial BSE 500 firms listed at the Bombay Stock (BSE) from 2000 to 2008 and the 

data evaluated using OLS multiple regression.  

   Thus, it could be concluded that even though finding common proxies for working capital 

policy is difficult, researchers seem to agree, generally (with few exceptions), that CCC has a 
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significantly negative relationship with firm profitability even though most of these evidence are 

from non-financial firms. Also, it is evidenced that the importance of good working capital 

management practices transcends industry or firm size (Shah and Sana, 2006; Howorth and 

Westhead, 2003; Peel and Wilson, 1996; Padachi, 2006; and   Garcia-Teruel and Martinez-

Solano, 2007).  

 

2.2 Factors Affecting Bank Profitability 

   Even though profitability does not necessarily mean liquidity, profitability ensures firm 

survival, growth and less debatably firm liquidity levels.  Among the key factors that influence 

bank profitability are capital structure, size, growth, market discipline, risk and reputation.  

 

Capital structure 

The relationship between capital structure and firm profitability has been shown to be bi-

directional. Some findings reveal a positive relationship between debt and firm profitability 

(Abor, 2005 and Agyei, 2010) while others show a negative relationship (Inderst and Mueller, 

2008). 

 

Size 

There is a long standing relationship between firm size and profitability because of economies of 

scale and increased bargaining power. Thus it is expected that larger banks that managed their 

size well and guard against diseconomies of scale are better able to outperform smaller banks.   

 

Growth 

Growth firms have more avenues to invest their funds and are likely to stay profitable than firms 

with little or no growth. Couple with the fact that companies with high growth options might 

exhibit shorter CCC (Emery, 1987; Petersen and Rajan 1997; and Cuñat, 2007) it is much more 

likely that banks with high growth prospects can increase their profitability.  

  

Age 

Banks that have existed for long are expected to have acquired economically beneficial loyalties 

from their suppliers of funds and customers. These loyalties, in addition to the wealth of 

experience gained over the years, are expected to translate to high profitability.  However this 

may hardly be the case for banks which have not consciously built their reputation over the 

years. 

 

Credit risk 

One of the biggest challenges of banking business is the risk that borrowers may not be able to 

pay the principal and interest when the time is due. We assess the impact of credit risk (measured 

as loan loss ratio) on the profitability of banks in Ghana, as this risk is likely to influence the 

performance of banks. 

 

Exchange rate risk 

Foreign exchange trading is a principal activity of banks in Ghana. In fact, banks make 

gains/losses   in periods of high exchange rate volatility. Also, some banks take funding from 

abroad and these loans are denominated in foreign currency. Thus, needless to say, their 
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repayments should also be done in the same currency. Even though currently the cedi appears to 

be performing relatively well against the major trading currencies, the impact of foreign 

exchange risk on bank profitability cannot be overlooked.   

 

3.0 Method 

The basic data used for this study was taken from the financial statements of 28 banks, over a ten 

year period (from 1999-2008). The source of this data was from Bank of Ghana. Data relating to 

loan loss ratio and exchange rate was taken from the World Bank Data on Ghana.  

 

3.1 The Model 

The nature of the data allows for the use of Panel data methodology for the analysis. Panel data 

methodology has the advantage of  not only allowing researchers to undertake cross-sectional 

observations over several time periods, but also    control for individual heterogeneity due to 

hidden factors, which, if neglected in time-series or cross-section estimations leads to biased 

results (Baltagi, 1995). The basic model is written as follows: 

Yit = α + βXit + εit                                                                                                                                                                                  (1) 

Where the subscript i denotes the cross-sectional dimension and t represents the time-series 

dimension. Yit, represents the dependent variable in the model, which is bank cash position.  Xit 

contains the set of explanatory variables in the estimation model. α is the constant and β 

represents the coefficients. 

