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Abstract

Introduction

The main objective of this study is to investi-
gate the effects of the conservative working capital
policies on the profitability and risk of the accepted
enterprises in Tehran Stock Exchange. The impor-
tance of the working capital management and the
effect of the present policies in the working capital
management scope, and its effects on the profit-
ability and the risk of the enterprises are proven, but
these issues are rarely taken into consideration.One
of the most important management discussions in a
business enterprise (profit organization), is the man-
agement of its working capital, because it directly
affects the profitability and liquidity of the business
enterprise. The management of the working capital
is divided into two groups, namely the management
of the current assets and the management of the cur-
rent liabilities. The management of the working cap-
ital includes the planning and controlling the current
assets and liabilities, in such a way that by remov-
ing the risk results from inability in payment of the
short term commitments on the one hand, and by
avoiding from extensive investments in these assets
on the other hand, makes an equilibrium between
the risk and the profitability and makes more profit
for the business enterprise. Although the manage-
ment of the working capital has a significant role in
the profitability of the business enterprise, but up to
now, rare studies have been conducted in this field
on the Iranian enterprises. The present study seeks
to investigate the relation between the conservative
working capital policies and the profitability and the
risk of the enterprises.

Keywords: profitability, risk, working capital
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In today literature, the financial management
is more focused on these three issues: the deci-
sions related to the capital structure, the deci-
sions related to the capital budgeting and the de-
cisions related to the working capital. From the
above-mentioned issues, in the today literature,
the Working Capital has a great importance be-
cause the management of the working capital has
important effects on the profitability and liquid-
ity of the enterprise (Shobeiri 2011).An effective
and efficient management of the working capital
includes proper planning and effective control of
the current assets and liabilities, and these work-
ing capital can reduce the risk of the inability to
pay back the commitments on the one hand, and
the risk of the excessive investments in the current
assets on the other hand, and can lead the enter-
prise to more profitability (LG, 2004). Different
guidelines are taken into consideration for work-
ing capital management. The business enterprises
by using from different approaches and guidelines
related to the working capital management, can
affect the liquidity and profitability of the com-
pany. These guidelines define the amount of risk
and performance (profitability) of them. About
the working capital, the policies are ranged from
conservative to aggressive policies. With regard
to the conditions and the desired solutions of the
company, the proper policy is selected (Hashem-
Valipur and Hora Hosseini, 2009).

Research background

Delov (2003) found that all conducted studies in
the small to large enterprises seek to find factors in
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these enterprises in order to identify the strong rela-
tion between the working capital management and
the profitability of the company. He also suggested
that the enterprises with the higher degree of profit-
ability need less time to pay back their liabilities, and
vice versa. They investigate the relation between the
net business credit facilities and the profitability of
the companies in the USA Stock Exchange between
1974 and 1995. The finding show that with reduc-
tion in the credit facilities, the profitability of the
enterprises increases.

Summilang and Dimmirness (2008) conducted
a study in which they investigated a sample con-
sists of Turkish Manufacturing Companies between
1998 and 2007, in order to find the present relation
between the profitability and the working capital
management; Their obtained results showed that
Receivable Accounts Period, Inventory List Period
and the Levers have a negative and significant effect
on the profitability of the company while the com-
pany growth (Almost in all sales) has a positive and
significant effect on the profitability of the company.
Nevertheless, the Cash Conversion Cycle, the Enter-
prise Size and the Fixed Financial Assets Lever, has
no significant statistical effect on the profitability of
the studied enterprises. The results suggest that the
profitability of the company will increase through re-
duction of the receivable accounts and the Inventory
List.

Gill and Biger and Mathur (2010), investigated
the present relation between the working capital
and profitability of a sample consists of 88 Ameri-
can Enterprises in the New York Stock Exchange
between 2005 and 2007. The results of their study
show that there is a statistical relation between the
Cash Conversion Cycle and the Profitability. Also,
the Demand Recovery period for the managers
should be optimized in order to gain more profit for
the company.

