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ABSTRACT

A crucial role plays by Inventory management in balancing the cost and benefits
linked with holding inventory. In the inventory management literature, several studies
have been carried out regarding maintaining inventory level in a firm has been widely
studied even though still there is contradiction in viewing inventory as both an asset
and a liability. Few of those studies on the microeconomic determinants and
consequences of inventories are somewhat inconsistent, thus this study take intention
to test this issue with Beverage Food and Tobacco sector listed Companies. The
methods of descriptive quantitative and Linear Regression Analysis are used in this
study. The variables of inventory conversion period, operating cycle, current ratio,
cash conversion cycle and return on equity are considered. Data from 2012 to 2016
was gathered as panel data from 20 firms’ annual reports of beverage food and
tobacco sector for the analysis. The results expose that, operating cycle has a positive
significant relationship however cash conversion cycle negatively related with
dependent variable of return on equity, but other variables havent significant
relationship with dependent variable of return on equity. In case of regression analysis
result, it says inventory management has 0.158 significant impact on return on equity
at 5% level as a whole model but individually operating cycle and inventory
conversion period have significant impact. These findings are useful to the directors
and financial management of beverage food and tobacco sector’s firms as a useful
knowledge for decision makings in this field. So, this sector firms should take great
care on all of these measures of inventory management when making policies and
developing strategies regarding inventory management of this sector firms to improve
their return on equity.

Keywords: Inventory monogement; Return on equity; Beverage food ond tobocco
sector
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1. Introduction

A cruciol role plays by Inventory monogement in the growth and survival of oll firms.
Generolly, inventory literoture ottentions in procurement ond production os primory
determinonts of compony inventory procedure ond monogement. Like that, the
Clossic policy model represent the trade-off between ordering costs ond holding costs
outline the tronsoctions opprooch to inventory monogement ond Economic Order
Quontity (EOQ) models of inventory developed mony decodes ago. According to
Koumonokos (2008). “In recent years, as the field of operations monogement has
developed, mony new concepts have been added to the list of relevont inventory
control topics”.

In the inventory monogement literature, severol studies hove been corried out
regording maintoining inventory level in o firm has been widely studied nonetheless
still there is contradiction in viewing inventory os both on asset ond a liobility. Past
studies literature also produced contradictory results regording this inventory
monogement-finonciol performonce relotionship. Noticeobly, though negative
relotionship between inventory ond firm performonce hos been reported by mony
others those are based on either archival or investigation dota ( Fullerton et ol., 2003,
Elsayed, 2015, Elsayed ond Wohbo, 2016).

Study of Deloof (2003) explores as “number of inventories days have a significont
negotive relation on gross operating income”. Boute et ol. (2006), disclose through
their study that, “higher probaobility for high inventory ratio componies to be bad
finoncial performers”. Shoh ond Shin (2007) studied ond disclose that reducing
inventories hos a significont ond direct relationship with finonciol performonce”.
Milgrom ond Roberts (1988) aond Dudley ond Lasserre (1989) also found in their study
negative relotionship between profitobility ond inventories.

Bosed on these obove empiricol studies’ findings on the field of microeconomic
determinonts ond significances of inventories ore slightly inconsistent, so in this study
researcher attempt to moke further concentration on this issue by engoging additional
cultured lineor method used with o lotest somple ot Sri Lonkon Beveroge Food ond
Tobacco Compaonies.

2. Study Objective

This research objects to find the inventory monagement impoct on return on equity of
Sri Lonkon beveroge, food ond toboacco sector firms listed in Colombo Stock
Exchonge (CSE).
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3.Research Questions

Q1: What is the relationship between inventory monogement measures ond return on
equity of beveroge food ond tobacco sector listed componies?

Q2: Do inventory monogement meosures have on impoct on return on equity of
beverage, food and tobacco sector listed componies?

4. Significance of the Study

This reseorch supports to understond shoareholders obout the impact of inventory
monogement on return on equity in beveroge, food ond tobacco sector firms, ond
expect it will helpful to technical persons to employ efficient control techniques in
order to enhonce works of this listed firms for moximize the performonce.
Furthermore, study adds some more knowledge to the literature regording the
inventory monagement ond return on equity in Sri Lonkon beveroge food and tobocco
sector componies.

