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ABSTRACT

Cash flow is the life blood of any business. Firms with inadequate cash flow experience
difficulties in growing their business as they struggle to fund their basic operations. A firm
has to invest either in working capital, assets or in other ways but if it lacks cash flows it’s
not in a position to do so. Manufacturing firms require a lot of cash flows to run their
operations. These manufacturing firms require a lot of machines for production as well as a
lot of cash to buy raw materials. Also, a huge amount of cash is paid out as salaries and
wages as the manufacturing sector is labor intensive. Manufacturing firms are faced with
many challenges especially in managing their cash flows. Therefore, the researcher in this
study sought to establish the factors that affect cash flow in manufacturing firms in Kenya.
The study was guided by the following specific objectives, to establish how investments
affect cash flow in manufacturing firms listed in the Nairobi stock exchange, to find out how
inventory controls affect cash flow in manufacturing firms listed in the Nairobi stock
exchange, to determine how profitability affect cash flow in manufacturing firms listed in the
Nairobi stock exchange. The researcher used descriptive research design to describe the
factors affecting cash flow in manufacturing firms listed in the Nairobi stock exchange. A
firm should be able to generate enough cash flows from its operations. If a firm is not able to
cover its current liabilities with cash generated from operations, it will have cash challenges
in financing its operations. A cash flow ratio of one show that the firm has healthy cash flows
and a ratio of less than one shows that the firm does not have enough cash flows to finance its
operations. The study covered a period of five years from 2012 to 2017.The methodology for
the study was descriptive research design. The study employed population census as the listed
firms were very few for the researcher to employ sampling. The listed firms were nine.
Secondary data was used in the study. The data was extracted from published financial
statements which included statement of financial position, statement of cash flows and
statement of comprehensive income. Data was analyzed using STATA software and panel
data analysis methods were used. Analyzed data was presented using figures and tables. The
study findings revealed that there is a positive relationship between cash flows and
investments as measured by net capital expenditure, profitability as measured by return on
assets. There is a negative relationship between cash flows and inventory control as measured
by inventory turnover. The study also established that there is a positive relationship between
cash flows and profitability of a firm as measured by return on Assets (ROA). cash flows in
all the firms have the same trend expect for Eveready East African Itd. The study concluded
that manufacturing firms should exercise inventory control, invest wisely and also manage
profitability of assets to ensure that the firm has enough cash flows to fund its operations.

Key words: Cash flows, cash flow ratio, Manufacturing firms, Investments, Profitability,

inventory control, inventory turnover, Return on Assets.
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OPERATIONAL DEFINATION OF TERMS.
The study adopted the following definition for key terms.
Cash flow - These refers to cash inflows and cash outflows in a business. Cash flow is the net
difference between the amount of cash available at the beginning of a period referred in
accounting terms as opening balance and the amount at the end of that period referred as closing
balance. It’s the net difference between cash inflows and cash out flows.
Inventory control — Inventory control refers to the practices established by a firm to help in
ensuring that the firm has optimum levels of stock at any given time. The measures put in place
help in managing stocks efficiently and thus avoid unnecessary costs associated with under or
overstocking. (Swaleh& Were, 2014).
Inventory turnover Ratio —This is a ratio which identifies the number of times a firm
replenishes its stocks in a year. If the ratio is high, it’s an indication that the firm is operating
well in selling their stocks. It’s an indication that the management is efficient and effective in
their operations.
Investments — Investments refers to the net capital expenditure in the current year. It’s the
difference between capital expenditure in the present year and capital expenditure in the
previous year. It’s mainly capital Commitment of funds with expectation to gain from the funds
in the future.
Manufacturing and Allied firms -These are corporations that obtain raw materials as inputs
and through certain processes transform them into finished products for final use or for further
production of goods and services. (Kenya association of manufacturers ,2011)
Nairobi stock exchange —The Nairobi stock exchange is a corporation that engages in listing
of companies for trading of shares to raise capital. It’s regulated by the capital market

Authority.

xii



Profitability- This is the expected return from a firm’s assets or investments. It’s the ability of

a firm to make profit from its operation by using the available resources.
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CHAPTER ONE

INTRODUCTION

1.1 Background of the Study

1.1.1 Cash flow
Most of the manufacturing firms in Kenya being small in size have been experiencing cash

flow fluctuations and sometimes they record negative cash flows. The fluctuations have been
associated with several factors which include but not limited to investments, inventory control
and profitability of assets. Most of these manufacturing firms are not in a position to cover their
current liabilities as a result of cash flow challenges (Quinn , 2011)

Cash flow is defined as the net difference between cash inflows and cash outflows in a firm. If
a firm has Positive net cashflow, it’s an indication that the liquid assets of a firm are increasing.
This means that the firm is able to pay its liabilities, pay dividends to shareholders, invest more
in the business, fund its operations on time and also set aside reserves for future use if the firm
has financial challenges. If the firms liquid assets are decreasing, the firm will have negative
cash flows an indication that the firm will experience cash flow challenges. The importance of
cash flow in any kind of business cannot be overlooked as without enough cash flows a business
will collapse as it will not be able to fund its operations.

Management of cash flow is the process of controlling how cash is used to ensure that it’s used
in the right way to optimize returns. It involves control of company funds to increase returns
by ensuring maximum investment and reduction in finance costs. It entails proper use of cash
by investing it in productive activities than having idle cash. Managing cash efficiently
involves the planning of how much cash to retain by considering the costs and benefits of
having too much cash or having less or no cash. Cash management according to Atrill(2012)

is the timely acquisition of information relating to a company’s cash flow which may include
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among other factors capital balances as well as receipts and disbursements. Managing cash
effectively involves providing cash resources on time to ensure that the operations of the firm
are run smoothly. Cash is a corporate asset and should be managed using basic tools and
techniques to safe guard it. Good cash management practices are important to the success of
each company, ether it has enough cash or it has cash crisis.Muinde (2013) argued that
manufacturing firms contribute to economic growth, create employment as well as help in
eradicating poverty. Despite the role they play experience a lot of challenges especially in
managing their cash flows.

A study by Sunday and Burani (2013) showed that the main problem in managing cash flow
in manufacturing firms is that the owners do not record as well as bank their sales. This is
caused by the fact that they do not have management skills. Similarly, lack of proper cash
records contributes to the owner not being able to account, use and manage cash well. The
owner is not able to do monthly reconciliation of the cash book as the records are not well kept.
These reconciliations are important aspect of managing cash flows. This can help the owner to
detect if there is any cash problem and correct it in time. Internal controls relating to cash are
very important in cash management. Only few business owners have the knowledge of internal
controls and their importance.

To have proper internal controls on cash and segregation of duties should be practiced by the
owner in relation to cash handling. Despite all this, other key element relating to the practice
of cash management is the ability of the person who is assigned the task of preparing the
budgets of the enterprise. He should have the knowledge and experience for him to be able to
prepare realistic budgets. Most Enterprises assign the task of doing the budget to managers or
the owner who may not have the right skills. The managers or the owner will have to establish
if the prepared budget meets the needs of the business by reviewing it. Internal controls are of

great importance as they can be used to help identify strength of the enterprise as well as
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opportunities. According to a study by Abanis et al. (2013), the person who prepares the budget
in an enterprise is very important. This is because well prepared budgets can have an influence
of the cash management practices in an enterprise. According to a study done by Avika
andHari, 2014; Abanis et al., (2013) in Uganda and South Africa, manufacturing firms are poor
in managing their cash flows. Most of the manufacturing firms lacks an appropriate strategy to
guide them as well as the cash management skills are poor. Efficiency in cash management can
have a great influence on the expansion and growth of operations in the business. In efficient
cash management can have a negative effect on the operations of the business or even bring
the operations of the business to a standstill. According to a study by
Healya,Guptaa,Gregorioua and Wilson (2014), evidence relating to the financing of small
businesses showed that manufacturing firms that do not generate adequate operating cash flows
(OCF) are likely to be declared bankrupt.

Difficulties in managing cash flow start to occur when the importance of managing cash is
assumed by the management. The owner focus on other management issues and ignores the
management of cash with the assumption that it’s not key to the success of the business. The
operations of the business will be directly affected by poor management of cash. Management
of cash gives businesses an idea if they are making loss or profit. If a business is not practicing
cash management, it might end up making huge losses without its knowledge or even be unable

to pay its financial obligations.

1.1.2 Factors Affecting cash flow
Most businesses state “cash is king”, but they do not have clear methods of projecting the

amount of cash they will need for a specified period of time.
Investment can be described as the current commitment of financial resources so that greater
returns are achieved in the future. Various studies from different researchers have established

that a relationship exists between Investments and cash flows. Jonathan and Katharina (2016)
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established that investments affect cash flow as investing includes usage of funds. Whited and
Erickson (2012) studied on the relationship between investments and cash flow. He concluded
that cash flow and investments are have a negative relationship. Almeida, (2010) conducted a
study to establish how investments and cash flows are related for unbalanced panel of surviving
firms between 1980 to 1999.They established that a negative relationship exists between
investments and cash flow.

In a study by Marketwire (2013), he surveyed small business in different sectors and
established that 73% of the manufacturing firms he surveyed lacked inventory systems. This
meant that the stock levels they held were not optimum and thus affecting the cash flows of the
enterprise. Inventory control and management plays a key role towards cash management.

A study done in Toronto and involving 575 SMEs established that most manufacturing firms
did not have enough knowledge on inventory control measures and were thus not maintaining
inventory records, they were using simple and basic control measures. Approximately 32% of
this manufacturing firms surveyed used manual ways of tracking inventory which simply
involved using a pen and a paper and others had no inventory controls or records at all.
Similarly, Kinciad (2008) in his study established that most entrepreneurs lacked the
knowledge of inventory control procedures and thus did not implement them. They claimed to
keep the inventory records in their head and not keep record, and this information helped them
to classify their stock into fast- and slow-moving categories. These manufacturing firms’
owners ignored the importance of inventory control measures and thus did not implement them.
It was also established that, most of the owners did not know inventory control strategies to
implement as well as how to monitor them. According to Thogori and Gathenya (2014) most
of the manufacturing firms in Kenya have poor inventory management methods which in turn
have effects on the performance of the firms. Marketwire (2013) emphasized on the importance

of manufacturing firms to have well-kept books of account as well as having bank accounts.
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He established that most of the manufacturing firms lacked bank to track various business
transactions. Bank accounts help to establish how a business is profitable, help to conduct a
business in a professional way and also help to establish how legitimate the business is.

Thus, many manufacturing firms will be in a position to keep track of their cash transaction by
examining cash inflows and outflows of the business. Another important factor affecting cash
flow is management bad debts. Kew and Watson (2012) described irrecoverable or bad debt to
be as a result of insolvency of the debtor or as a result of the incurring charges that are more
than the amount owed to collect the debt and thus in the long run end up making huge loses.
The authors highlighted two various ways through which Bad debts can affect manufacturing
firms. Creditors are not paid their money on time or not paid at all and also debtors do not pay
their debts owed to the business thus leading to poor cash flows. All in all, bad debts negatively
affect the cash flows of the firm and thus they should be avoided.

Most manufacturing firms have limited sources of income and thus mostly depend on income
from sales This is the only income that is used to pay expenses and fund the daily operations
of the enterprise.

In a study by manning and Pollack (2011), they identified that the rate at which manufacturing
firms write off bad debts is increasing as a result of most customers not honoring their debts.
They highlighted that as the economy keeps on growing, the expectation is that cash flow of
manufacturing firms improves and continue to grow. No income is obtained from goods sold
on credit and there after turned into bad debts. Inventory cost and other related costs need to
be covered, Manning and Pollack (2011). Profitability is measured as a return on a firm’s asset.
Owino, (2014) studied on the effect of cash flow management on the profitability of
manufacturing companies operating in the County of Nairobi. The objectives were to
investigate the effect of using current assets on profitability, the relationship between cash

receivables and profitability, and the effect of managing incurred cost on profitability of
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manufacturing companies at Nairobi County. The study adopted four (4)manufacturing
companies located in the county of Nairobi. The study used multiple regression models to
analyze the panel data from financial statements. The study applied sample size of four
manufacturing companies which was too small to come up with appropriate findings.