Fritz Shobeiri (2011) in his research investigat-
ed the relation between the conservative and aggres-
sive Working Capital policies and the Profitability
and the Risk of the Enterprises. Their sample con-
sists of 59 different weaknesses and Exchange Bank
of Amman between 2004 and 2008. The results of
their study showed that there is a negative relation
between the measured profitability and the aggres-
sive policies for the working capital of the company.

Javad Rezazade conducted a study in order to
find the empiricalevidence about the relation be-
tween the Working Capital Management and the
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Profitability of the Iranian Enterprises. For this
purpose, a sample consists of accepted Iranian en-
terprises in the Tehran Stock Exchange between
1998 and 2007 was studied and from these enter-
prises, 1356 Year-Enterprise observations were
collected as data. The results of this study show
that the management make and create value for
the enterprise by reducing the assets and the period
of the demand recovery. In addition, the shorter
Cash Conversion Cycle will lead to more profit-
ability for the company.

Abazari (2001) in his study investigated the
working capital strategies in Medicine Manufactur-
ing Enterprises. In this study, the fiscal information
of the Medicine Manufacturing Enterprises which
were accepted in Tehran Stock Exchange between
1994 and 1999, were analyzed in order to define the
working capital policies. The methodology used in
this study was a descriptive approach and its find-
ings showed that the Medicine Manufacturing En-
terprises do not use a common working capital pol-
icy and also it is shown that the performance of the
enterprises in terms of defining the working capital
policy has a significant effect on their performance,
and also there is a negative relation between the ex-
pected risk and the profitability (performance) of
the investment and the adopted policy.

SoheiliTorghe (2009) investigated the relation
between the working capital management and the
profitability of the assets in short and medium size
enterprises in Tehran Stock Exchange, and she
found that there is a negative relation between the
Demand Recovery Period of the Assets and the
Cash Conversion Cycle and profitability of the en-
terprise; and also the liability payback period is di-
rectly related to the profitability.

Methodology

The present study in terms of objective is cat-
egorized as an applied research, and in terms of the
methodology is a descriptive research. And, from
the descriptive researches, this is a correlational re-
search. The analysis and test of the hypotheses were
done according to the proposed hypotheses and
functional definition of the dependent and indepen-
dent variables based on the Pierson correlation coef-
ficients and by using from multi-variable regression
analyze at the 5% Significance Level. Also by defin-
ing the R? coefficient, the changes of the dependent
variables versus independent variables were ana-



lyzed. In the present study, the Student statistics (t)
was used in order to investigate the accuracy of the
research hypotheses and the Fischer statistics (f)
was used in order to investigate the adequacy (ef-
ficiency) of the proposed model.Also, in order to
investigate the normality of the data which is pre-
requisite of the accuracy test of the hypotheses,
Kolmogorov-Smirnov testwas used, and finally in
order to analyze the hypotheses and supplementary
tests in order to validate the regression model, SPSS
software is applied.

Statistical Population (Sample)

In this research, the enterprise with the following
attributes is considered as the statistical Population
(Sample):

» March is the end of their Fiscal Year

* They are not from the financial and investment
enterprises

* Their information are available

* They are accepted in Tehran Stock Exchange at
least from 2007

This sample covers all of the industries except fi-
nancing, investment and financial intermediation in-
dustries.

Investment and Financial intermediation Enter-
prises, Banks and credit institutes because of the nature
of their activities and lack of their required information
in order to calculate some of the research variables are
excluded from the statistical population. Between all
of the members of this population for the research, the
hypotheses of 115 enterprises were selected in order to
be analyzed.

Research Hypotheses

In order to achieve the above mentioned objec-
tives, the following hypotheses are proposed:

First Main Hypothesis: There is a significant rela-
tion between the conservative working capital policy for
the current assets of the enterprise and its profitability
and risk.

* First complementary hypothesis from the first
main hypothesis: There is a significant relation between
the conservative working capital policy about current
assets and the profitability (performance) of the assets.