The following models were used for the study: 

PROFi,t = α0 + β1CPPi,t + B2DCPi,t + B3TDAi,t.+   B4SIZEi,t + B5GROi,t.+ B6LISTi,t +  B7LLRi,t 

+ B8ERRi,t.+ B9AGEi,t + εit                                                                                                         (2) 

 

PROFi,t= α0 + β1CCCi,t + B3TDAi,t.+B4SIZEi,t + B5GROi,t.+ B6LISTi,t +  B7LLRi,t + B8ERRi,t.+ 

B9AGEi,t + εit                                                                                                                               (3) 

 

where the variables are defined in Table 1 together with the expected signs for the independent 

variables. 

Table 1: Definition of variables (proxies) and Expected signs 

VARIABLE DEFINITION EXPECTED 

SIGN 

PROF Profitability = Ratio of Earnings before 

Interest and Taxes to Equity  Fund for 

Bank i in time t 

 

CCC Cash Conversion Cycle = The difference 

between Debtors Collection Period and 

Creditors Payment Period for Bank i in 

time t   

Negative 

CPP Creditors’ Payment Period= The ratio of 

bank short –term debt to interest expense 

x 365 for Bank i in time t 

Negative 

DCP Debtors Collection Period= The ratio of  

Bank current asset to Interest Income x 

365 for Bank i in time t 

Positive 
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TDA Leverage = the ratio of Total Debt to 

Total Net Assets for Bank i in time t 

Positive 

SIZE Bank Size = The log of Net Total Assets   

for Bank i in time t 

Positive 

GRO Bank Growth= Year on Year change in 

Interest Income for Bank i in time t 

Positive 

LIST For whether bank is listed on Ghana 

Stock Exchange (GSE) or not- Dummy 

Variable; 1 if bank is Listed on GSE 

otherwise 0 

Positive 

LLR Credit Risk = Annual Bank 

nonperforming loans to total gross loans 

(%). Each year’s ratio is applied to all 

banks existing in that year. 

Positive 

ERR Exchange Rate Risk: Annual Standard 

deviation of Official Exchange rate 

(LCU/US$, Period average) 

Positive 

AGE Bank Age = the log of bank age for Bank 

i in time t 

Positive 

Ε The error term  

 

4.0 Discussion of Empirical Results 

 

4.1 Descriptive statistics 

   Table 2 depicts the descriptive statistics of the variables used in the study.  Banks performed 

well, based on the ratio of earnings before interest and taxes to equity (with a mean of about 

89.2%), even though some banks recorded as low as -91%.  The average (standard deviation) 

cash conversion cycle of banks was -6525 days (3,907) equivalent to about 18years on a 365-day 

cycle. This lends support to the much accepted view that most banks are highly levered. 

Consequently it is not surprising that total debt accounted for about 88 % (0.305) of total assets. 

The log of bank assets had a mean (standard deviation) of 7.9600(.6185) while bank growth 

averaged at about 59.92% but this feet appeared to be achieved by few banks as the variation was 

wide. Also, on the average, about 36% of banks are listed on the Ghana Stock Exchange. Lastly, 

the mean (standard deviation) loan loss ratio was 13.96 (5.49) whilst exchange rate risk averaged 

(standard deviation) at 16.33% (0.1269).  

 

Table 2: Descriptive Statistics 

VAR. OBSERV. MEAN STD. DEV. MINIMUM MAXIMUM 

PROF 190 0.89208 0.65544 -0.90627 4.48232 

CCC 187 -6524.6 3906.49 -26102.6 -1557.03 

CPP 188 7690.44 4167.13 2004.02 29254.49 

DCP 189 1195.88 616.02 6.646215 4891.48 

TDA 190 0.87903 0.1056 0.305114 1.71267 
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SIZE 190 7.96 0.61856 5.94646 9.21754 

GRO 160 0.59927 0.9261 -0.3152 8.15321 

LIST 190 0.35789 0.48065 0 1 

LLR 151 13.96159 5.49013 6.4 22.7 

ERR 190 0.16329 0.12691 0.00218 0.52359 

AGE 188 1.08381 0.56826 0 2.04921 

 

4.2 Correlation Analysis and Variance Inflation Test 

   Variance inflation factor (VIF) and correlation analyses were used to test the presence of 

multicollinearity among the regressors. The results, as reported in Table 3A and 3B, show that 

almost all the variables are not highly correlated. Because of the high level of correlation 

between Cash Conversion Cycle (CCC) and Creditors Collection Period, the stepwise regression 

method was adopted. This gave rise to two models: model 1 which excluded CCC but included 