Njuguna (2013) analyzed the effect of cash flows on performance of medium business in Nyeri.
The study aimed at to investigate how cash balances, sensitivity of investment, company size
and account receivables affect profitability. The study sampled 13 medium businesses. The
study failed to apply operating cash flows, and financing cash flows which are main activities

in cash flows statements

1.1.3 Overview of manufacturing firms.

Manufacturing firms are defined as corporations that obtain raw materials as inputs and through
certain processes transform them into finished products for final use or for further production
of goods. In a report by Kenya Association of Manufacturers (2007), the manufacturing sector
plays a key role in the overall performance of the economy in the country. This sector accounts
for over 60% of income to the government through taxes and had an estimated output of over
Kshs.502 billion in 2005.A large scale manufacturing firm is a corporation which has employed
more than one hundred employees, KAM, (2011). Currently Kenya has six hundred and
twenty-seven (627) large scale manufacturing firms. Manufacturing sector is one of the key
pillars that the government identified to support development of the economy in vision
2030.The sector is expected to be powerful and aggressive in supporting creation of jobs,
supporting national growth and in earning foreign exchange for the country as well as
facilitating foreign investment. (GoK, 2007). The manufacturing sector is key in creation of
goods and services by creating demand and supply and also in offering opportunity for

entrepreneurial growth.



Most of the manufacturing firms in Kenya fall in the category of small and medium sized
enterprises (SMES) and thus have inadequate capital, cash flow challenges as well as
technological challenges in their operations. The lack of enough capital forces and cash flow
challenges forces them to manage their cash flows well as the industry is cash intensive and
lack of this limited resource may make the firms to down size or shut down its operations. To
manage the cash flows well, these firms need to identify the factors that affect cash flows either
in a positive or in a negative way. This can only be done by establishing the relationship

between cash flows and the factors affecting it.

The manufacturing firms are labor intensive and require a lot of cash in terms of purchasing
raw materials and also in purchasing production machines. Manufacturers cannot survive
competition in the industry without having enough cash flows to enable them meet production
targets on time as well as adopting latest technology to reduce their production costs. Enough
cash flows can only be achieved through proper cash flow management as lack of enough cash
flows is a major cause of failure of manufacturing firms. (Al-Issa and Zayed, 2007).

The manufacturing sector is a key element for Kenya’s economic development and growth as
it currently employs approximately three hundred thousand people, representing thirteen
percentage of the total working population in Kenya. But as from 1960s, the large-scale
manufacturing subsector has been declining with a stagnant growth of ten percent.

These firms experience a number of difficulties include high labor costs, limited access to the
market, and lack of enough cash flows. Manufacturing firms are important and play a key role
in the world economy. Their importance is more evident in developing countries which have
employment challenges as well as distribution problems, Tambunan (2008). These firms have
great importance in the Kenyan economy as they play a very vital role by contributing to a
large extent to the growth of the overall economy. Economic development and competitiveness

of Kenya can be improved through the manufacturing sector as the sector has high growth
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potential. In contributing to the gross domestic product in Kenya (GDP), it is the third sector
after Agriculture and horticulture. Its contribution is on average 10 % of Kenya’s Gross
Domestic Product, 12.5 % of Kenya’s exports and 13 % to employment creation. (GoK, 2012).
Over the years the sector has experienced a lot of fluctuations as a result of financial challenges
resulting to the lowest real GDP growth rate. In 2008, the real GDP growth rate was 1.7% and
in 2009 the growth rate was 2.6%. (East African Community Facts and Figures, 2010). This
decline in growth was attributed to financial constraints, lack of domestic market as well as
outdated technology. The real Gross Domestic Product rate of growth increased to 5.6 percent
in 2010 recording an improvement in the manufacturing sector performance (East Africa
Community Facts and Figures, 2011).

The Jua kali sector is an important component of the manufacturing industry which comprises
of small-scale entrepreneurs who mostly produce consumer goods and services. The
government has recognized the key role played by the manufacturing sector in the long-term
economic development. In the government’s Vision 2030 planning document, the
manufacturing sector is expected to contribute 10 percent annually to Kenya’s GDP.

A research by Fatoki (2011) established that the failure rate of manufacturing firms to be
between 70% and 80% in South Africa. In reference to this survey, it was noted that poor
management of cash flow and inventory were ranked among the top reasons contributing to the
failure of manufacturing businesses. Over the years, the economic development of many
countries across the globe depends on manufacturing sector thus making them an important
aspect of economic development, (Taiwo et al 2013).

Due to their diversified nature, most manufacturing firms offer employment opportunities to
unemployed youths. Despite this, lack of cash flow has proven to be the major cause of most
manufacturing firm’s failure due to mismanagement and embezzlement of funds which affects

operating costs and capital expenditure, (Brigham and Ehhardt 2010). Understanding financial
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management is paramount when managing financial cash flow transaction in the long run.
Some of the challenges manufacturing firms face include lack management training and
experience, lack of education and skills, outdated technology, lack of market information, lack
of viable market opportunities, undeveloped infra structure and lack of innovation in the
Enterprise.

According to a study by Mong (2011), approximately 28% of SMEs exercise the practice of
cash budget preparation. Cash flow planning through cash budgets is a very key factor to
consider as it gives direction to the managers on how to collect and use cash to ensure smooth
running of the business. Trade receivables if not well managed can cause cash flow challenges
in manufacturing firms. This refers to credit sales advanced to customers and still outstanding.
Long credit periods advanced to customers have negative effect on cash flow. Trade payables
refer to purchases on credit advanced to the firm. Lack of credit from the suppliers or short-
term credit terms will have a negative impact on the cash flow as trade payables involve cash
outflow.

In a study by (Ojode 2014), the researcher established that profitability and cash flows have a
negative relationship which implied that holding more cash flows will increase profitability
and vice versa. Profitability is measured as return on assets. Choice of inventory accounting
method, inventory cost, nature of your stocks and the level of stocks to hold helps in
determining the existing relationship between cash flows and inventory. Poor inventory control
can result into cash flow difficulties while good inventory control measures can lead to healthy
cash flows.

Inventory controls refers to the inventory management policies in place to control movement
of stock as well as the amount of inventory to be held. Holding too much stock can affect cash

flow in a business and also holding less stock is also a disadvantage to the business.



A study by Whited and Erickson (2012) showed that lack of viable investment opportunities
can drain the cash flow of a firm. In Kenya we had limited scholarly studies relating to
manufacturing firms as well as in developing countries.

Handschuh and Loesch (2011) noted that overall heathy economy is related to the health of
small businesses and most manufacturing firms fall in this category. From this perspective, it’s
important to understand the nature of manufacturing firms not only to improve them but also
to improve the overall economy. Despite the various efforts by the government to increase
manufacturing level in the country, more and more firms are closing down as a result of
different reasons. Some of the reasons include lack of enough cash flows, in adequate capital,
poor management strategies well as high indirect costs of doing business. (World Bank, 2007).
Local manufacturing firms are also faced with high tax levels which are paid in form of
corporation taxes. Another serious obstacle is lack of modern technology. Manufacturing firms
in Kenya usually are unable to access credit for expansion as most of them are small and
medium in size and lack assets to use as collateral. Corruption is also another challenge facing
manufacturing firms in Kenya where firms are made to make informal payments to make things
done. (World Bank 2007).

There is lack of enough cash flows that can be used for expansion in most of the manufacturing
firms in Kenya and thus they exist as small and medium enterprises (SME). Despite efforts
made by the government, development partners and other stakeholders to promote
manufacturing firms through technical and financial assistance, a number of constraints still
continue to inhibit the performance and realization of the sector’s full potential. As such an
investigation to these factors hindering the performance of these enterprises is thus vital.
Having highlighted how manufacturing firms are important in improving Kenyan economy and
the challenges they are facing as most of them are managed in the informal way, a need arises

to do a study on the factors affecting cash flow in manufacturing firms in Kenya
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1.1.4. Manufacturing firms listed in Nairobi stock exchange.
The Nairobi stock exchange is an institution registered under the capital market authority and

it’s important in economic development. The institution was started in the early 1920s when
Kenya was still under British control. A true stock exchange was created in 1954 when NSE
was recognized by London stock exchange to be an oversea stock exchange. The main
obligation of the Nairobi Stock Exchange is to regulate the stock market by ensuring trading
of securities at low cost by uniting investors and borrowers. the listed firms are required to
provide their periodic performance reports by the capital markets Authority which is their

regulator. NSE also provides information to general public on investment matters.

The manufacturing sector in Kenya is considered to have high growth potential. The gross
contribution to Gross Domestic Product having rose from 13 percent in 2002 to 15.7 percent
in the year 2007. Due to political stability experienced in Kenya, investors are attracted to it in
large numbers especially in the manufacturing sector and thus the sector keeps on growing.
(G.0.K. 2012). Currently the Nairobi stock exchange has listed nine (9) firms as manufacturing
and allied firms. The listed firms are not the leading firms in Kenya. Listing of the firms means
that the firms need to trade with its shares to raise more capital and also as a way of advertising
themselves. The firms include Mumias sugar limited, B.O.C limited, Carbacid investment
Limited, British American Tobacco limited, Eveready limited, and Kenya orchard limited, and

Flame tree Group, Unga group and East African Breweries limited.

1.2Statement of the Problem

Management of cash flows is very key to a business especially in manufacturing firms that are
cash intensive. This is because they require a lot of inputs as raw materials and a variety of
light and heavy machines and without enough cash flows these cannot be achieved. Most of

the manufacturing firms in Kenya being small in size have been experiencing cash flow
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fluctuations and sometimes they record negative cash flows. The fluctuations in cash flows
have been associated with several factors which include but not limited to investments,
inventory control and profitability of assets. Most of these manufacturing firms are not in a
position to cover their current liabilities as a result of cash flow challenges (Quinn, 2011)
Cash flow management activities in manufacturing firms listed in Nairobi securities exchange
has an increasing Challenge to financial performance. This has been evidenced by the decrease
in performance of manufacturing firms listed at the Nairobi securities exchange as attributed
by cash flows issues, (Athanase, 2015).

A recent report by the World Bank (2014) recognizes the importance of financial management
practices towards economic development in both developing and developed countries. The
study shows that through proper financial management practices, managers are in a position to
make sound decisions on the financial position of an enterprise and their capability of achieving
long term financial goals. Cash management practices are a key tool of ensuring that
organizations profitability is stable while ensuring they do not become insolvent, World Bank
(2014) In Kenya, the cases of cashflow management are highlighted by various studies and
reports. A report by the Kenya Economic Survey (2016) availed that manufacturing firms have
lower performance levels compared to organizations in other sectors with a slow growth rate
of 4.3% per year. The main issues underlining their performance is uncertainty and lack of
knowledge of cash flow management that under mines financial literacy. However, Harash et
al (2014) asserted mismatch in any cash flow management practices hinders capability of
manufacturing firms to achieve positive results. A study by Zulu (2014) indicated that the
failure rate of manufacturing firms in south Africa lies between 70% and 80% as a result of
cash flow problems.

Studies by Ngugi and Waweru (2014) on the effects of financial innovation in relation to how

manufacturing firms perform revealed that financial innovation has an effect on how they
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perform. This happens if a firm is fast enough to embrace new financial innovations in the
market. Another study by Kinyanjui, Kiragu, and Kamau (2017) on cash management on
financial performance revealed that inappropriate skills to manage, plan and control cash flows
leads to slow financial growth as the business may lack cash for expansion. Though the studies
tackled importance of financial management, the studies failed to indicate the factors that affect
cash flow. Most of the studies conducted locally and internationally most address the

relationship between cash flows and firm’s performance.

The Main reason to conduct this study is to examine factors that affect cash flow in
manufacturing firms leading to the high failure rate giving attention to manufacturing firms
listed in the Nairobi stock exchange to address the identified gaps. This paper seeks to establish
the factors that affect cash flow in manufacturing firms by establishing how investments,
inventory control and profitability relate to cash flows. Firms listed in the Nairobi stock

exchange were considered in this study.
1.3 Objectives of the Study

1.3.1 General Objective
To identify the factors affecting cash flow of manufacturing firms listed at the Nairobi

securities exchange.