* Second complementary hypothesis from the first
main hypothesis: There is a significant relation between
the conservative working capital policy about current
assets and the Return on Equity (ROE).

* Third complementary hypothesis from the first
main hypothesis: There is a significant relation between
the conservative working capital policy about current
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assets and the Tobin’ Q Ratio.

* Fourth complementary hypothesis from the first
main hypothesis: There is a significant relation between
the conservative working capital policy about current
assets and the Risk results from the financial lever.

+ Fifth complementary hypothesis from the first
main hypothesis: There is a significant relation between
the conservative working capital policy about current
assets and the business risk of the enterprises.

Second Main Hypothesis: There is a significant re-
lation between the conservative working capital policy for
the current liabilities of the enterprise and its profitability
and risk.

* First complementary hypothesis from the sec-
ond main hypothesis: There is a significant relation
between the conservative working capital policy about
current liabilities and the profitability (performance) of
the assets.

* Second complementary hypothesis from the
second main hypothesis: There is a significant relation
between the conservative working capital policy about
current liabilities and the Return on Equity (ROE).

* Third complementary hypothesis from the sec-
ond main hypothesis: There is a significant relation
between the conservative working capital policy about
current liabilities and the Tobin’ Q Ratio.

* Fourth complementary hypothesis from the
second main hypothesis: There is a significant rela-
tion between the conservative working capital policy
about current liabilities and the Risk results from the
financial lever.

» Fifth complementary hypothesis from the
second main hypothesis: There is a significant rela-
tion between the conservative working capital pol-
icy about current liabilities and the business risk of
the enterprises.

Research Variables and How to Measure Them

1.1. The Conservation Criteria of the Current Asset
AIP Ratio measures this criterion:

_ ToTalcurrentAssets (TcA)

AIP
ToTalAssets (TA)
AIP= Total Current Asset
Total Asset

2.1. The Conservation Criteria of the Current
Liabilities
_ TotalCurrentLiability(TCL)
Total Assets(TA)

AFP




_ Total Current Liabilities
Total Asset

AIP

In order to investigate the effect of the conserva-
tive working capital policy on the profitability of the
enterprises is calculated by Return of Assets (ROA)
ratio, Tobin’ Q Ratio and the Return on Equity
(ROE) Ratio, as follow:

_ NetEarningAfterTaxes (NEAT)

RoA:
BookValueAssets(BVA)
or
RoA= EBT,
TA

The Tobin’ Q model is one of the other models
for defining the value, which is used in enterprises
and by investors.

MarketValueoffirm (MVF)
BookValueofAssets(BVA)

Tobin’q=

Market Value of the Enterprise

Tobin’ Q =
Q Book Value of the Assets

The Return on Equity (ROE) which is one of
the dependant variables is as follow:

_ Net Profit
Totsl of Equity

_ EBiT
Totsl of equity

Generally the working capital is defined the cur-
rent assets minus the current liabilities.

Working Capital = Current Asset - Current Li-
abilities WC

Business Risk:

Operating Lever or the Business Risk is calcu-
lated as follow:

Business Risk (Operating Lever) = Dol =

EBIT, — EBIT,
_ %AEBIT _ EBIT,
%AS Sy,
Sl

In which S is the Sale and EBIT is the Profit be-
fore tax and interest.

Openly accessible at http://www.european-science.com

Social science section

Financial Risk:

) ) EBiT %ADS
Financial Lever = DFI= = -
EBT %AEBiT

The Financial Lever is calculated by the follow-
ing formula:

_ Total Liabilities
Total Assets

DFL

Results and Discussion

First Main Hypothesis: There is a significant re-
lation between the conservative working capital policy
for the current assets of the enterprise and its profit-
ability and risk.