CCP and DCP; and model two which only used CCC. Subsequently, the VIF of the two models 

were estimated. The VIF means of model 1 and 2 of 2.18 and 2.11 respectively, fall within the 

benchmark for rejecting that the presence of multicollinearity is significant ((Wikipedia, 2011 

and; Kutner, 2004).    
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Table 3A: Variance Inflation Factor Test 

                            Model 1           Model 2 

VAR. VIF 1/VIF VIF 1/VIF 

CCC   1.69 0.5931 

CPP 1.88 0.5308   

DCP 1.89 0.5287   

TDA 1.22 0.8179 1.21 0.8261 

SIZE 3.77 0.2653 3.74 0.2677 

GRO 1.14 0.8762 1.17 0.8523 

LIST 1.10 0.9065 1.13 0.8818 

LLR 3.64 0.2751 3.04 0.3290 

ERR 2.45 0.4082 2.38 0.4203 

AGE 2.05 0.4877 2.54 0.3943 

Mean VIF 2.18  2.11  

 

Table 3B: Correlation Matrix  

VAR. PROF CCC CPP DCP TDA SIZE GRO LIST LLR ERR AGE  

PROF 1.0000             

CCC 0.1220 1.0000           

CPP -0.124 -0.991 1.0000           

DCP -0.116 -0.361 0.4853 1.0000          

TDA  0.231 0.0942 -0.061 0.1595 1.0000         

SIZE  0.037 -0.442 0.4746 0.4242 0.1207 1.0000        

GRO  0.133 0.1389 -0.124 0.0231 0.0707 -0.2188 1.0000       

LIST -0.164 -3E-04 0.0025 -0.022 -0.108 -0.0126 -0.140 1.0000      

LLR  0.204 0.1988 -0.065 -0.415 -0.083 -0.3110 0.0126 0.0910 1.0000    

ERR  0.061 0.1121 -0.198 -0.077 -0.059 -0.0800 0.0454 0.0029 -0.692 1.0000   

AGE  0.040 -0.317 0.3315 0.2459 -0.086 0.6432 -0.198 0.1892 0.0472 -0.026 1.0000  
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4.3 Discussion of Regression Results 

   The random effects technique was used for the analysis of the two models. The results (as shown in Table 

4) indicate that cash conversion cycle, debtors’ collection period, creditors’ payment period, loan loss ratio 

and exchange rate risk are significant factors that explain the profitability of banks in Ghana. The results also 

confirm that bank profitability is not independent of capital structure and bank size. Surprisingly, under 

model 1, listed banks appear to perform abysmally as compared to unlisted banks but this finding was not 

significant under model 2. Even though bank growth has a positive relationship with profitability, the result 

is not significant. Also the age of a bank appears to have an insignificantly negative relationship with 

profitability. 

   The study reveals that cash conversion cycle has a significantly positive relationship with bank profitability 

in Ghana. In other words as banks increase the length of its debtors’ collection period and reduce its 

creditors’ payment period, the profitability of banks is greatly enhanced. This is due to the nature of working 

capital used for banking operations. Bank working capital is largely made up of short term debts in the form 

of customer deposits, overdraft assets and short term investments vehicles. As the CCC is delayed through 

lengthened DCP and shortened CPP, banks increase their interest earnings (which is the main source of 

revenue for banks) and reduce their interest expenditure concurrently. All these enable banks to increase their 

profitability. This result seems to deviate largely from our expectations and most previous empirical works 

which use data from non-financial firms (Shin and Soenen, 1998; Wang, 2002 and Deloof, 2003) but 

corroborate that of (Padachi, 2006 and Sharma and Kumar, 2011). Most of these empirical works argue in 

favour of a negative relationship between CCC and firm profitability. The caution (with this study) however 

is that the level of interest income earned by banks depends largely on the level of credit available to banks 

for lending. Consequently, banks should match their assets against their liabilities appropriately by finding 

the optimal combination of current assets and current liabilities that would enable the banks to stay 

profitable. 