1.3.2 Specific Objectives.
i.  To establish how investments affect cashflow of manufacturing firms listed at the

Nairobi securities exchange.

ii.  To find out how inventory controls affect cashflow of manufacturing firms listed at the
Nairobi securities exchange.

ilii.  To determine how profitability affects cash flow of manufacturing firms listed in the

Nairobi securities exchange.
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1.4 Research Questions

I.  How do investments affect cash flow of manufacturing firms listed at the Nairobi
securities exchange?

ii.  How does inventory control affect cashflow of manufacturing firms listed at the Nairobi
securities exchange?

iii.  Is there any relationship between profitability and cash flows of manufacturing firms

listed at the Nairobi securities exchange?

1.5 Justification of the Study

Lack of enough cash flows in a firm can affect its operations leading to poor performance. In
extreme cases the firms can be closed down as no cash is available to fund daily operations of
the firm. Managing of Cashflow is of great importance for almost all businesses as good cash
flow management leads to increased financial strength of the business as well as financial
survival. Every business should have in place proper cash management practices to meet the
business needs. Manufacturing firms are of great importance in economic growth mostly in
growing countries as well as in well-established countries. The failure rate of these firms is
increasing on daily basis as a result of cash flow problems among others. A business that has
enough cash flows is able to invest and fund its operations on time. This leads to smooth
running of the business. Cash flow management is important to a business in determining its
sustainability, helping in planning for the future and also helps in establishing the profitability
of the business. Through cash flow management a business is able to plan for its future

unforeseen happenings.

In choosing the independent variables, the researcher considered the nature of manufacturing

firms compared to other firms especially service providing firms. Manufacturing firms are
14



labor intensive and thus require machines and equipment to assist in production of goods thus
the choice of investment as an independent variable. These firms have a lot of stock in the form
of raw materials, work in progress as well as finished products. These levels of inventory
needed to be investigated to establish if they affect cash flows. By increasing investments, the
volume of assets Also increase and thus the return from them should be considered to establish

if they are profitable or not.

This study is motivated by the fact that manufacturing firms are cash intensive and do not have
enough support in cash flow management as well as lack enough knowledge on how to manage
cash flows. More motivation on this study is that only few previous studies have been
conducted on factors affecting cash flow among manufacturing firms thus, the need for further

research to fill the identified gap.

1.6 Significance of the Study

1.6.1 Manufacturing firms’ managers
The study will give the owners and managers of manufacturing firms’ insight on how to

improve their cash flows by giving much attention to the factors that affect cash flows.. This
will help them to formulate cash flow management strategies focusing on increasing the

cashflow generated by the business.

1.6.2 County Government and policy makers.
This study is important to the county government and other policymakers to enhance the

performance of manufacturing firms through grants and protection of the local manufacturing
firms. The county government will know the importance attached to manufacturing firms in
generation of revenue and employment creation. Policy makers will be in a position to utilize

information as input in policy formulation.
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1.6.3 Other Researchers
This study will be used by other researchers as a reference document while doing their research.

More studies can be based on this research and thus other researchers may criticize the sections

of this research that have not been addressed in full using the provided information.

1.7 Scope of the Study

This study sought to establish how investments, inventory control and profitability affect cash
flow among manufacturing firms listed in the Nairobi securities exchange in Kenya. This study
used descriptive research plan. The study included9 manufacturing and allied firms listed in
the Nairobi stock exchange. The manufacturing sector requires a lot of cash to fund the
purchase of raw materials. Without cash flow the operations of the enterprises will be at stand
still. Secondary data was extracted from financial statements which included statement of
financial position, statement of financial position and statement of cash flows and the extracted
data was analyzed using STATA software version 12.0. The researcher used listed
manufacturing and allied firms in this study because these firms are required by the capital
market Authority which is their regulator to publish their annual financial statements. As a
result, it will be easier to get the financial statements from the company’s website as well as
from the capital Market Authority website. These manufacturing firms require a lot of cash to
fund their operations as the manufacturing sector is cash intensive. Most of the manufacturing
firms are categorized as micro, small and medium sized Enterprises and thus may not have
proper books of account as well as audited financial statements. Also, the owners and managers
of these manufacturing firms may be reluctant to give out accurate information about their cash

flows as the information is sensitive.
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CHAPTER TWO
LITERATURE REVIEW

2.1 INTRODUCTION
In this chapter, the study focuses on empirical review, the theoretical aspect, and the

conceptual framework explaining the relationship between the variables i.e. the dependent and
independent variables. It discusses various theories that relate to cash flow. Empirical review

of literature in relation to this topic and conceptual frame work are also analyzed.

2.2 Theoretical frame work

2.2.1 Trade-off Theory
This theory was put forward by Ditmar et al, (2003). According to this theory, in order to

maximize the wealth of shareholders, Enterprises put into consideration the benefits and costs
of holding cash. Cash flow management practices are aimed at ensuring that the firm has
enough cash to fund its operations as well as for investment purposes. According to the tradeoff
theory, firms only hold an optimum level of liquidity so that a balance exists between the costs
and benefits of holding cash Islam, (2012) Some of the costs associated to holding cash include
low returns as a result of liquidity premium and to some extend tax disadvantage. Benefits
associated with holding cash include reduced transaction costs in raising funds or in selling of
assets to raise funds to settle obligations.

If sources of finances are expensive or unavailable, an enterprise can use its liquid assets
available to make investments or to fund its operational activities. Cash inflows and cash
outflows should be maintained at optimal levels. The theory is of great concern in this study
because any cash flow management practice is to ensure that the business is liquid enough to
fund its operations. In managing cash flows, the managers need to know the factors which are
affecting cash flows so as to control them. As Highlighted above, the owner gets to know which

are the best practices to exercise so that he can maintain optimum levels of cash. In a study by
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Joseph (2016) on the impact of cash management practices on the performance of SMEs, he
used this theory and emphasized on the importance of maintaining optimal cash flows to ensure
smooth running of the business. Frank (2014) in his study on cash flow and corporate
performance used this theory to emphasize on the importance of cash flow on the performance
of corporates. He established that mismanagement of cash flows hindered the growth of
manufacturing Firms in Nigeria. The benefits and costs of holding cash should be considered
and necessary actions taken early in advance. Lack of cash to fund operations on time has its
cost and having too much idle cash also has its disadvantages.

In his study Enyew (2016) on factors affecting cash holding of manufacturing share companies
in Ethiopia used this theory to emphasize on the importance of holding optimal cash balances
in manufacturing firms. He noted that firms that do not hold optimum cash flows have problems
in financing their operations and thus may incur additional costs in trying to raise additional
funds externally or in liquidating the current assets they have. Ogundipe et al. (2012) in their
study on cash holding and firm characteristics for firms in the Nigerian emerging market
recognized the importance of this theory. They highlighted that in holding optimum cash flows
costs and benefits exists and a tradeoff should exist between the two. Firms with enough cash
flows can take advantage of profitable business opportunities while firms which lack cash flows

or have negative cash flows can miss profitable opportunities.

2.2.2 Pecking Order Theory
The theory was authored by Majluf and Myers (1986). It suggests that each firm has a certain

order to follow when financing investments. They will prefer to use cheap source of funds first
and then other sources later. Existences of asymmetric information in financial markets led to
the emergence of this theory. Owners and managers have more and better information about
an enterprise than third parties and external investors. This theory is based on two assumptions.

According to informational asymmetry, outside investors have less information compared to
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managers. So, when managers issue new equity as a way of financing new projects the outside
investors interpret it as a signal that the firm is not doing well. This affects the share price
negatively.

Secondly, this theory assumes that the firm manager act in the best interest of the shareholders
and thus maximize the value of shares. The managers can ignore projects with Positive Net
present values if accepting them makes the firm to issue undervalued equity at high costs to
new share orders which would disadvantage the existing shareholders. In a study by Sebastian
(2010), he analyzed the solvency and liquidity of a Dutch firm to establish the effects of this
on financial decisions. He established that solvency and liquidity of an enterprise come together
through hedging, leverage channels and information. The hedging channels and information
helps firms to regularly pay dividends by as they increase the equity-value of firms. They also
help to reduce the volatility of cash flow. A firm with negative cash flows may not be able to
meet its cash requirements. This may be caused by lack of information about the market as well
as poor management of the firm. Leary and Roberts (2010) point out those firms routinely issue
equity when they should not do so. In a study by Akumu, (2014) on the effect of free cash flow
on profitability of firms listed on the Nairobi securities exchange recognized the importance of
this theory. having a lot of free cash flows in a business may affect the firm in a negative way
as mangers take advantage of this and misuse the cash. Only optimum cash levels should be
held.

In a study by Sila, (2018) on the relationship between free cash flows and profitability of firms
listed in the Nairobi securities exchange used the pecking order theory. The researcher
supported this theory by highlighting that costly financing sources should only be used after
the cheap sources of finances have been exploited. This theory was used by Peng (2005) in his
study to establish the nature of relationship between cash flow and investment of companies

listed in the TWSE. The researcher concluded that free cash flows influence investments in
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these firms. Oluoch (2016) used this theory in his study to establish the impact of cash flow
management on the performance of Small and medium sized enterprises in Kenya. He
established that for SMEs to perform well, they should use their cash flows in a certain order.
This is by funding the most important activities first.Fama& French (2004) in their study on
the effects of cash flow on profitability of firms listed in the Nairobi securities exchange used
this theory and established that firms finance new investments in a certain order.

They prefer to use retained earnings first, followed by debt and finally through newly issued
equity. Kinyanjui,(2013) in his study on the relationship between free cash flows and
investments of firms quoted at the Nairobi securities exchange used this theory and emphasized
on the importance of having an order in financing investments. This order is important as
unnecessary costs associated with sources of finance are avoided. This theory is important to
this study because if cash flow is not managed and utilized well a firm will have difficulties in
financing its operations and investments. Any factor that affects cash flow should be monitored.
This theory is important as it provides highlights on the order to follow in utilizing cash flows
in firms. Cash flows being a limited and important resource should be utilized in order of
importance to grow the firm.

Pawlina and Renneboog (2005) conducted a study to establish the relationship between
investments and cash flow in British public companies. The study established that free cash
flows and investments have a positive relationship. This means that having free cash flows in

these firms led to increase in investments.

2.2.3 Free cash flow theory
This theory was authored by Jensen (2011). According to this theory, firm owners like to hold

high levels of cash to increase the total assets of the firm in their control. The managers also
try to have control over the investments of the firm as well as its financing decisions. If free

cash flows are not well monitored, over investment can occur. (Sara Anjum 2013).
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Furthermore, Sara Anjum (2013) noted that firms well established with the banks and operating
in countries with investor protection hold low levels of cash. The above conditions lead to
agency costs and desecrating managers in managing liquidity.

Having too much cash at hand may lead to misuse of business funds. Adnan and Afza (2010)
stated the importance of maintain optimum levels of liquid asset to ensure that the operations
of the firm are run smoothly. Zhou, et al (2012) used this theory in his study to establish how
free cash flows affect the performance of listed real estate companies in china. The researcher
established that free cash flows have a negative relationship with firm performance. Sila,
(2018) in his study on relationship between free cash flows and profitability of firms listed in
the Nairobi securities exchange used the free cash flow theory .The researcher noted that
managers may misuse free cash flows by not investing them well and also by using them for
their personal gain. In this study the researcher concluded that free cash flows have a negative

effect on investments.

(Sadaf Ambreen, 2016) used this theory in his study to study the relationship between cash
flows and performance of firms. The researcher criticized this theory by arguing that free
cash flows bring conflict of interest between management and stakeholders thus not advisable
to keep free cash flows in a firm.Grullon and Michaely (2004) conducted a study to establish
why companies repurchased their shares and supported the theory of free cash flows in that if
a company has free cash flows it will invest more and increase the volume of its assets. The
goal of share repurchasing is to consume free cash. In a study by Akumu, (2014) on the effect
of free cash flow on profitability of firms listed on the Nairobi securities exchange recognized
the importance of this theory. Having a lot of free cash flows in a business may affect the
firm in a negative way as mangers take advantage of this and misuse the cash. Only optimum
cash levels should be held. Cheng, (2014) in his study on Value Investing: Profit, Dividend,

and Free Cash Flow used the free cash flow theory and criticized it on the basis that if a
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firm has free cash flows the managers tend to use the cash to their personal gain. Particularly,
inappropriate use of free cash flow and overinvestment can reduce the marginal efficiency of
investment. If Firms seek to increase company value they can use earning distribution or
repurchase shares to pay shareholders instead of retaining free cash flows in the firm. Cash
flows of large companies strongly influence investments as the ownership in large companies

is dispersed.

