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Abstract:

In today's dynamic business environment, efficient working capital management is a
critical factor in sustaining and enhancing profitability, managing risk, and maximizing
firm value. While companies strive to align their strategies with growth objectives and
annual profitability, inadequate liquidity can hinder their ability to generate returns for
shareholders. Therefore, adopting effective working capital management practices is
essential. Despite the significance of working capital management, there is a gap in
understanding its impact on the profitability of private security firms in emerging
economies like Kenya. This study aimed to examine the effect of working capital
management on the profitability of private security firms in Kisumu County, Kenya, for
the period 2019-2023. Specifically, it assessed the impact of the average accounts
receivable period on profitability. A correlational research design was employed,
focusing on private security firms registered with the Private Security Regulatory
Authority in Kisumu County. The study relied on secondary data obtained from financial
statements, using Return on Assets (ROA) as a measure of profitability. The results
indicated that the average accounts receivable period had a statistically significant
positive effect on profitability (1 = 2.012, t = 3.181, p = 0.04 < 0.05). These findings are
valuable to private security firm managers, scholars, and policymakers, including
government entities, as they provide insights into the role of working capital
management in enhancing financial performance.
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1. Introduction

The management of short-term finances is a critical aspect of corporate financial strategy,
focusing on the effective administration of short-term assets and liabilities to ensure
optimal liquidity, profitability, and shareholder value enhancement (Smith, 2019).
Efficient working capital management (WCM) entails the strategic regulation of short-
term financial resources and obligations to maximize asset returns while minimizing
liability-related costs (Johnson, 2021). A well-structured working capital position
contributes to a firm's financial stability, supporting both liquidity maintenance and
business expansion, thereby enhancing shareholder value.

Working capital refers to the capital required for daily operational activities,
encompassing short-term financing needs. It is typically non-interest-bearing, such as
funds allocated to inventory (Smith, 2022). The primary objective of WCM is to ensure
the seamless continuity of business operations by maintaining adequate liquidity to meet
short-term obligations and future operational expenditures (Naseer & Bibi, 2018).
Effective short-term financial management is particularly essential for the profitability of
security firms, as the strategic handling of short-term assets and liabilities significantly
influences financial performance. While profitability remains a fundamental objective,
maintaining sufficient liquidity is equally imperative.

The management of accounts receivable is largely influenced by a firm's credit
policies and debt recovery mechanisms (Smith, 2022). The efficiency of accounts
receivable management is often measured by a company's ability to recover outstanding
payments from clients (Sharma & Kumar, 2011). A disproportionately high debtor
turnover rate can negatively impact earnings (Corporate Finance Institute, 2019). Proper
oversight of accounts receivable is crucial for sustaining business liquidity, solvency, and
profitability (Ansah, 2011). Firms that effectively manage their accounts receivable tend
to have higher liquidity levels, enabling them to meet short-term financial obligations as
they arise.

Firms have increasingly recognized that prioritizing profitability at the expense of
liquidity can lead to severe financial challenges (Naseer & Bibi, 2018). Therefore,
achieving a balance between these two objectives is essential, as an overemphasis on
either could have detrimental consequences. Ineffective liquidity management may
result in insolvency or even bankruptcy (Naseer & Bibi, 2018). Consequently, working
capital management must be carefully structured to sustain financial health and
ultimately enhance firm profitability. Optimizing a firm’s working capital position
contributes significantly to overall firm value (Achchuthan & Kajamanthan, 2013).

Financial performance is an objective measure of a firm's ability to utilize its assets
effectively in its primary economic activities to generate revenue (Margaretha &
Oktaviani, 2016). Researchers have employed both accounting-based and market-based
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measures to assess business performance. Accounting-based measures evaluate the
outcomes of managerial decisions (Hutchinson & Gul, 2004) and are preferred over
market-based measures, particularly in studies on corporate governance and firm
performance (Mashayekhi & Bazazb, 2008).