1. Generally, the more conservative activities
of the enterprise in the working capital policies
about the assets lead increase of the return on as-
sets (ROA) and business risk and reduction in the
risk results from the financial lever of the company,
and the management by more investments in the
current assets, can gain more profitability and more
performance, and this should be taken into consid-
eration that this increase in the profitability will lead
to increase in the business risk, so there should be a
balance between the profitability and the risk in the
company; Because according to the findings of the
experiments, the increase in the Return on Assets
(ROA) and Tobin’ Q Ratio results from adaption of
the conservative policies about the current assets,
will lead to an increase in Risk, So the management
should consider the balance between the profitabil-
ity and the Risk.

According to the obtained results from the Pier-
son Correlation Coefficient Test, sig = 0.044 (sig <
0.05), it can be concluded that there is a significant
and positive relation between the conservative poli-
cies of the current assets and the Return on Assets
(ROA). It means in an enterprise with conservative
working capital policies about its current assets, the
Return on Assets (ROA) will increase, and the effi-
ciency of the assets is more, in other words, the more
investments of the enterprise in the current assets,
and the more conservation in its policies, and also
by using from these current assets in the production
process, the more efficiency and performance will
be achieved. The obtained result from the analysis
of this hypothesis is consistent with the results ob-
tained from the studies conducted by Grablivski



(1976), Fritz Shobeiri (2011) and Abzari (2007).

2. Second minor hypothesis from the first main
hypothesis: There is a significant relation between
the conservative working capital policy about cur-
rent assets and the Return on Equity (ROE).

According to the obtained results from the Pier-
son Correlation Coefficient Test, sig=0.215, there is
no significant relation between the conservative poli-
cies about the current assets and the Return on Eq-
uity (ROE), so this hypothesis is not proven, and no
relation can be found between the Return on Equity
(ROE) and the conservative working capital policy.
It means that conservative activities have no effect on
the Return on Equity (ROE) in the enterprise.

3. Third minor hypothesis from the first main
hypothesis: There is a significant relation between
the conservative working capital policy about cur-
rent assets and the Tobin’ Q Ratio.

About this hypothesis, this conclusion can be
made that with regard to the obtained correlation
coefficients, sig = 0.005, this hypothesis is accepted
and there is a direct relation between the Tobin’Q
Ration and the conservative working capital poli-
cies about the assets, it means the more conserva-
tive working capital management of the enterprise
and the more investments in the currents assets, the
performance and the value of the enterprise will in-
crease and therefore, the profitability of the company
will increase too. The above mentioned conclusion is
consistent with the results obtained from the studies
conducted by Grablovski (1976), Troll and Solano
(2007), Abzari (2007) and Hassan Pour (2009).

4. Fourth minor hypothesis from the first main
hypothesis: There is a significant relation between the
conservative working capital policy about current as-
sets and the Risk results from the financial lever.

According to the obtained correlation coeffi-
cient, sig = 0.121, this conclusion can be made that
this hypothesis is rejected and no significant relation
can be found between conservative policies about
the current assets and the risk results from the fi-
nancial lever. In the other words, adaption of this
policy has no effect on the risk result from the fi-
nancial lever.

5. Fifth minor hypothesis from the first main
hypothesis: There is a significant relation between
the conservative working capital policy about cur-
rent assets and the business risk of the enterprises.

About this hypothesis and with regard to the cor-
relation coefficient (sig = 0.000), there is a positive
and significant relation between the conservative
policies about the current assets and the business
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risk of the enterprise, so adaption of the conserva-
tive policies about the current assets can lead to an
increase in the business risk or the operating lever,
which in this study is calculated by sale to asset vari-
ance (ratio); and although by more investments in
the current assets, the enterprises can achieve more
profits, but this can lead to an increase in the busi-
ness risk too.

The results obtained from analyze of this hy-
pothesis is supported by the results found in the stud-
ies conducted by Afza and Nazir (2007), Samilong
(2008), Fritz Shobeiri (2011), Abzari (2007) and
SoeiliToroghi (2008).

Second Main Hypothesis: There is a significant
relation between the conservative working capital
policy for the current liabilities of the enterprise and
its profitability and risk.