This theory was criticized by Darek (2012) as firms do not only hold cash flows to increase
total assets. Increasing cash flows does not mean there is an increase in the volume of assets
under the control of the firm managers. Increase in cash flows may lead to increased pay to
employees as pay is related to growth in a positive way. Assets can be increased by investing
cash flows and not from cash receipts from the market. Hau,(2017) in his study to establish
the relationship between Free cash flow and firm performance used this theory and established
if a firm has free cash flows ,its performance will improve as the firm has enough cash for
investment as well as to fund its operations. This study was conducted on sectoral levels for
Vietnamese listed firms. Having free cash flows in a firm is not only important to the investors
of the firm but also to the shareholders of the firm.

This theory is important to the study because cash flow management ensures that cash is used
in the right way and only optimum levels of cash are maintained. The theory is relevant to

this study in that it focuses on maintaining optimum cash flows and investing excess cash.

2.3 Empirical review

2.3. Investments and cash flow

A number of empirical studies have been conducted to address financial constraints of a firm
with the aim of establishing the relationship between availability of funds and investment

decisions of a firm. Availability of internally generated funds should not have an effect on
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investment decisions as perfect capital markets ensures that external and internal funds sources
are substitutable. (Hardy et al. 2012).Jonathan and Katharina (2016) conducted a study to
establish investment cashflow sensitivities. The main objective of the study was to establish if
a link exists between cash flows and investments. They studied on United States firms from
1971 to 2009. They used both cross sectional and time series data in their study. From the
sample of firm, investment regression using ordinary least squares showed that additional
dollar of cash flow had an effect on working capital, investments and cash holdings. The
research findings revealed that cash flows and investments are strongly linked when the
investment opportunities for the firm are controlled.

Letenah, (2014) conducted a research on investment cash flow sensitivity as a measure of
financial constraints. The study was conducted to explain the conflicting evidence on
investment cash flow sensitivities by using proxies for both internal financial constraint and
external financial constraint measures. Secondary data extracted from the financial statements
was used. The study concluded that firms of all category have a positive and significant
investment cash flow Sensitivity. Imtiaz (2017) carried out a research on the relationship
between investments and cash flow. The main objective of the study was to establish the
relationship between investments and cash flows under high and low investment opportunities.
The researcher used 167 non-financial manufacturing firms in Pakistan. Secondary data was
used in this study, which ranged between 2004- 2013 to investigate the relationship of cash
flow, sales and investment a panel regression model was used. The research revealed that in
high investment opportunities firms, there exists a significant positive relationship between
cash flow and investments. In low investment opportunities firms; the relationship between
cash flow and investments is positive but insignificant. The research concluded that high
investment opportunities firms rely on internally generated cash flows unlike low investment

opportunities firms which distribute their earnings as dividends. Richard (2014) studied on
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investment cash flow sensitivity under management optisim. The objective of the study was to
test the investment cash flow sensitivity among panel data of industrial firms in America
between 1999 to 2010.Q model of investment was used in the analysis. The research revealed
that there is a positive and significant co efficient of investment to cash flow for the full sample.
For fully constrained groups, sensitivity exists and is stronger.

Whited and Erickson (2012) carried out a study to determine the link between investments and
cash flow. The general objective of the study was to identify if a relationship exists between
investments and cash flows in manufacturing firms. He compared 1,317 manufacturing firms.
Secondary panel data was used in this study. It was established from the research findings that
cash flows and investments have a significant relationship. Kinyanjui (2103) conducted a study
on the relationship between free cash flows and investments of firms quoted on the Nairobi
securities exchange. The main objective of the study was to establish the relationship between
free cash flows and investments among firms listed in the Nairobi securities exchange. The
research used descriptive research design.

A sample of thirty companies was used. Secondary data was extracted from audited and
covered a period of five years from 2009-2013. The findings from the research showed that
that there is significant positive relationship between Free Cash flows and investments. Firms
use pecking order theory in financing their investments. They start by using retained earnings
since there is no flotation costs associated with it. After exhausting retained earnings, the firm
uses debt financing as its cheaper compared to external equity and finally the firm uses external
equity to help spread risks among the different stake holders. Investments have a relationship
with cash flows as a change in investments has an impact on cash flows.

2.3.2 Inventory controls and cash flows

Inventory controls ensures that stock is well managed. Ineffective inventory control measures

affect cash flow in  manufacturing firms. Mwangi, (2016) conducted a study on the effect of
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inventory control on cash flows of Kenya breweries limited and beer distribution firms in
Nairobi county. The study sought to examine effect of inventory control on cash flows of Kenya
Breweries Limited and beer distribution firms in Nairobi County. Descriptive research design
was employed in this study. The study population included six Kenya Breweries Limited beer
distribution firms in Nairobi County and a study carried out a census of all the firms. Secondary
data, which was collected using a data collection sheet from six firms for a period of 10 years
from the years from 2006-2015 was used. Data was analyzed using statistical package for social
sciences. Ordinary least squares in the form of regression analysis was also used. The study
established significant positive relationship between inventory control and cash flows of Kenya
Breweries Beer distribution firms in Nairobi County. The study concluded that inventory
control significantly influences firm cash flows of Kenya Breweries beer distribution firms in
Nairobi County, Kenya.

Gao,(2014) conducted a study to establish the relationship between inventory control and cash
flow. In his study he considered manufacturing firms and concluded that there is a significant
negative relationship between inventory control and cash flows. As the firms increased
inventory control as measured by inventory turnover cash flows decreased.Agu (2013)
conducted a study on the impact of proper inventory control onthe operating cash flows of
organizations in Nigeria. A sample of 248 respondents was used in the study and data was
collected using oral interviews and questionnaire. The study findings established a significant
negative relationship between inventory management and cash flows in an organization. The
study concluded that good management of Inventories is key to generating cash flows in an
organization. The growth and success of an organization is only achieved if a firm has enough
cash flows.Alshattarat, (2010) conducted a study to establish the relationship between
inventory and operating cash flow in manufacturing firms. The study used descriptive research

design. Data collection was done through administering questionnaires. The findings of the
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study revealed that inventory control systems have a significant negative influence on cash
flows of manufacturing firms.

Thongori, (2015) examined the impact of inventory control on cash flows in relation to food
processing firms in Kenya. The objective of the study was to establish the effects of inventory
control on the cash flow of food processing firms. A questionnaire was used as a data collection
tool and a sample of 110 respondents was used. The research findings revealed that a negative
significant relationship existed between inventory control and cash flows. The study
recommended that inventory control should be well planned. Good management of cost control
such as carrying cost and ordering cost should be exercised. All these costs affect cash flow
and thus inventory controls have an effect on cash flows.

According to Etale and Bingilar(2016) conducted a study to establish the impact of inventory
control on cash flows of firms in the Nigeria stock exchange. The study used secondary data
which was extracted from annual financial statements and reports of selected brewing firms
listed in the Nigeria stock exchange. The study covered a period of 10 years from 2005 to 2014.
Data was analyzed using multiple regressing method and the finding showed that good
inventory control has a negative effect on the cash flows of the brewing firms in Nigeria. The
recommendation from the study is that brewing companies should practice proper inventory
control measures which may include used of modern technology and also qualified and trained
staff.

Marketwire (2013) conducted a research on effects of inventory control on cash flows of
manufacturing firms. He surveyed 575 manufacturing firms. Data was collected using a
questionnaire. The researcher found that most small businesses lacked inventory control
measure, approximately 73% of the surveyed small and medium sized Enterprises. This makes
the firms to  hold high stock levels which in turn affects their cash flows negatively. How

inventory is managed directly affects cash flow. Local and global studies on inventory control
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measures mainly focus on large scale enterprise in the manufacturing sector and mainly focus
on the effect of cash flow on firm performance and thus fail to identify the factors that affect
cash flow. Poor inventory controls have a significant negative effect on cash flows.
2.3.3Profitability and cash flows

Profitability refers to the return from assets in a firm. Low return means that the acquired assets
are not productive enough. If investments are not profitable enough, cash flows will be
affected as cash flow from investments will be minimal. A study on the relationship between
cash flow and profitability of small and medium enterprise in Nairobi was conducted by Guda
(2013) for the period 2008 —2012. A descriptive study was applied in this study using primary
data obtained from individual small and medium enterprise firms. The data was organized into
a panel, analyzed using a fixed effect regression model to obtain coefficients of the variables.
The study revealed that there is a significant positive relationship between profitability and
cash flow.

In his study, Mehtari (2016) studied on the relationship between cash flow from operations and
profitability of firm in TSE. The study Objectives were to establish the relationship between
operational cash flows and profitability of the firm. The researcher used correlations analysis
to establish the relation between the variables. The research population included 19 companies
quoted in USA. Profitability was measured as return on investment and cash flow was
measured as dividend per share. The study concluded that firms with more liabilities, low total
assets, equity and low retained earnings have better cash flow performance (measured by cash
dividend). This implied that there is a positive relationship between cash flows and
profitability. The study recommended that firms should have efficient operating cash flow
management.

Parsian (2013) conducted a study on the relationship between operating cash flow and

profitability for firms list in Tehran stock exchange. The objective of the study was to study
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the relationship between cash flow components and profitably growth. Forty-two (42) firms
sampled from Tehran stock exchange were used in the study and multiple regression models
were used in the study. The research findings showed that there is a significant positive
relationship between operating cash flow components and profitability. The general
implication was that there is a relationship positive relationship between cash flow and
profitability.

In his study Damian (2013), studied on how operating cash flows and profitability relate. He
analyzed small and medium enterprise in Nairobi County. The study objective was to establish
the relationship between operating cash flows and profitability. Primary data used in the study
was obtained from individual small and medium enterprise located in Nairobi County. The
study used time series data and regression models were used. The conclusion from the study
was that there is a positive relationship between operating cash flow and profitability.

In his study Rehaman (2017) studied on the relationship between cash flow from investment
activities on profitability in Pakistan firm. The main objective of the study was to examine the
relationship between cash flow from investments and profitability in Pakistan firms. The
sample size included 23 firms sampled from Pakistan listed firms. Descriptive statistics were
used and the conclusion was that there is significant positive relationship between cash flow
from investment activities and profitability.Manyo (2013) conducted a study to establish the
relationship between operating cash flows and profitability of manufacturing firms in Nigeria.
The study population included 12 Manufacturing firms listed in the Nigeria stock exchange.
Correlation analysis was employed in the study to analyze the relationship between the
variables. The study found that there is a positive relationship between operating cash flows
and profitability.

Asif (2015) carried out a study to establish how investment cash flows affect profitability. The

population of the study included firms listed in the Karachi stock exchange. The general
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objective of the study was to establish the relationship between investment cash flows and
profitability. The sample size included 37 listed firms in the Karachi stock exchange and the
study used descriptive analysis. The study concluded that investment cash flows are an
important component of a firm’s profitability and thus a positive relationship exists between
the two. Investments are crucial to the long-term survival of the firm.

In his study, Akoto (2013) investigated on the relationship between cash flows and profitability.
The study population included manufacturing firms listed in the Ghana stock exchange. The
main objective of the study was to establish the effect of investment on profitability of
manufacturing firms listed in the Ghana stock exchange and the study used 21 listed firms.
Multiple regressions were used to study the relationship between profitability and cashflows.

The study findings showed that there is a relationship between cash flows and profitability.

2.4 Conceptual frame work

A concept is a general idea or an abstract derived from specific instances. (Kombo & Tromp,
2009) and unlike a theory a concept can be understood by the reader without being discussed.
(Durham & Stokes, 2015). According to ((shapira, 2011), a conceptual framework is a structure

that represents empirical observations in a meaningful format.

Independent Variables Dependent Variable

Investments

e Proportionate change
in Net capital
expenditure

Cash Flow

Inventory control e Cash flow ratio
29
e Inventorv turn over




Profitability
e Return on assets (ROA)

Figure 2.1

Source: Author (2019)

2.5 Operationalization of variables.

Operationalization of variables refers to the process of defining and describing the study
variables into measurable factors. The process helps in defining fuzzy concepts and allows

them to be measured, empirically and quantitatively (Ardelt, 2004).