5.Inventory Management - Theoretical Foundations
5.1 Inventory convention period

Inventory convention period (ICP) meons that the averoge time thot o business holds
their inventory (Shin ond Soenen, 1998). It can be colculated by (Averoge inventory /
Cost of goods sold) *365. Thot meons the time duration of obtaining materials for a
product, monufocture it ond sell it. The inventory conversion period is fundomentally
the time period during which a firm must invest cash while it converts materiols into o
sale. Deloof (2003) explores os “keeping best inventory amount diminishes the cost of
possible disruptions or business loss because of shortoge of products, decreoses
delivery costs, ond sofeguords for price fluctuations. The period of inventory
conversion hos anegative impoct on a.firm’s profitobility. A similar study by Rohemon
ond Nosr, (2007) strongly recognized thot, negotive relationship for inventory
turnover ond firm’s performonce.

5.2 Currentratio

It measures o compony’s obility to meet short-term outstonding with current ossets.
Normally o higher current rotio is welcomed due to the importonce of liquidity for
success. Nevertheless a very high ratio may suggest that funds ore being tried up ond
moay not be eorning high returns. According to Gitmon (2002), “The current rotio
should be between 1.5 and 2 to 1 however it con vary depending upon the business thot
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the compony is engoged in”. Currents ratio con be colculoted as Current Assets divided
by Current Liobility. This might olso have impoct on profitobility, ond therefore it
must be controlled to avoid it from impairing the study.

Ponigrohi (2013) corried out a reseorch to find out the relotionship of inventory
monogement on profitobility. This research performed regression to determine the
current rotio impact on profitability variables. The results indicate os current ratio has
significant negative impoct on profitobility,high current rotio indicates high liquidity
position in the orgomization. It would be more cosh or inventory. High inventory, guide
to the high accounting profitobility. Therefore concerning current rotio is importont
for this research. After considered obove statement, researcher con find out thot there
wos o negative relationship among the current ratio ond profitability. But it is not
relevont to the all researches. Becouse it would be chonge relevont with other factors.

5.3 Operating cycle

Obaidulloh Jon (2001) says os “Operating cycle is the number of days ccompony tokes
in reolizing its inventories in cash. It equols the time token in selling inventories plus
the time token in recovering cosh from trode receivobles. It is colled operating cycle
because this process of producing/purchasing inventories, selling them, recovering
cash from customers, using that cash to purchose/produce inventories ond so on is
repeated os long os the compony is in operations™.

Compony’s operating efficiency ond working capital monagement meosured by the
Operoating cycle. Nopompech (2012) says os “Normally it tokes more time to receive
the cash which offects negatively to the profitability but it con be improved through
reducing no of days in receivobles”.

5.4 Cash conversion cycle

It meons o time period (in number of doys) thot it tokes for a firm to convert its
inventory and other investments in resources into cosh flows. The cash conversion
process gives insight into the financiol stobility of o compony becouse it reflects the
time period during which assets oare committed to business processes ond therefore are
not availoble to invest to achieve even greater returns. As aresult, the shorter the cash
conversion cycle, the better.
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Belt (1979) explores “Cosh inflow ond cash outflow are two have much importonce in
measuring the performonce of the orgomizations”. Mapponyuki ond Sori, (2017)
revealed that “Orgonizations expect o negative relationship between the cosh
conversion cycle and profitobility of the orgonizations but some studies also found a
positive relationship of cash conversion cycle with profitobility”. Afza ond Nozir,
(2007) conducted aresearch with the Karachi Stock Exchange listed firms sample on,
ond Abuzayed, (2012) carried out with the Ammon Stock Exchonge listed firms
somple; both of them found thoat lower cosh conversion cycle improves the
performonce. So this research study tries to onalyze furthermore regording this motter
also.

Through reviewed these above studies (Rohemon &Nosr, 2007; Nopompech, 2012;
Abuzayed, 2012; Mopponyuki & Sori, 2017), this study selected the inventory
monogement measures as cash conversion cycle, current rotio, inventory conversotion
period & operating cycle.

6. Return on Equity

Return on equity (ROE) is aratio between the net profit after tox ond totol equity. In
other words, the return on equity ratio shows how much profit each rupee of common
stockholders' equity generates. Return on equity rotio is o measure of eornings
availoble to owners of the firm (common shoreholders & preferred shareholders) on
the copital thot they (owners) invested in that firm. Further it is commonly used os a
profitobility indicator of the firm too.

Profitobility is the capacity of the compony makes a profit in relation to their sales,
total assets ond own copital. (Warfield, 2011) says os “profitobility rotio is aratio thot
illustrates the compony's obility to eorn a profit through all the existing copabilities
ond resources such os soles activities, cash, capitol, number of employees, number of
bronches ond so on”. According to Brighom ond Houston (2009) “profitobility is the
end result of anumber of policies ond decisions by componies”. Return on equity is on
importont indicotor to meosure the efficiency of monogement in using the equity
finonce to fund operotions ond growth of the firm. Potential investors always wont to
know how efficiently firms use their money to generote net income in this way return
on equity is on importont meosurement for them.
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Hence return on equity is considered os dependent vorioble ond examining the effects
of inventory conversation period, current ratio, operating cycle ond coash conversion
cycle onreturn on equity in this study.