Gerrit and Mohammad (2010) identify multiple financial indicators used by firms
to assess performance, including return on assets (ROA), return on sales, return on
equity, return on investment, return on capital employed, and sales growth. This study
adopts ROA as the primary measure of financial performance, as it is widely regarded as
a significant profitability indicator. ROA quantifies the percentage of earnings generated
per unit of assets invested. Rushdi and Tennant (2003) support the assertion that ROA is
among the most reliable profitability metrics. Profitability, defined as a firm’s capacity to
generate income (Johnson, 2021), largely depends on operational efficiency and optimal
resource utilization (Smith, 2022).

WCM plays a crucial role in enhancing profitability, as the effective management
of cash, receivables, and inventory directly influences firm earnings (Smith, 2022).
Excessive inventory accumulation may lead to increased costs due to storage,
depreciation, obsolescence, and theft, all of which diminish profitability (Knauer &
Wohrmann, 2013). Conversely, insufficient inventory levels may result in stock
shortages, loss of customer trust, and missed revenue opportunities, ultimately reducing
firm profits.

Figure 1: Conceptual Framework

Independent variables Dependent variable
Average Account Receivable Period Profitability
- Average Debtors Ho1 - ROA
- Credit Sales >

Source: Adopted and Modified from Iyewumi et al. (2015).
2. Literature Review

The majority of existing studies on WCM have primarily focused on sectors other than
private security firms. For instance, research conducted by Anser and Malik (2013) and
Madugba and Ogbonnaya (2016) concentrated on the manufacturing sector, while
Yahaya (2016) investigated the pharmaceutical industry. Similarly, Okpe and Duru (2015)
examined the building, oil, and gas sectors (Iyewumi et al., 2015). A study by Kiptoo
(2017) in Kenya explored the impact of WCM practices on the financial performance of
tea processing firms. Using a cross-sectional descriptive research design, the study
assessed the perceived effects of inventory and payment management on financial
outcomes among 54 firms managed by the Kenya Tea Development Agency (KTDA). The
tindings indicated that while firms aimed to align their strategies with growth and
profitability objectives, inadequate liquidity posed a significant barrier to maximizing
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shareholder returns. However, methodological and contextual gaps were identified, as
the study did not incorporate the average accounts payable period in its WCM
framework and employed a descriptive methodology, which limited its ability to
establish causal relationships between variables.

Yazdanfar and Ohman (2016) analyzed a cross-sectional panel dataset of 15,897
Swedish small and medium-sized enterprises (SMEs) across five industrial sectors from
2009 to 2012 to examine the impact of trade credit on profitability. Their findings revealed
that trade credit had a significant negative effect on profitability, with accounts payable,
short-term borrowing, and long-term borrowing identified as key elements adversely
affecting financial performance. The study's contextual limitations included its exclusive
focus on the Swedish market and the omission of cash conversion cycle (CCC) as a
variable. This study aims to bridge these gaps by examining the effect of CCC on the
profitability of private security firms in Kisumu County.

Iyewumi et al. (2015) investigated the relationship between WCM and corporate
profitability in Nigeria's oil and gas sector, utilizing secondary data from publicly listed
companies between 1995 and 2011. Their analysis, employing correlation techniques and
Ordinary Least Squares (OLS) regression, demonstrated that WCM components—
including CCC, average receivables period, average payables period, and inventory
turnover —significantly influenced corporate profitability. Moreover, firm size was
identified as a determinant of profitability.

Despite valuable insights from existing literature, a significant research gap
remains concerning the direct impact of the average accounts receivable period on
profitability within the private security sector. This study aims to address these gaps by
investigating the relationship between WCM practices and profitability in private
security firms in Kisumu County, Kenya.

3. Methodology

This study employs a correlational research design to examine the influence of WCM
practices on the profitability of private security firms in Kisumu County.

3.1 Research Design

Correlational research is used to assess statistical relationships between variables without
implying causation (Fraenkel & Wallen, 2000; Creswell & Plano-Clark, 2011). This
approach is appropriate for determining whether effective WCM, specifically the average
accounts receivable period, is associated with profitability.

3.2 Sample Size and Population

The study targeted 30 private security firms listed by the Private Security Regulatory
Authority (PSRA) in Kisumu County. The analysis covered financial data from 2019 to
2023, encompassing 150 observations.
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3.3 Data Analysis

Secondary data were extracted from financial statements, covering variables such as total
assets, liabilities, capital, and net income. Data were analyzed using SPSS, with results
presented in tables and graphs.