Various independent variables affecting cash flow were identified during the Literature review.
They include investments, inventory control and profitability. Cash flow refers to the funds
inflows and outflows in a firm. Cash flow is measured as income before extraordinary items
plus depreciation. It is measured using the cash flow ratio. A ratio of 1 indicates that a company
is able to pay its current liabilities from cash flow generated from operations and vice versa.
Cash flow from operations was extracted from the statement of cash flows while current

liabilities figures are extracted from the statement of financial position.

Cash flow ratio = cash flow from operations

Current liabilities
Investment as an independent variable in this study referred to the commitment of fund with
the aim of getting more returns in the future. Investments were measured as the net capital

expenditure in the current year.

Net capital expenditure = Current year capital expenditure - Previous year capital expenditure
Previous year capital expenditure
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Profitability as an independent variable was measured using Return on Assets (ROA).

Return on assets= Operating income before interest and tax /Total assets.

Inventory control refers to the measures put in place to ensure that inventory is well managed.

Their effectiveness can be measured through inventory turnover.

Inventory turnover= Cost_of goods sold

Average inventory

Table 2.4 Operationalization of variables.

Variable Measurement Formula

Cash flow Cash flow ratio Cash flow from
operations/Current liabilities

Investment Proportionate change Current year capital

expenditure - previous year
capital expenditure.
[Previous  year  capital
expenditure

Inventory control

Inventory turn over

Cost of goods sold/Average
inventory

Profitability

Return on assets (ROA

Operating income before
interest and  taxes/Total
Assets
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2.6 Summary of Variables

2.6.1Investments

In the context of this study, investment refers to the net capital expenditure in a given year. The
net capital expenditure in a given year was calculated by getting the proportionate change in
capital expenditure by getting the difference between current year capital expenditure and
previous year capital expenditure expressed as a fraction of the previous year capital
expenditure. Without investing a firm may not survive for long as machines and equipment’s
depreciate in value and thus become costly to maintain and operate them. For the firms to
survive in the industry which is competitive in nature, they have to keep on improving their
machines and also use latest technology to gain a competitive advantage.

Most manufacturing firms are small in size and thus have a high growth potential and thus the
relationship between cash flows and investments is high in them. This calls for manufacturing
firms to acquire new machines and equipment to increase efficiency and cut cost in their
production operations. The manufacturing firms are important to the growth of the economy,
mostly in growing economies as well as developed countries. Investments are a source of cash
to the business but over investment leads to cash flow problems. The growth of manufacturing
firms relies on the firm’s ability to invest especially in acquiring machines and equipment’s
which aid in production of goods and services thus grow in size. Manufacturing firms are
crucial in creating jobs and enhancing growth in the economy yet entrepreneurs in developing
countries face obstacles from starting and growing their businesses because they lack
techniques for investment decisions. Different empirical studies carried out by different
researchers have showed that a relationship exists between cash flow and investments. Firms
with viable investments report positive and excess returns. A positive relationship exists
between increasing capital expenditure and the level of cash flow. The power of this relation

increases for firms with profitable capital expenditure opportunities.
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2.6.2 Inventory control and cash flows.

Inventory is a current asset to a firm and refers to both finished products as well as unfished
products. If inventory is not well managed, a lot of working capital will be tied up and thus the
firm will face challenges in financing its operations as a lot of cash is not available for use for
tied up in inventories. It has been seen that in most of the cases unnecessary funds are tied up
with inventories, which is one of the important elements of current assets (Ashok, 2013).
Inventory controls refers to measures that are put in place to ensure that the right levels of stock
are maintained (Anene 2014). Economic order quantity theory states that only optimal levels
of stock should be held. (Agu and Achebe 2013). Purchasing more stock involves cash outflow.
We have deterministic and probabilistic models of inventory control and management. These
models help in determining the optimum levels of inventories to be maintained. If inventory
controls are not well-set different challenges will face the firm as holding too much or little
inventory will have an impact on cash flow. If inventories are held for long they may become

obsolete and thus their value decreases which in turn will have a negative effect on cash flows.

Jaber, (2009) established that a firm, which ignores the control of inventories, faces serious
challenges relating to poor profitability and may fail to survive in the long run. By practicing
proper inventory control, a firm can manage the levels of inventories to a reasonable degree.
Inventory is a major component of working capital. To a large extent, the success or failure of
a business depends upon its inventory control measures. Proper control of inventory not only

solves the problem of lack of enough cash flows but also increases profitability of the firm.

The efficiency of Inventory controls can be measured through inventory turnover ratio or
inventory conversion period. Inventory conversion period refers to the number of days a firm
takes to convert its finished products into sales. The inventory turnover ratio measures the

number of times a company sells its inventory during the year. A high inventory turnover ratio
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indicates how best the firm is operating economically in selling its products. Inventory turnover
is a measure of management's ability to use resources effectively and efficiently. Different
studies have established that measures put in place to control inventory have an impact on cash

flows of a firm.

2.6.3 Profitability and cash flows

Profitability of a firm refers to the average return on assets. Profit is a financial gain that is
achieved when the amount of cash generated from the core activities of the business is more
than expenses, costs and taxes. In some cases, the profit is distributed among the is a measure
of evaluating the overall efficiency of the business. Thus, profitability may be regarded as a
relative term owner. It is the ability of a given instrument to earn a return from its use. It
indicates how well management of an enterprise generates earnings by using the resources at

its disposal.

Akumu (2014) in his study established that a positive relationship exists between profitability
and free cash flows. If a company does not have enough cash flows it’s not in a position to
invest in profitable activities and thus low profits will be recorded. Businesses with adequate
cash flows and high profitability of its assets are always successful in its operations.
Manufacturing firms should try to generate enough cash flows by increasing the profitability
of their assets. Cash flow is different from profit in that cash flow key to the operations of a
business unlike profit. A firm may make a lot of profit but have negative cashflow because the
amount of profit portrayed in the statement of comprehensive income is not the same amount
of cash available to the business for use. A business cannot run its operations well without
enough cash flows and these calls for proper cash flow management practices. By analyzing
the cash flows of a firm, one is able to know the main business activities of the firm and if the

business is profitable and sustainable. A business may be profitable but if it does not have
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enough cash flows it may not survive especially if the competition is high like in the

manufacturing sector.

2.7Summary of the Literature Review

In this chapter, the researcher highlighted and discussed theoretical literature as well as
empirical review relating to factors affecting cash flow in manufacturing firms listed in the
Nairobi securities Exchange. The findings from the literature review show that investments,
inventory control and profitability have a relationship with cash flows and thus
mismanagement of them can affect the cash flow levels of manufacturing firms. Also, the

researcher constructed and presented the conceptual framework of the study.

Manufacturing firms find themselves not able to sufficiently fund their operations due to cash
flow challenges. This may be due to poor or lack of viable investment opportunities, low
profitability of acquired assets as well as poor management of inventories among other causes.
These manufacturing firms may fail to identify the growth potential they have as a result of
insufficient cash flows. This happens because the owners and managers concentrate on
ensuring that the firm survives and thus ignores the necessary activities to grow the firm. This
study will assist in highlighting some of the factors that clarify the above statement in Kenya.
The users of firm’s financial statements such as investors, creditors and banks have an
expectation that the financial statements are a reflection of the companies’ economic reality.
Owners and managers of these manufacturing firms may prefer to use the financial statements
or financial information to trainor even to coach their staff especially management and sales
staff. The study focuses on cash flow management by identifying the factors affecting the
management of cash flows manufacturing firms listed in the Nairobi stock exchange. However,

major literatures from various authors have focused on general about cash flow problems.
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Therefore, there was need to fill the gaps by realigning various studies to match the study being

carried out.
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CHAPTER THREE

RESEARCH METHODOLOGY

3.1 Introduction

This chapter provides the details of the targeted population, research plan to use, data sampling
plan, how to collect data and how-to analysis collected data. Research method to be used by
a researcher is of great importance. This is because scholars and other researchers consider the
method that was used to define the quality of qualitative reports (Kirkman, Hammerer and De

Lacey 2016). Poor research methods lead to poor research reports.

3.2 Research Design

A research design is described as the outlined plan showing how the whole research process
will be carried out. It shows how the activities to be carried out in the study will be organized.
(Mugenda&Mugenda 2003). Polit, Beck, and Owen (2003) defines a research design to be an
overall plan for obtaining answers to the research questions in a given study and for solving
some of the challenges a researcher faces during the research process. The research design used
in this study was descriptive research design. According to Shields, Rangarajan and Patricia
2013, descriptive research design defines the characteristics of the population being studied.
This research design creates a profile of events, people and problems. Descriptive research
design is done so that one is in a position to describe the characteristics of a given
variable.Muthuva (2016) highlighted that by use of descriptive research design ,a researcher is
able to obtain information relating to variables under the study as well as explain the
relationship between the variables. This research design was used by Kinyanjui (2013) in his

study to establish the relationship between free cash flows and investments. Also, Mutile
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(2018) used this research design in his study on the relationship between cash flows and

profitability of firms listed in the Nairobi stock exchange.

3.3 Target Population

Target population refers to the entire group of individuals or objects to which researchers are
interested in generalizing the conclusions (Johnson, 2012).Schreiber and Schreiber(2014)
refers to the target population as the group of actors most negatively affected by the problem
that initiatives are attempting to overcome, they are the intended direct recipients and in some

cases indirect recipients of an initiatives

According to Mugenda&Mugenda (2003) target population is defined to be the specific
population on which information is to be generated .It’s a well explained set of variables like
people or group of items on which investigations will be carried on to gather more important
information on them. Dawson (2009) described target population to be the total population in
a study to which the researcher applies the research conclusions. He further stated that a target
population is a universe of the study as all members of a real or hypothetical set of people or
events to which an investigation wishes to generalize results. The target population for this
study was nine firms listed as Manufacturing and Allied in the Nairobi stock exchange as per
Capital Market Authority 2018 report.(Appendix 1V).

3.4 Sampling frame and sampling design.

In this study the researchers sampling frame for the target population was all the 9 listed firms
in the Nairobi securities exchange which is regulated by the capital markets Authority as at
June 2019. Lavrakas (2014) defined a sampling frame to be a list of target population where a
sample is derived from and that a sampling frame comprises of a finite population. Kothari
(2010) defined a sampling frame to be a list that includes all the names of elements in a

universe. A sample is a list of selected participants from a population (Polit& Beck, 2010).
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Kothari (2004) defined a sampling frame as a structured plan used to obtain a study sample
from a given target population. The plan shows the technique and the procedure the researcher
will use in his study in selecting items for the sample which should be a representative of the
entire target population. A Census of the listed manufacturing firms in the Nairobi stock
exchange was considered in this study. This is because the target population was small and thus
easy to use census than sampling. All the manufacturing firms listed as manufacturing and

Allied under the capital market authority as at June 2019were analyzed.

3.5 Data Collection

Miles, Huberman and Johnny (2014) described data collection in a study to be the process of
collecting and measuring information relating to study variables to enable the researcher to
formulate relevant questions and project the outcome. Secondary data analysis is more
preferred in a Quantitative research to primary data analysis. The analysis of secondary data
from existing research is increasingly being used unlike primary data analysis. Secondary data

has much clearer categorization because it avoids confusion. (Johnston (2014).

In this study, the researcher used Secondary panel data as it was easier to collect it for past
years and also it’s more reliable than primary data. The data was easily available from the
company’s websites as well as the capital market Authority website. Panel data has more
variability and there is less collinearity between the study variables as compared to time series
and cross-sectional data. Panel data limits heterogeneity and identifies effects that cannot be
highlighted in pure time series and cross-sectional data and thus can be used to study

complicated issues of changing nature. (Baltagi, 2005; Greene, 2002; Gujarati, 2012).

The data was extracted from financial statements which included statement of financial

position, statement of cash flows and statement of comprehensive income for the five years
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under the study. The collected data covered a period of 5 years from 2013 to 2017.The data

was collected through the use of data collection sheet.

3.6 Diagnostic test

Diagnostic test should be performed to establish if the model chosen is a good one. (Gujarat
2003). In order to establish the nature of the panel data and the best model to analyze the data,
various diagnostic tests were carried out. The researcher used the linear regression model to
examine the mean, standard deviation, minimum and maximum of the collected data. To study
the trend between and within the firms, the researcher used exploratory data analysis. This
analysis helped the researcher to establish the trend cash flows followed in the individual firms

as well as the overall trend of cash flows in the different firms.

