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THE RELATIONS BETWEEN CASH MANAGEMENT POLICIES AND PROFITABILITY OF SMEs IN KANO

DR. MUHAMMAD AMINU ISA
LECTURER
DEPARTMENT OF ACCOUNTING
BAYERO UNIVERSITY
KANO- NIGERIA

ABSTRACT

Cash flow management is not a passive outcome of Small and Medium Enterprises (SMEs); rather cash needs to be actively tracked, chased and captured; it
requires access to reliable data. The ability to manage cash cycles emerged among the top issues affecting the SMEs. The importance of cash flow planning and
management and the criteria and approaches to be adopted for the same in a SME is echoed in recent times. Most SMEs do not growth to their maturity stage
due to inappropriate cash management policies. These unsuitable cash management policies are expected to have negative correlation with the profit margins of
SMEs and invariably their profitability. This paper investigates into the relationship between cash management practices and profitability of SMEs in Kano. A
survey of the managers and or owners of SMEs was made to generate data and the Somers’ d analytical technique was used to measure the relation between the
two variables. The result shows that there is negative insignificant relation between cash management practices and the profitability of Kano SMEs. This is as a
result of the higher number of days in the cash conversion cycle of the SMEs. A well made cash flow management plan, if used by the SME as a tool for cash flow
monitoring, squeezing days in receivables and stretching days in payables may relate positively and increase the profit margins and controls in the SME through
enhanced productivity.

KEYWORDS

cash management, profitability, SMEs, Kano.

INTRODUCTION

ash is the most liquid of assets and it represents the lifeblood for growth and investment. In order to generate cash, firms must efficiently and effectively

manage the activities that provide cash. These activities include billing customers as quickly as possible, disbursing payments only when they come due,

collecting cash on overdue accounts, and investing idle cash. Therefore, managing cash flow involves several objectives: accelerating cash inflows
wherever possible, delaying cash outflows until they come due, investing surplus cash to earn a rate of return, borrowing cash at the best possible terms,
maintaining an optimal level of cash that is neither excessive nor deficient. For cash flow timeline, the shorter cash conversion the better for the Small and
Medium Scale Enterprises (SMEs). The way of achieving this is by looking at all the parts of cash flow policies and understanding the relations between them.
Thus, it is the managerial decisions that cause changes in the timeline. Improvements can be made by speeding up the collection process and delaying the
payment process (Maness & Zietlow, 2005). There is a growing awareness that cash is an asset that must be used wisely or else it will become a liability or brings
the continuity of an enterprise to an end or adversely affects the profitability.
This modern philosophy places an increasing emphasis on the maintenance of an optimal cash balance with the prime focus on cash management. Improving a
company’s cash management can result in better profit margins and higher turnover ratio which in turn can lead to higher profitability. Making a profit is nice
but cash flow management is necessary. Cash management is the key to business success. New businesses are often caught short of cash right off the mark
while existing ones can find ways to survive if they can find ways to generate cash. Cash is the single most important element of survival for a small business. The
major problem confronting small businesses is their inability to control cash (Larsson & Hammarlund, 2005). Managers can create value by reducing their firm’s
number of days of accounts receivables and inventories. Similarly reducing the cash conversion cycle also enhances the firm’s profitability (Teruel and Solan,
2005). Just like an individual, companies need a cash cushion to rely on. This gives them security in unstable times. It also gives them an opportunity to take
advantage of strategic investments or take advantage of opportunities to reduce costs. SMEs need to focus on the concept of free cash in order to establish that
cash cushion. The failure of small businesses could inevitably be related to poor or careless financial management and particularly, internal problems relating to
cash flow management among inventory control and inadequate capital. Cash management includes the different items within this area as: payables systems,
receivables system, management of liquid funds, currency management and risks, short term financing, accounts payables and accounts receivables. Cash
management is one part of working capital management and usually concerns the different processes and procedures of handling a company’s liquidity and the
monitoring and planning of it. It is noted that there is a dearth of empirical researches on small business relating to cash management practices of SMEs in Kano.
The importance of promoting SMEs as the basis of economic growth is obvious by the programmes established by Governments of Nigeria to support the growth
of SMEs. Several Micro Finance Lending Institutions and Community Banks were established to supply cash needs of SMEs in order to remain in business. An
efficient cash flow management system is often termed as the nervous system of effective Financial Management. It plays a key role and helps to demonstrate
that the SME is profitable. The need for funds and the cash generation capability of the business model emerges from the need for cash flow planning. This
paper examines the relations between cash management policies and the profitability SMEs in Kano state of Nigeria. The next part of the paper is on the review
of literature; followed by the methodology; then the discussions of results and; the conclusions.