   The results also confirm predominantly known relationship between risk and return. LLR and ERR have 

positive relationship with bank performance. Apparently as credit risk increases, banks take advantage of that 

and increase their interest rate which invariably leads to an enhanced profitability. This result seem to suggest 

that the proportion of cost which should be borne by borrowers for high default more than caters for default 

risk and that banks benefit whenever there is an increase in credit risk. Similarly, banks also benefit from 

exchange rate risk. When exchange rates are volatile most of the banks buy and hold onto the foreign 

currencies with the hope of selling in future to benefit from the price differential. Apparently, in Ghana, 

where mostly the Ghana cedi depreciates against the major foreign currencies, the benefits derived from 

exchange rate trading (by the banks) far outweigh the additional cost of servicing foreign debt and related 

expenses. 

   The study also supports the capital structure relevance theory. Debt increases bank profitability probably 

through heightened discipline, threat of bankruptcy or the debt tax shield. This lends support to the agency 

cost hypothesis. Bigger banks appear to be more profitable than smaller banks due to benefits of economies 

of scale, efficiency of operation and probably high bargaining power (Agyei, 2011). Astonishingly, the 

results seem to suggest that listed banks perform badly when compared to unlisted banks. This could be due 

to relaxed control on banks (by investors) once they get listed and weak Ghana Stock Exchange regulations 

to ensure that investors get their monies’ worth. Whatever be the case, the result is not favourable to 

investors in banks that are listed.  
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Table 4: Regression Result (Dependent Variable: PROF) 

    Model 1       Model 2     

Var. Coef.  Std Err. z-stat Prob. Coef.  Std Err. t-stat Prob. 

CCC     0.0216 0.0057 3.73 0.000 

CPP -0.00006 0.00002 -3.82 0.000       

DCP 0.00016 0.00009 1.74 0.083       

TDA 2.28756 0.53501 4.28 0.000 3.7979 0.8188 4.64 0.000 

SIZE 0.51494 0.15268 3.37 0.001 0.3960 0.1584 2.50 0.014 

GRO 0.08087 0.05108 1.58 0.113 0.0417 0.0538 0.77 0.440 

LIST -0.19183 0.09317 -2.06 0.039 -0.1444 0.0987 -1.46 0.146 

LLR 0.08966 0.01594 5.63 0.000 0.0639 0.0143 4.46 0.000 

ERR 4.84791 1.11226 4.36 0.000 4.6046 1.1227 4.10 0.000 

AGE -0.12505 0.13116 -0.95 0.340 -0.1232 0.1396 -0.88 0.379 

CONS. -6.62406 1.29728 -5.11 0.000 -6.4251 1.3585 -4.73 0.000 

             

  R-sq  0.3840  R-sq  0.3660   

  Adj. R-sq  0.3321  Adj. R-sq 0.3258   

  Wald chi2(9) 66.69  Wald chi2(8) 72.75   

  Prob.   0.0000   Prob.   0.0000   

 

5.0 Conclusion 

   This study is a modest attempt to examine whether empirical results on the relationship between working 

capital management practices and profitability of non financial firms are applicable to financial firms like 

Banks. The study included all commercial banks from a developing economy, Ghana, over a ten-year period 

(1999-2008). The study used data from Bank of Ghana and World Bank. Using panel data methodology, 

within the framework of the random effects model the study concludes that while cash operating cycle has a 

significantly positive relationship with bank profitability, just like debtors’ collection period, creditors’ 

payment period exhibits a significantly opposite relationship with profitability. The study also adds that 

credit risk and exchange risk significantly increases bank profitability similar to that of bank capital structure 

and size. Surprisingly, however listed banks appear to perform poorly as compared to unlisted banks. Thus, 

even though banks are advised to increase their cash conversion cycle, they are to do so cautiously since the 

level of interest income earned by banks depends largely on the level of credit available to them for lending. 

Consequently, banks should match their assets against their liabilities appropriately by finding the optimal 

combination of current assets and current liabilities that would enable them to stay profitable. 
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