The diagnostic tests carried out included:

3.6.1 Test for Radom Effects
The breusch —Pagan LM test was used to test for random effects. This test was necessary as it

helped to determine whether to use a simple linear regression model (POLS model) or a random
effect model in analyzing the data. The chi test is used to check for model fitness and if the p

value is less than 5%, then the model is ok.

3.6.2 Test for fixed effects.
The researcher examined the presence of fixed effects. Presence of time related fixed effects

would require the researcher to include dummies in his model or to fit a two-way random
effects model. The researcher used the F-test to examine the presence of fixed effects. The test
pharm test was run on STATA to establish the presence of fixed effects. The F-test was used

to see if the model is significant. If P < 0.05 then the model is ok.
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3.6.3 Multi collinearity test
In studying the relationship between the independent variables the researcher performed a

collinearity test.Variance Inflation Factor test was carries out to examine the strength of the
relationship between the independent variables under the study. High mean inflation factor

greater than 5 shows that the data has multicollinearity.

3.6.4 Test for Serial correlation.
Serial correlation occurs when the error terms for regression variables are correlated in

successive time periods. Wooldridge test for serial correlation was used to test the presence
of serial correlation in the data. The null hypothesis is that there is no serial correlation in the
micro panels and the Alternative hypothesis is that there is first order serial correlation. If the
P value of the test is less than 0.05, the null hypothesis is rejected and the alternative hypothesis

is accepted.

3.6.5 Heteroscedasticity test.

Presence of heteroscedasticity inflates the standard errors once it’s present in a data set. The
modified Wald test for group wise heteroscedasticity was used in this study. The null
hypothesis for the test is that there is a constant variance across the error terms across the
entities and the alternative hypothesis is that the error terms do not have a constant variance

across entities.

3.7Data processing and Analysis

The researcher adopted both quantitative and qualitative methods of analyzing data. According
to Cooper & Schindler (2003), analysis of data is a long and continues process initiated
immediately after data has been collected and stops when the data is processed and interpreted.
Data processing includes editing, coding, classification, tabulation and graphical presentation,

Blumberg, Donald Cooper and Schindler (2014).The researcher extracted secondary data and
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the data was analyzed quantitatively through a mathematical and regression equations and this
was solved by using a statistical tool(STATA). According to Olweny (2012) multiple
regression techniques give both quantitative and qualitative result that is conclusive and clear.
STATA analyzed descriptive statistics and multiple linear regression analysis between
dependent variables (cash flow) and independent variables which included investments,
inventory control and profitability.

The research used panel data model of the form.

Yit= Bo + B1X1ic + B2Xoie + BaXzini + €it

Where: Y =Cash flow

Xi=investments (Net proportionate change in capital Expenditure)

Xo=Inventory control (inventory turnover)

Xs=Profitability (return on assets).

Bo= Constant co- efficient of change.

B1,-P3=regression co efficient of change of the independent variables.

e=Error term.

3.8 Test of significance.
To test significance of regression model, the study used the F-statistics while the p — statistics
will be used to test significance of regression coefficients. Both statistical tests were tested at

95% confidence interval.
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CHAPTER FOUR
DATA ANALYSIS, PRESENTATIONAND INTERPRETENTION

4.1 Introduction
In this study the researcher sought to establish the factors affecting cash flow in manufacturing

firms listed in the Nairobi stock exchange. The study considered investments, inventory control
and profitability to establish if there is any significant relationship between them and cash flow.
This chapter presents findings from the analysis of panel data of nine Manufacturing and allied
firms listed in the Nairobi Stock Exchange Between the years 2013 to 2017.The researcher
used secondary data which was extracted form published financial statements which included
the statement of financial position, statement of comprehensive income and statement of cash
flows. The researcher starts with discussion of descriptive data analysis and exploratory
analysis of extracted panel data. The exploratory analysis includes both within the independent
firm and within the firms. The results of diagnostics tests conducted are also discussed. The
diagnostic tests included the Breusch- Pagan LM test to test for Radom effects, test for fixed
effects, multicollinearity test for testing correlation between the independent variable,
Wooldridge test for serial correlation and modified wald test for testing heteroscedasticity
.after analysis of the data was done it was noted that the data had serial correlation of first
order and heteroscedasticity and thus a praiswinsten panel regression model with corrected
standard errors was fitted to produce robust results in the presence of them. This was done
to determine the relationship between the independent variable and cash flow in manufacturing
firms listed in the Nairobi stock exchange. The findings of the study as shown in the fitted

model were also discussed.
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4.2 Descriptive analysis of study variables.
The researcher examined the descriptive pattern of the independent and the dependent variable

and the study findings were summarized as shown in table 4.1 and table 4.2 below.

The descriptive statistics for the independent variables were analyzed as follows.

Table 4.1 Descriptive statistics for the study variables.

. xtsum cashflow investments inventorycontrol profitability

Variable Mean  Std. Dev. Min Max Observations

cashflow overall 2048889 2701315 =44 .84 N = 45
between .2331911 -.132 .668 n= 9
within 1534157 -.1211111  .7668889 T= 5

invest~s overall 0002222 .2967206 -.97 51 N = 45
between .1849823 -.406 .26 n= 9
within .2386115 -.7697778  .6462222 T= 5

invent~1 overall 5.086667 2.33646 1.66 12 N = 45
between 1.591723 3.302 7.436 n = 9
within 1.776454  2.750667  13.09067 T= 5

profit~y overall 0415556 .3288614 -.89 A6 N = 45
between .27249 -.638 .348 n = 9
within 2016162 -.5144445 3675556 T= 5

Cash flow which was the dependent variable and was measured as a ratio (operating cash flows
to current liabilities) had a mean of 0. 205.This implied that the manufacturing firms could only
cover 20.5% of their current liabilities during the period under the study. The firms did not
generate enough cash flows during this period and its evident that they had cash flow challenges
especially Eveready East Africa Itd. The mean of cash flow was -0.44 which implied that some
of the firms generated negative cash flows thus having a challenge to fund their current

liabilities. The maximum was 0.8 which was close to one which is the standard ratio meaning
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that firms with this ratio tried to fund their operations but was not able to generate enough cash
flows. This report is in agreement with the KAM,(2011) report which revealed that most of the

manufacturing firms are stagnant of failing due to lack of enough cash flows.

Investments had an overall mean of 0.002 and a variation of 0.296, a minimum of -0.97 and a
maximum of 0.51.The variation between the firms were 0.184, a minimum of -0.406 and a
maximum of 0.26.Investment variation within the firms was 0.239 with a minimum of - 0.770
and a maximum of 0.65.This showed that on average , some of the firms increased their capital
expenditure in terms of getting new machines and equipment up to 51% while other firms
decreased their capital expenditure by disposing some of their equipment up to 97%.The
increase in capital expenditure had a significant positive relationship on cash flows. This
conclusion is in agreement with Jonathan and Katharina,(2016) ,Zahid, (2017) and wale,(2014)
who concluded in their studies that a positive relationship exists between investments and cash

flow.

Inventory control overall mean was 5.068 and a variation of 2.336, a minimum of 1.66 and a
maximum of 12. The between firm variation of inventory control was 1.592 with a minimum
of 3.302 and a maximum of 7. 436.The within firm variation was 1.776 with a minimum of
2.750 and a maximum of 13. 096.From this analysis it was established that most of the firms
replenished their firms on Average five times in a year. This implied that the firms held a lot
of stocks which tied up their cash flows thus causing cash flow challenges in the firms. The
overall minimum of the firms was 1.66 which implied that the some of the firms replenished
their firms twice a year. This could have been a reason why most of the firms experienced cash
flow challenges. The overall maximum was 12 implying that some of the firms were efficient
in replenishing their stocks. This finding are in agreement with Mwangi, (2014) who concluded

in his study that a relationship exists between inventory control and cash flows.
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Profitability overall mean was 0.042 and a variation of 0.329,a minimum of -0.89 and a
maximum of 0.46.The between firm variation was 0.272 with a minimum of -0.638 and a
maximum of 0.348.The within firm variation was 0.201 with a minimum of -0.514 and a
maximum of 0.367.The implication of the overall mean is that the firms had a mean cash flow
ratio of 0.2.The overall mean of 0.042 implied that the profitability of the assets was on average
4.2 % .In some of the firms the return on assets was as high as 46% which was the maximum
during the period under study. Some of the firms did not utilize their assets well and thus ended

up making loses up to 89% which was the minimum for the firms on average.

Table 4.2 Descriptive statistics for the dependent variable.

. Xtsum cashflow

Variable Mean  Std. Dev, iin Max | Observations

cashilow overall | 2048889 2701319 -4 B = 8
Detyesn 2331911 =13 068 1= §
iithin 534057 - 1200011, 7608689 I-= )

From the study findings it was established that on average all the firms had a cash flow ratio
of 0.20 with an overall variation of 0.27, over a minimum of -0.44 and a maximum of 0.84.The
standard deviation between firms was 0.23 with a minimum of -0.13 and a maximum of
0.68.The within firm variation of cash flow (standard deviation) was 0.15 with a minimum of
-0.12 and a maximum of 0.77. Cash flow which was the dependent variable and was measured
as a ratio (operating cash flows to current liabilities) had a mean of 0.205.This implied that the
manufacturing firms could only cover 20.5% of their current liabilities during the period under
the study. The firms did not generate enough cash flows during this period and its evident that

they had cash flow challenges especially Eveready East Africa Itd. The mean of cash flow was
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-0.44 which implied that some of the firms generated negative cash flows thus having a
challenge to fund their current liabilities. The maximum was 0.8 which was close to one which
is the standard ratio meaning that firms with this ratio tried to fund their operations but was not
able to generate enough cash flows. This report is in agreement with the KAM,(2011) report
which revealed that most of the manufacturing firms are stagnant of failing due to lack of

enough cash flows.

4.3 Exploratory data analysis.
Heterogeneity was examined across the listed firms for five years using exploratory data

analysis. This analysis was essential in the determination of whether to use the panel data
models or simply to use pooled data regression models. The analysis was done using graphs to
examine the general trend of cash flows within and across manufacturing firms listed in the
Nairobi stock exchange. Growth plots were used to study the within firm behavior of cashflow.
Figure 4.1 below shows the empirical growth of cash flow over a period of five years under the
study. From the growth plot, it was revealed that for most of the firms’ cash flows did not
change much during the period under study. However there are two firms in which cash flows
behaves differently from the othersi.e. 4 and 7. These two outliers did not suggest the existence

of significant time related fixed effects.
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Figure 4.1 Growth plots-Trend plots for the dependent Variable.
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Overlain plot of cash flow was also done and an observation of the plot showed that the slopes
were non-significantly different among the firms except for two firms, one with a y intercept
not similar to the other firms and the other behaving differently from the others. The overlain

plot of cash flow is shown in figure 4.2 below.
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Figure 4.20verlain plots for the dependent variable over time (cash flow).
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Further observation of the overlain cash flow plot indicated slopes being non significantly
different among most of the manufacturing firms except one which behaved in a different

manner.

4.4Diagnostic Testing
This section reports on results of diagnostic analysis of panel data. The reports specifically

includes the existence of time related fixed effects and the suitability of fitting pooled
regression model as compared to panel data models. The presence of serial correlation and
heteroscedasticity was also examined in the study. An analysis of the data was also done to

determine if to use random effects or fixed effects models.
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4.4.1 Test for Random Effects.
The researcher started by examining the practicability of fitting a pooled regression model or

a panel data model. Breuch-pagan LM test was used to determine if a simple linear regression
model was more preferable than random effect model. The Breuch-Pagan LM test was also
used to check for random effects and thus helped in choosing between POLS model and

Random effect model.

Table 4.3. Random effect model results.

. xtreg cashflow investments inventorycontrol profitability,re

Random-effects GLS regression Number of obs = 45

Group variable: firml Number of groups = 9

R-sq: within = 0.3319 Obs per group: min = 5

between = 0,7519 avg = 5.0

overall = (.4574 max = 5

Wald chi2(3) = 24,62

corr(ui, X) =10 (assuned) Prob > chi? = 0.0000
cashflow Coef, Std. Err. 1 Plz] [95% Conf. Interval]

investments L3394311 0949355 3.58  0.000 .153361.5255012
inventorycontrol | -.0409692  .012347  -3.32 0.001  -.0651688 -.0167695
profitability [ .2289808 .0990794  2.31 0.021 (0347888 4231728
_cons 4036945 0766842 5.26  0.000 .2533962 5539928

sigma u .1002301
sigma e | 14316331

rho | 32892242 (fraction of variance due to u i)

Source: (Researcher 2019)
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Table 4.4 chi-square values for the Breusch-Pagan LM test.