REVIEW OF LITERATURE

CONCEPT OF CASH MANAGEMENT

Cash management can be seen from two different perspectives: basic cash management and advanced cash management. Specifically, treasury management
handles basic cash management at SMEs, and one of its main functions is to establish the optimum cash level so that payments can be made and received as
necessary for the proper operation of the business. The second concept includes not only treasury management per se but also other tasks such as treasury
forecasting, negotiation and establishment of relationships with financial institutions and financial risk management (Maseda et al, 2008). Cash management
involves the development of administrative techniques conductive to optimizing the level of disposable assets to be maintained by a company (Myers & Mijluf,
1984 and Harford, 1999). To prevent breaks or gaps in the trading cycle due to lack of cash, administrators must calculate the cash amount best suited to their
level of activity, plan the timing of the relevant payments and collections and draw up a policy of investment in asset with high liquidity that can be converted to
cash at a low transactional cost to serve as support for the treasury funds maintained by the company (Kamath et at 1985, Srinivasan, 1974). In simple term,
cash management is the cash payment and collection management and liquidity management which have now taken on a broader perspective that includes the
planning of disposable treasury assets and their subsequent monitoring, a strategy for investing surpluses to obtained maximum profitability and finance deficits
with minimum costs (Kirman, 1977; Driscoll, 1983; Driscoll, 1983 and Masson et al, 1995). Thus, cash management brings together actions concern with cash
payment and collection management and liquidity management, which involves acquisition and disposable of treasury assets and their subsequent monitoring, a
strategy for investing surpluses of cash for maximum profitability and financing deficits at minimum costs.

EFFECT OF CASH MANAGEMENT OF THE PROFITABILITY OF SMES

Drever (2003) explores issues relating to cash flow management for SMEs and discovered that there is need for improve cash flow management practices in
order to enhance the profitability of Australian SMEs and found that there is still limited research in the area of cash flow management practices in Australia.
Similarly, Garcia-Teruel and Martinez-Solano (2007) provide empirical evidence about the effects of working capital management on the profitability of a
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sampled Spanish SMEs. The results showed that managers can create value by reducing their inventories and the number of days for which their accounts are
outstanding. Moreover, shortening the cash conversion cycle also improves the firm's profitability. Masoud and Mbega (2009) explore the effect of working
capital management on profit and the trend of SMEs working capital management practices. The results showed a significant negative linear relationship
between the measures of working capital management and profitability. Descriptive findings of working capital management indicate that there is poor working
capital management as required by conventional practices.

Similarly, Banos-Caballero, Garcia-Teruel and Martinez-Solano (2011) analyze the relation between working capital management and profitability for SMEs by
controlling for unobservable heterogeneity and possible endogeneity. Unlike previous studies, they examine a non-linear relation between these two variables.
Their results show that there is a non-monotonic (concave) relationship between working capital level and firm profitability, which indicates that SMEs have an
optimal working capital level that maximizes their profitability. In addition, a robustness check of their results confirms that firms’ profitability decreases as they
move away from their optimal level. It could be observed form the review that studies from Nigeria and especially, Kano State are limited. This study contributes
to literature on the relations between cash management practices and the profitability of SMEs in Kano.

METHODOLOGY
The data for this study was collected from a questionnaire survey made on the owners/managers of SMEs in Kano state regarding the relations of cash
management policies and profitability. A sampled of 120 SMEs were drawn from the manufacturers of plastic and the manufactures groundnut oil located at
Sharada, Dawakin Dakata and Katsina Road industrial estates of Kano. To test the null hypothesis that the cash management practices of SMEs in Kana are not
significantly related to their profitability, the study deployed a non parametric technique of Somers’ d (Israel, 2008) for analysis of the relations between the two
variables. To find the extent of relations Somers’d will be:

Ns —Nd

Ns —Nd -Ty
Ns = Number of Concordant pairs, Nd = Number of Discordant pairs and Ty = Number of pairs of observations tied on the dependent variable, profitability of the
SMEs. The statistical significance of the calculated Somers’ d is given by:

2=d/ JAk2 —1)ir+ 1)
Ink2(r-1)
Where n = number of observations, k = number of columns and, r = number of rows.