3.4 Model Specification

A regression model was developed to establish the relationship between the Average
Accounts Receivable (AAR) period and the profitability of private security firms in
Kisumu County.

Yi = Bo+ BiX1 (AAR period) + i (3.1)

Where:

Yi = Dependent variable representing profitability metrics,

o = Constant coefficients,

p1 = Regression coefficient for Average Account Receivable Period,
Xi1= Average Accounts Receivable Period,

€i = Error term.

4. Results

The primary objective of this study was to determine the effect of working capital
management practices on the profitability of private security firms in Kisumu County.
Specifically, the study aimed to assess the impact of the Average Accounts Receivable
(AAR) period on the profitability of these firms.

4.1 Average Accounts Receivable Period and Profitability
Table 1 presents the model summary of the effect of AAR on profitability (ROA).

Table 1: Model summary of the effect of AAR on profitability (i.e. ROA)
Model Summary®
Model | R | RSquare | Adjusted R Square Std. Error of the Estimate Durbin-Watson
1 5152 .265 239 2.30971 2.000
a. Predictors: (Constant), Average Accounts Receivable

b. Dependent Variable: Return on Assets

As indicated in Table 1, the correlation coefficient (R = 0.515) suggests a positive and
moderate relationship between AAR and ROA. The coefficient of determination ()
indicates that AAR accounts for 26.5% of the variance in ROA, while the remaining 73.5%
is attributable to other factors not included in this study. The Durbin-Watson (D-W)
statistic of 2.000 indicates no autocorrelation.

Table 2 presents the results of the Analysis of Variance (ANOVA).
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Table 2: ANOVA of the effect of AAR on profitability (ROA)

ANOVA-
Model Sum of Squares df Mean Square F Sig.
1 Regression 53.969 1 53.969 10.117 .004>
Residual 149.374 28 5.335
[Total 203.343 29
a. Dependent Variable: Return on Assets
b. Predictors: (Constant), Average Accounts Receivable

The ANOVA results indicate that the Average Accounts Receivable period has a
statistically significant effect on profitability (ROA), with p<0.05. [F (1, 28) =10.117, p =
.004]. Since the model is significant at the 5% level, suggesting that AAR has a meaningful
influence on ROA.

Table 3 presents the results of regression coefficients.

Table 3: Coefficients of the effect of AAR on profitability (ROA)

Coefficients?
Unstandardized Standardized Collinearity
Coefficients Coefficients T | Sig. Statistics
Model B Std. Error Beta Tolerance VIF
1 |(Constant) 2.494 .851 2.929 | .007
AAR 2.012 633 515 3.181 | .004 1.000 1.000
a. Dependent Variable: Return on Assets

Since the p-value = 0.004 is less than 0.05, it confirms that AAR has a significant effect on
ROA among private security firms in Kenya. The regression coefficient (81 = 2.012, t =
3.181, p = 0.04 < 0.05) indicates that a one-unit increase in AAR leads to a 2.012-unit
increase in profitability (ROA). These findings align with prior studies by Iyewumi et al.
(2015) and Okpe and Duru (2015), who reported a significant relationship between the
average accounts receivable period and firm profitability.

5. Conclusions and Recommendations

The study established a positive and moderate relationship between the average accounts
receivable period (AAR) and profitability, as measured by return on assets (ROA). The
findings suggest that private security firms in Kisumu County generally maintain a
shorter debtor collection period, experience minimal bad debts, and implement strong
credit policies. These factors contribute to the significant effect of AAR on profitability.
Based on these findings, the study recommends that managers of private security
tirms should aim to further reduce the AAR to prevent cash from being tied up for
extended periods. This would help mitigate liquidity challenges and ensure a steady cash
tlow for operational efficiency. To achieve this, firms should establish clear policies on
working capital management to provide structured guidance on credit and receivables.
Additionally, financial management staff should be trained on effective working capital
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management practices to enhance their decision-making capabilities. Regular appraisals
of working capital management should also be conducted to identify weaknesses and
implement necessary improvements, ensuring optimal financial performance and
sustainability of private security firms.
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