. xttest(
Breusch and Pagan Lagrangian multiplier test for random effects
cashflow([firml,t] = Xb + u[firml] + e[firml,t]

Estimated results:

Var sd = sqrt(Var)

|

|
cashflow 072971 .2701315
e .0204963 .1431653

u .0100461 .1002301

Test:  Var(u) =0
chibar2(01) =  10.18
Prob > chibar2 = 0.0007

Source (Researcher 2019)

The p value is less than 0.05 thus we reject the null hypothesis that the variance across group
is zero. We therefore use random effect model and not POLS model as the p value is 0.0007.
4.4.2 Test for time Fixed Effects

The presence of fixed effects was examined in the study. Such test was necessary because if
fixed effects were present, the researcher would account for them by either including dummy
variables to capture the effects or fit a two-way random effect model. Table 4.4 below shows

the results of the test.
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Table 4.5. Test for time fixed effects.

. xtreg cashflow investments inventorycontrol profitability i.year, fe

Fixed-effects (within) regression Number of obs = 45
Group variable: firml Number of groups = 9
R-sq: within = 0.3758 Obs per group: min = 5
between = 0.5112 avg = 5.0
overall = 0.3839 max = 5
F(7,29) = 2.49
corr(u_i, Xb) =0.2936 Prob > F = 0.0390
cashflow Coef. Std. Err. t P>t [95% Conf. Interval]
investments L2714679 .0974823 2.78 0.009 0720941 4708416
inventorycontrol -.039993  .0129371 -3.09 0.004 -.0664524  -.0135337
profitability 0863215 .1255835 0.69 0.497 -.1705256 .3431686
year
2014 -.0471698  .0709581 -0.66 0.511 -.1922954 0979558
2015 -.0443473 0741414 -0.60 0.554 -.1959834 1072888
2016 .002661  .0754561 0.04 0.972 -.151664 1569861
2017 -.0618999  .0704711 -0.88 0.387 -.2060294 0822296
_cons 4348239 .0823918 5.28 0.000 2663138 .6033339
sigma_u 1908828
sigma_e .14929656
rho .62044796 (fraction of variance due to u_i)
F test that all u_i=0: F(8, 29) = 5.61 Prob > F = 0.0002

. testparm i.year

2014.year
2015.year
2016.year
2017.year

o o o o

(4 29 = 0.3
Prob > F = 0.8512

Source :( Researcher 2017)

The p value was greater than 0.05 which meant that there were no significant time fixed effects
(P >0.05) thus fitting a two-way component model or inclusion of dummies was not

appropriate. All the dummies for the years were zero. The P value was 0.8512.
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4.4.3Testing for multicollinearity
Multicollinearity refers to the relationship between the independent variables. The researcher

analyzed the relationship between investments, inventory control and profitability to see if they
are highly correlated. Variance inflation factor analysis was used to test the presence of
multicollinearity. The mean VIF was 1.05 thus it was concluded that there was absence of
strong correlation between two or more independent variables. The variables are within the

threshold for multiple regression analysis.
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Table 4.6. Collinearity test.

. regress cashflow investments inventorycontrol profitability

Source 89 af 1S Number of obs = £5

F(O3, )= 12,06

Nodel [ 1.50533034 3 501776781 Prob>F = 0.0000

Residual | 1.7053%413 41 041594979 R-squared = 0.4688
Adj R-squared = 0,430

Total [ 3.20072449 44 072971011 Root MSE = .203%

cashflow Coef,  Std. Err. T Pt [95% Conf. Interval]

imvestments | 4897163 .1071%¢ 453 0.000 2692304 7022022
inventorycontrol | -.0466324 0133101  -3.50 0.000  -.0733126 -.0197521
profitability | 369379 0961266  3.80 0.000 171243  .55951%2
_cons | 4268007 0740092 5,77 0.000 2773361 576262

. vif

Variahle vIr L/VIF

investments LOT - 0.934413
profitabil-y 106 0.943926
inventoryerl 102 0.977488

Nean VIF 1,05

Source :( Researcher 2019)

The mean VIF is below 5 which show the absence of multicollinearity.
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Table 4.7 Correlation Matrix.

. pwcorr cashflow investments inventorycontrol profitability,sig star(0.05)

cashflow invest~s invent~l profit~y

cashflow

investments

inventoryc~1l

profitabil~y

1.0000

0.3871* 1.0000

0.0086

-0.3124* 0.1236
0.0367 0.4184

0.3064* -0.2170
0.0406  0.1522

1.0000

0.0562  1.0000
0.7141

The correlation matrix above shows the absence of multicollinearity. According to (Fied, 2009)
a correlation matrix is a conventional check for multicollinearity. The Matrix measures the
nature and strength of the relationship between the independent variables under the study. The
correlation between investment and cash flow is 0.3871. This shows that the two variables have
low correlation. The correlation between inventory control and cash flow is —0.3124 and the
correlation between inventory control and investment is 0. 1231.The correlation between
profitability and cash flow is 0.3064, profitability and investment is-0.2170, profitability and
inventory control is 0.0562. This shows that the study variables are not highly correlated thus
suitable for the study. A correlation factor of one show that the study variables are highly

correlated and thus not suitable for the study. As the correlation factor approaches to Zero,

collinearity reduces.
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4.4.4Testing for Serial Correlation
Auto correlation or serial correlation is a situation which occurs if the error terms of the

regression variables for successive periods are correlated. Serial correlation distorts the
efficiency of regression estimators if resent in a data set. The presence of auto correlation was
tested by the researcher by use of the Wooldridge test .The STATA command was xtserial. The
null hypothesis for this test was that there was no first order auto correlation in the panels. This

hypothesis is rejected if the p value of the test is less than 5%.

Table 4.8Wooldridge test for serial correlation.

. stserial cashflow investments inventorycontrol profitability

fiooldridge test for autocorrelation in panel data
§0: no first order autocorrelation
fl 1 = .69
by F= 0041

The p value from the study was less than 0.05 indicating the presence of serial correlation. This
implied that a robust model needed to be fitted to correct the problem of serial correlation
otherwise the efficiency of the regression estimators could be distorted. The p value was

0.0441.

4.4.5 Test for heteroscedasticity.
The researcher used the modified Wald test for group wise heteroscedasticity to test if

heteroscedasticity was present in the data. The results of the test are portrayed in the figure 4.7
below. Presence of heteroscedasticity tends to inflate the standard errors, which increases the

probability of committing type two errors i.e. Failing to reject a false hypothesis about a
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coefficient. Modified Wald test null hypothesis is that data is homoscedastic across entities i.e.

Error terms have a constant variance

Table4.9 Modified Wald test for GroupWise Heteroscedasticity.

. xtreg cashflow investments inventorycontrol profitability,fe
Fixed-effects (within) regression Number of obs = 45
Group variable: firml Number of groups = 9
R-sq: within = 0.3468 Obs per group: min = 5
between = 0.5540 avg = 5.0
overall = 0.4627 max = 5
F(3,33) = 5.84
corr(u i, Xb) = 0.2948 Prob > F = 0.0026
cashflow Coef. Std. Err. t P>|t| [95% Conf. Interval]
investments 311671 0933666 3.340.002 .1217153 .5016267
inventorycontrol -.051065  .0162168 -3.15  0.003 -.0840582  -.0180717
profitability (1193912 .1077563 .11 0.276 -.0998407 .3386231
_cons .4596201 .085008 5.41  0.000 .2866699 .6325702
sigma_u 16945588
sigma_e .14317678
rho .58346766  (fraction of variance due to u_i)
F test that all u i=0: F(8, 33) = 4,99 Prob > F = 0.0004
. xttest3
Modified Wald test for groupwise heteroskedasticity
in fixed effect regression model
HO: sigma(i)*2 = sigma”2 for all i
chi2 (9) = 117.36
Prob>chi2 = 0.0000

The p value was less than 0.005(p< 0.005) thus indicating the presence of heteroscedasticity in
the data set. To correct this robust model must be fitted to consider the effects of
heteroscedasticity. The p value for the data was 0. 0000.This implied that the data is

heteroskedastic which means that the error terms across the entities are not constant.
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4.5Model Fitting: PraisWinsten Panel Regression Model with Corrected Standard
Errors.

The data set had serial correlation and heteroscedasticity thus a robust model had to be fitted
to correct the same. The linear regression assumptions were violated by the presence of this
two. The researcher fitted a PraiswWinsten Panel Regression Model with corrected standard
errors. This was done to produce robust results in the presence of serial correlation and

heteroskedasticity. Figure 4.8 below shows the results after fitting the model.

Table 4.10 PraisWinsten Panel Regression Model with Corrected Standard Errors.

. xtpcse cashflow investments inventorycontrol profitability,correlation(arl) hetonly

Prais-Winsten regression, heteroskedastic panels corrected standard errors

Group variable:  firml Number of obs = 45
Time variable:  vyear Number of groups = 9
Panels: heteroskedastic (balanced)  Obs per group: min = 5
Autocorrelation: common AR(1) avg = 5
max = 5
Estimated covariances = 9 R-squared = 0.4298
Estimated autocorrelations = 1 Wald chi2(3) = 22.18
Estimated coefficients = 4 Prob > chi2 = 0.0001
Het-corrected
cashflow Coef. Std. Err. 4 P>z| [95% Conf. Interval]
investments 428092 1156557 3,70 0.000 2014109 6547731
inventorycontrol | -.0439795  .0158903  -2.77 0.006 -.075124  -.012835

profitability .3185589 0855904 3,720,000 1508047 4863131
_cons 165713 .0910387 4,58 0.000 .2381387 5950039

rho 1548155

Source: Researcher (2019)

The results presented in figure 4.8 above showed that the constant was 0.4165713 and this

value was statistically significant at 5% significance level as the P value was 0. 0000.The
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implication from these results is that without the influence of the independent variable, the
dependent variable will have a value of 0. 4165713.This means that firms will be able to cover

41% of their current liabilities.

The results indicated that investments had a regression coefficient of 0.428092 with a p value
of 0. 000.This implied that there was a statistically significant positive relationship between
cash flow and investments in manufacturing and allied firms listed in the Nairobi stock
exchange. Essentially, 1% increase in investments would result in 42.8092% increase in cash

flow.

The co efficient for inventory control was -0.439795 with a p value of 0.006 this implied that
1%decrease in inventory control resulted into 43.9795% decrease in cash flow. This showed
that there was a statistically significant negative relationship between cash flows and inventory
control at 5% confidence interval. Profitability had a co efficient of 0.3185589 and a p value
of 0. 000.This implied that there was a statistically significant positive relationship between
profitability and cash flows at 5% confidence level. This is because the P value was less than

0.05.A 1% increase in profitability would result to 31.85589increase in cash flows.

Therefore, the model equation for the study was,

Y=0.4165713 + 0.428092X; -0.439795X; +0.3185589X3

Where:

Y= Dependent Variable (Cash Flow)

0.4165713 = Constant (cash flow level when all the independent variables are at Zero)

0.428092 = Co efficient of X1(change in the dependent variable due to a unit change in X1.

X1 = investments
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- 0.439795 = C o efficient of X> (change in the dependent variable due to a unit change in X>)

X2 = inventory control

0.3185589 = Co efficient of X3z(change in the dependent Variable due to a unit change in Xs.

X3 = Profitability.

4.6. Discussion of results

4.6.1 Investments and Cash Flows
The results indicated that investments had a regression coefficient of 0.428092 with a p value

of 0. 000.This implied that there was a statistically significant positive relationship between
cash flow and investments in manufacturing and allied firms listed in the Nairobi stock
exchange. From these findings the implication is that investments tend to influence cash flows
positively. AS such, manufacturing firms should increase investments which in turn will
increase cash significantly. Firms should invest more in manufacturing firms as this improves
their efficiency which inturn influences cash flows significantly. This study is in agreement
with Kinyanjui (2013) who concluded that there is a significant positive relationship between
investments and cash flows. Imtiaz (2017) concluded in his study that there is a positive
relationship between cash flow and investment but the relationship is insignificant in low
investment firms. Letenah (2014) and Atil(2003) concluded that there is a positive cash flow —
investment sensitivity in manufacturing firms. Degryse and De-Jong (2005) carried out a study
to establish the relationship between cash flow and investment and established a positive
relationship between cash flow and investment for both types of manufacturing organizations

having low and high investment opportunities.