According to the obtained correlation coeffi-
cients (sig = 0.044) it can be concluded that there is
a positive and significant relation between the con-
servative policies about the current liabilities and the
profitability and the risk of the companies, and then
adaption of these conservative policies can lead to
an increase in the business risk. In the other words,
if the much of liabilities of an enterprise is current li-
abilities, this fact leads to an increase in the risk of the
enterprise. According to the results from this study, it
is recommended that the enterprises adapt the con-
servative policies in their current assets in order to
gain more profits and decrease the risk of the enter-
prise, but adaption of the conservative policies about
the current liabilities has no effect on the profitability
and only leads to an increase in the business risk on
the one hand, and reduction of the financial lever of
the enterprise on the other hand; and because of the
above mentioned facts, this is not recommended. So,
generally adaption of the conservative policies about
the current asset and more investments in the current
assets, will lead to more profitability.

About the conservative working capital poli-
cies about the liabilities, the obtained results are in
consistent with the results obtained from the stud-
ies conducted by Amir AbdolNezhad (2007), Fritz
Shobeiri (2011) and Falp and Elgio (2009).

1. First minor hypothesis from the second main
hypothesis: There is a significant relation between
the conservative working capital policy about cur-
rent liabilities and the profitability (performance) of
the assets.

According to the correlation coefficient (sig =
= (.044), about this hypothesis this conclusion can be
made that there is a significant and positive relation



between the conservative policies about the current li-
abilities and Return on Assets (ROA), and if an enter-
prise has a conservative working capital policy about
its liabilities, then more cash will be available for this
enterprise and by investing these cash flow in the cur-
rent assets and production, the performance and prof-
itability of the enterprise will increase. The obtained
results from this hypothesis is consistent with the re-
sults obtained from studies conducted by Grablovski
(1976), Fritz Shobeiri (2011) and Abzari (2007).

2. Second minor hypothesis from the second
main hypothesis: There is a significant relation be-
tween the conservative working capital policy about
current liabilities and the Return on Equity (ROE).

About the effect of the conservative policies
about the current liabilities on the Return on Equity
(ROE), with regard to the obtained correlation co-
efficient, sig = 0.928, no significant relation can be
found between these two independent and depen-
dent variables.

3. Third minor hypothesis from the second main
hypothesis: There is a significant relation between
the conservative working capital policy about cur-
rent liabilities and the Tobin’ Q Ratio.

According to the obtained correlation coeffi-
cient, sig = 0.084, it can be concluded that this hy-
pothesis is rejected, and therefore there is no signifi-
cant relation between conservative policies about
current liabilities and the Tobin’ Q ratio.

4. Fourth minor hypothesis from the second
main hypothesis: There is a significant relation be-
tween the conservative working capital policy about
current liabilities and the Risk results from the fi-
nancial lever.

The obtained correlation coefficient, sig=0.102,
is larger than acceptable value (0.05), therefore this
hypothesis is rejected. It can be concluded that there
is no significant relation between conservative poli-
cies about the current liabilities and the financial le-
ver of the enterprise. It means that conservative poli-
cies of an enterprise about its liabilities have no effect
on the risk associated with the financial lever.

Fifth minor hypothesis from the second main
hypothesis: There is a significant relation between
the conservative working capital policy about cur-
rent liabilities and the business risk of the enterprises.

According to the correlation coefficient, sig ==
0.003, this hypothesis is proven, and it can be said
that there is a significant and positive relation be-
tween conservative working capital policies about
the current liabilities and the business risk of the en-
terprises. So this conclusion can be made that adap-
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tion of conservative policies about current liabili-
ties, will increase the business risk of the enterprise,
therefore more attention should be paid to adaption
of these policies by the managers.

Generally according to the results obtained
from analyzing the second main hypothesis, it can
be said that adaption of these policies can lead to
an increase in Return on Assets (ROA) on the one
hand, and an increase in the business risk on the
other hand.
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