RESULTS AND DISCUSSIONS

One of the objectives of establishing Small businesses is to survival and the profit motive which is best achieved through enhanced productivity. Cash is seen as
the life blood of every business and therefore, its management becomes requisite for profit generation. However the productivity of an enterprise may fluctuate
from time to time and these fluctuations may be attributed to the nature of its cash management, thus the need for enhanced management strategies to curtail
these adverse effects. In this study, a survey is made on SMEs in Kano to ascertain the relationship of cash management practices and their profitability.
Inappropriate cash management strategies will adversely affect turnover which will in turn contrast the profit margin and invariably affects the profitability of
the enterprises. An analysis of the responses in Table 1 showed that more than half of the rated responses, 53.21 per cent, could not decide on the relations
between cash management practices of SMEs in Kano and their profitability. About one third of the respondents, 36.67 per cent, are of the opinion that cash
management practices are positive associated with the profitability of SMEs in Kano while 10.11 per cent believed that cash management practice and
profitability of SMEs are negatively correlated. These responses are subjected to Somers’ d rank test to determine the statistical level of the association between
two variables and its significance.

TABLE 1: PROFITABILITY AND CASH MANAGEMENT PRACTICES OF SMEs

Effects of Profitability | Managing Receipts | Managing Payments | Managing Surplus | Total
Positive 86 119 125 330
Neutral 194 143 142 479
Negative 20 38 33 91
Total 300 300 300 900

Source: Field Survey, 2010

TABLE 2: COMPUTATION OF SOMERS’ D VALUE

Ty | Row 1 | 86(119+125)+ 119(125) 35,859

Row 2 | 194(143+142 + 143(142) 75,596

Row 3 | 20(38+33) + 38(33) 2,674

114,129

Ns 356(86) + 119(175) + 194(71) + 143(33) | 65,215
Nd 125(395) + 119(214) + 142(58) + 143(20) | 85,936
Somers’ d -0.078113396
Sig 0.1536

Source: Author’s Computations

An analysis of Table 2 shows a Somers’d value of minus 0.078, an approximate value of negative 8 per cent, which indicates a negative relationship between cash
management practices and profitability of SMEs in Kano. This result implies that the cash management practices of the Kano SMEs are adversely r to their
related profitability. The statistical significance of the calculated Somers’d value is 0.1536 which is greater the 0.05. Thus, the null hypothesis could not be
rejected. Hence, it is infer that the cash management practices of Kano SMEs are not significantly associated to their profitability. This result implies the need for
adequate operational cash management practices that is capable of relating positively and significantly to the profitability of the SMEs.

Certainly, profits are a critically important indicator of success; SMEs are in business to make a profit at what they do. However, it should be taken that the most
fundamental to the success of the businesses of SMEs is appropriate cash policies. If the cash inflows exceed the cash outflows, SMEs can continue operations
and therefore make some profits otherwise runs out of cash and grinds to a halt. Even if the imbalance is only for a short period, it can spell disaster. Cash
management, controlling the cash flow, is vital to the continuity and profitability of SMEs.

CONCLUSION

Conclusively, it could be said that the cash management policies of the surveyed SMEs in Kano state of Nigeria is adversely relating, though not significantly, to
their profitability. SMEs are especially vulnerable to cash flow problems since they tend to operate with inadequate cash reserves or none at all, and worse, tend
to miss the implications of a negative cash flow until it's too late. Cash flow forecasts are an effective management tool for SMEs. The forecast will provide
relevant information to SMEs executives to assist in proactive management to enhance SMEs profitability. Management can re-plan and re-allocate resources
across the SMEs units to meet SMEs targets and regularly review the performance of each SMEs unit in accordance with these targets. Forecasting is always a
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challenge, however, the key to monitoring and managing these cash flows is to ensure that there is always a reasonable buffer between what flows in and what
must flow out.

However, there are no defined rules in cash flow planning and management. The process needs to be fine tuned based on the nature of business and the
industry conditions. However, the following could help in planning and monitoring effective cash management: cash flow forecast periods should be long
enough to spot potential problems but short enough to be realistic on sales and debt collections; rolling forecasts should be prepared and re-calculated weekly
or monthly and; it should involve a cross functional team; sales, production planning, stores, purchase and others as relevant, with the finance department
acting as the focal point. A well prepared cash flow plan, if used by the SMEs as a tool for cash flow monitoring, ensures sustained and steady productivity and
controls in the SMEs and invariably enhances profitability.
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