4.6.2 Inventory control and cash flows
The co efficient for inventory control was -0.439795 with a p value of 0.006. This showed

that there was a statistically significant negative relationship between cash flows and
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inventory control at 5% confidence interval. Decreasing inventory control as measured by
inventory turnover would decrease cash flows by 43.98%. There is a significant negative
relationship between inventory control and cash flows in manufacturing firms listed in the
Nairobi securities Exchange for the period covered by the study. This study is in agreement
with Lydia (2014) who concluded that there is a negative relationship between inventory
control and cash flows.Ashok (2013) in his study concluded that there is negative relationship

between cash flows and inventory.

4.6.3 Profitability and Cash Flows
Profitability had a co efficient of 0.3185589 and a p value of 0. 000.This implied that there

was a statistically significant positive relationship between profitability and cash flows at 5%
confidence level. This is because the P value was less than 0.05The results showed a
significant positive relationship between cash flows and profitability. The positive co
efficient showed that an increase in profit has a positive effect on cash flows. This study is in
agreement Parsian,(2013) who concluded in his study that there is a positive relationship
between cash flows and profitability in firms listed in the Nairobi stock exchange.Akoto
(2013) in his study conclude that there exists a positive relationship between cash flows and
profitability. There is a negative relationship between cash flows and profitability. In his
study, Asif (2015) studied on the relationship between cash flow from operations and
profitability of a firm. He concluded that there is a positive relationship between cash flows
and profitability.Manyo, (2013) in his study also concluded that a positive relationship exists

between cash flow and profitability.
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CHAPTER FIVE
SUMMARY, CONCLUSION AND RECOMMENDATIONS.

5.1 Introduction
In this study the researcher sought to establish if investments, inventory control and

profitability have any effect on cash flows generated from operations. The researcher in this
chapter presents the study summary in line with the study background, methodology,
descriptive and panel data regression. Several conclusions in relation to the research objectives
and hypothesis were also presented in this chapter as well as policy implications and
recommendations made to beneficiaries of this study. Finally, the researcher in this chapter

highlights the limitations of the study and suggests areas for further research.

5.2 Summary of findings.
Cash flows had a similar trend in almost all the firms except in one firm for the period

covered by the study as showed in the growth plot. The researcher established that a
relationship exists between investments, inventory control, profitability and cash flows. There
was a statistically significant positive relationship between investments and cash flows. From
these findings the implication is that investments tend to influence cash flows positively. As
such, manufacturing firms should increase investments which in turn will increase cash
flows. By acquiring enough machines and equipment for production can increase the output
of the firm which in turn increases cash flow from operations. There is a significant negative
relationship between inventory control and cash flows in manufacturing firms listed in the
Nairobi Stock Exchange for the period covered by the study. This implied that poor inventory
control as measured by inventory turnover lead to decrease in cash flow. The results showed

that a significant positive relationship exists between cash flows and profitability. The
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positive co efficient showed that an increase in profit as measured by return on assets had a

positive effect on cash flows during the period under the study.

5.3 Conclusions
The general objective of the study was to establish the factors that affect cash flow in

manufacturing firms listed in the Nairobi stock exchange. The specific objective of the study
was to establish if investments, inventory control and profitability had any effect on cash flows.
The results showed that investments, inventory control and profitability had a relationship with
cash flows which was significant in the period the study covered. Investments and profitability
have a significant positive relationship with cash flows which meant that by increasing
investments and profitability of assets, the firms would end up increasing their cash flows.
Keeping high levels of inventory had a negative relationship with cash flows and the conclusion
was that keeping high levels of stock would lead to cash flow challenges in the manufacturing

firms as a lot of cash is held up in the stocks.

5.4 Recommendations
From the study findings, the following will be recommended. Manufacturing firms should

consider increasing investments in terms of capital expenditure to acquire more machines and
equipment as firms with high investments have a high cash flow investment sensitivity. This is
because the production efficiency of manufacturing firms increases when a firm has enough
machines and equipment which in turn increases cash flows. Inventory control measures put in
place should be reviewed regularly to ensure that they are efficient and effective in managing
inventory as there is a negative relationship between cash flow and inventory control. If high
levels of inventory are maintained by a firm may lead to cash flow challenges as a lot of cash
is held in these stocks. Only optimum levels of stock should be maintained. Firms should
acquire the right assets to ensure that they are profitable enough to the business as the

profitability of assets affects cash flows in a positive way. As the profitability of these firms
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decreases, it may affect the cash flow of these firms negatively. Other firms not listed in the
Nairobi stock exchange can also use these recommendations as the operations are similar. This
study is also an addition to the existing literature and thus other scholars can use it to further
their knowledge. The study would be used to give further insight to the field of research and

give answers to research questions not covered in this study.

5.5 Areas for further study
The research gaps arising from this study form the basis for further research by different

researchers. There is a need to consider carrying out a similar study that will consider other
factors which affect cash flows like trade payables, trade receivables and budgets as very little
literature exists on this. Little literature Exists on the factors affecting cash flows in
manufacturing firms. Lot of emphasizes has been put on the importance of cash flows but the
factors which affect cash flow have not been discussed conclusively thus need to conduct more

research in this area.

5.6 Limitations of the study.
This study sought to establish the factors that affect cash flow in manufacturing firms listed in

the Nairobi securities exchange. This study was surrounded by Various limitations. There are
very many factors which affect cash flow but only three variables were considered in this study.
Considering all the variables in one study would have been unrealistic and thus selecting the
variables to consider was a challenge. This study only focused on manufacturing firms listed
in the Nairobi stock exchange in Kenya and may not be applicable in other sectors in Kenya or
in other countries. Time and cost constrain also limited this study. Large panels of data would
require more time to extract the data as well as more resources would be used. Only nine firms
were considered in this study but in reality, we have very many manufacturing firms in Kenya
but have not been listed. These firms could not have been used in this study as getting financial

information from them would have been a challenge.
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APPENDIX I: DATA COLLECTION SHEET

Name Of COMPANY ....viintiei it eeaaaaas

Date registered/Licensed..........coouiiiniiiiiii i

Physical Address. .......ovuriiiiii e

Part 1: Investments

2013 2014 2015 2016 2017

Capital expenditure in
current Year

Capital expenditure in
previous year

Net capital expenditure
=current year — previous
year capital expenditure

Part 2: Inventory control

2013 2014 2015 2016 2017

Average inventory

Cost of goods sold

Turn over = cost of
goods/average

inventory

Part 3: Profitability

2013 2014 2015 2016 2017

Operating income

before interest and tax
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Total assets

Profitability=operating
income before interest

and tax /total Assets

Part 4: Cash flows

2013 2014 2015 2016 2017

Operating cash flows

Current liabilities

Cash flow ratio= operating

cash flows /current liabilities.

APPENDIX II: LIST OF FIRMS LISTED IN THE NAIROBI STOCK EXCHANGE AS
MANUFACTURING AND ALLIED.
1. B.O0.C Kenya Ltd Ord 5.00
2. British American Tobacco Kenya Ltd Ord 10.00
3. Carbacid Investments Ltd Ord 5.00
79



https://www.nse.co.ke/listed-companies/list.html?view=company&id=11&tmpl=component
https://www.nse.co.ke/listed-companies/list.html?view=company&id=14&tmpl=component
https://www.nse.co.ke/listed-companies/list.html?view=company&id=17&tmpl=component

Unga Group Ltd Ord 5.00

© o N ks

APPENDIX I1l: RAW DATA

Firm

BOC Kenya Itd
BOCKenya Itd
BOCKenya Itd
BOC Kenya Itd
BOC kunya Itd

Firm1l

East African Breweries Ltd Ord 2.00
Mumias Sugar Co. Ltd Ord 2.00

Eveready East Africa Ltd Ord.1.00
Kenya Orchards Ltd Ord 5.00
Flame Tree Group Holdings Ltd Ord 0.825

Y

Year
2013
2014
2015
2016
2017
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Cash

flow
0.26
0.3
0.34
0.16
0.28

Inventory
Investments control
0.01 3.09
-0.22 3.73
0.05 3.45
0.02 3.45
0.04 3.18

Profitability
0.16

0.12

0.21

0.09

-0.55


https://www.nse.co.ke/listed-companies/list.html?view=company&id=26&tmpl=component
https://www.nse.co.ke/listed-companies/list.html?view=company&id=40&tmpl=component
https://www.nse.co.ke/listed-companies/list.html?view=company&id=50&tmpl=component
https://www.nse.co.ke/listed-companies/list.html?view=company&id=56&tmpl=component
https://www.nse.co.ke/listed-companies/list.html?view=company&id=82&tmpl=component
https://www.nse.co.ke/listed-companies/list.html?view=company&id=145&tmpl=component

British American Tobacco
Kenya Itd
British American Tobacco
Kenya Itd

British American Tobacco
Kenya Itd

British American Tobacco
Kenya Itd

British American Tobacco
Kenya Itd

Carbacidinvestmentsitd
Carbacid investments Itd

Carbacid investments Itd
Carbacid investments Itd
Carbacid investments Itd

EastAfricanBreweriesltd

East African Breweries Itd
East African Breweries Itd
East African Breweries Itd
East African Breweries Itd

MumiasSugar Co. Ltd
Mumias Sugar Co. Ltd

Mumias Sugar Co. Ltd
Mumias Sugar Co. Ltd
Mumias Sugar Co. Ltd

Unga Groupltd
Unga Group Itd

Unga Group Itd
Unga Group Itd
Unga Group Itd

Eveready East African ltd
Eveready East African Itd

Eveready East African Itd
Eveready East African Itd
Eveready East African Itd

N N N N No o o o oo o o o oo AP PRRPBRRPPO W LW W WLWODN

2013

2014

2015

2016

2017
2013

2014
2015
2016

2017
2013
2014
2015
2016
2017
2013

2014
2015
2016

2017
2013

2014
2015
2016

2017
2013

2014
2015
2016
2017
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0.5
0.67
0.6
0.84

0.73
0.17

0.42
0.27
0.23

0.5
0.31
0.23
0.55
0.66

0.03
0.11

0.08
0.02
0.16

0.14
0.13

0.22
0.22
0.26

0.01
0.43

-0.26
0.01
-0.4
-0.44

0.05

0.1
0.02
0.05

0.01
-0.09

0.17
0.04
-0.01
0.1
0.08
0.01
-0.05

0.01
0.05

0.04
0.06
0.4

-0.17
0.35

0.11
0.19
-0.29

0.26
0.02

-0.82
0.24
-0.97
-0.5

12

2.6

1.83

1.66

1.89
5.4

6.8
6.4
7.86

4.74
4.09
3.62
3.19
3.41
5.01
5.02

6.83
7.73
8.5

6.43
5.25

5.51
7.39
5.35

7.06
2.08

2.22
2.11
3.64
6.46

0.34
0.35
0.41
0.34

0.3
0.29
0.24

-0.12
0.18

0.14
-0.32
0.23
0.28
0.28
0.25
-0.31

0.17
0.34
0.26

0.15
0.25

-0.38
0.31
0.46

0.03
0.11

0.13
0.16
0.27
-0.34



Kenya orchads Itd

Kenya orchads Itd

Kenya orchads Itd

Kenya orchads Itd

Kenya orchads Itd
Flametreegroupholdingsltd
Flame tree group holdings Itd

Flame tree group holdings Itd
Flame tree group holdings Itd
Flame tree group holdings Itd

© O ©O© O © 00 00 0 o

2013
2014
2015
2016
2017
2013

2014
2015
2016
2017

82

-0.03
-0.02
-0.02
-0.08
0.11
0.19

-0.02
0.14
0.05
0.16

-0.9
-0.04
-0.03

0.06
0.26
0.51

0.25
0.23
0.16
0.15

5.47
8.86
5.68
10.5
6.67
3.12

4.32
4.32
6.42
4.56

0.01
0.03
0.06
0.06
0.07
-0.89

-0.67
-0.54
-0.45
-0.64