7. Hypotheses Development

According to the above conversotion on theoretical bosis and earlier studies, it con be
seen that the greatness of eoch Inventory monagement meosure offect the return on
equity. To clarify the discussion thot has been done, the following hypotheses
formuloted;

Hypothesisl: Inventory monogement meosures have a significont relotionship with
return on equity of beveroge, food and tobacco sector listed componies in Sri Lonka
Hypothesis2: Inventory monogement measures have on impact on return on equity of
beverage, food ond tobacco sector listed componies in Sri Lonko.

8. Research Design

This research is investigated the effects of the inventory monagement measures
(independent variable) on return on equity (dependent varioble) after occurrence. The
study used descriptive research design ond opplied regression onolysis to describe the
effects of inventory monagement on return on equity. This reseorch design waos chosen
the descriptive method also os on effective tool. Thuvarokon (2012), “soays that, the use
of descriptive analysis helps the researcher avoid the difficulties of getting clear
understonding obout the dota collected and its pattern over the years”. To effectively
apply the descriptive analysis, the Stata 14 packoge was selected to onolyze the ponel
dota for the variobles.

9. Regression Model

The author developed the bellow regression model for this study to onalyses the
collected dota

ROE=o+B1 (CR),+ B2 (CCC),+B3 (ICP),+p4 (OC), +e,

Where:

ROE =Return on Equity

CR =Current Ratio

CCC=Caosh conversioncycle

ICP=Inventory Conversion Period
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OC=O0Operoating cycle

o= intercept

e, = error

The regression model was selected for the reoson that this is recognized os o well fit
instrument to describe the relationship between independent ond dependent variobles.
Further, in this study independent voriable of inventory monogement ond independent
variable of profitobility relationship could be reasonobly assumed to be linear. In the
past mony outhors used this model in their studies like Rohemon ond Nosr, (2007),
Mokori & Jogongo, (2013), Hina, Mba.ond Mphil (2014) ond Jayorathne (2014).

10. Reliability and Validity

There is not much difference in the reporting systems among the listed componies os
they mostly followed the Accounting Stondords by the requirement of the Accounting
ond Auditing stondords Act No. 15 of 1995 of Sri Lonko. According to the CSE
regulations all the firms ore required to submit their onnual reports as requirements of
the information disclosure by law. Furthermore, Colombo stock exchonge data base
keeps the onnual reports of listed firms which ore oudited by qualified chorted
occountonts, hence the collected data from such finoncial stotements ond onnual
reports ore more relioble. Study used the pertinent dota extracted from the finoncial
statement such os income stotements ond balance sheets of these listed firms.

Volidity meons the accuracy ond relevonce of inferences, which might be primorily
constructed on the research outcomes. Mugenda (1999) state as “It is the degree to
which results received from the onalysis of the dota actuolly represent the variobles of
the observotion”.

11. Data Analysis

Once the dota have been collected, they were scrutinized ond the collected dota from
the onnual reports wos clossified ond onolyzed by using well known statistical
package of Stata 14. Tables were used for purposes of onalyzing and presenting the
descriptive findings of the study. Varionce inflation foctor was corried out to diognose
the multicollinearity effect among the descriptive variobles.

Correlation onalysis performed to determine the strength of associations between the
study variobles. Coefficients are colculated for the selected beveroge, food ond
Tobacco listed componies. Liner regression was performed to find the impact of
independent variobles over dependent for the hypotheses testing purpose.
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12. Population and Sample

Twenty-one componies were listed in beveroge, food ond tobocco sector in CSE. As a
purposive Sampling, from them twenty componies were selected for 2012 to 2016 to
achieve abolonced ponel.

13. Results and discussions

Toble 1 elucidates the statistical distribution of dependent and independent variobles
of'this study.

Table 1: Statistical Distribution (2012-2016)

Voar Ob Meon S. Dev. Mini Mox

CR 100 2.948528 5.391127 1167155 45.65175
CCC 100 8.72313 228.4558 -1465.523 1536.297
ICP 100 63.6043 50.59704 10.12273 295.5786
ocC 100 171.2038 108.8892 54.82003 443.4706
ROE 100 37.28268 89.1532 -4.026108 670.1446

The obove statistics of the independent ond dependent variobles reveal numerous
issues. Meon (averoge) return on investment (ROE) is 37.28% to the entire somple ot
the same time stondord deviation recorded os 89.15. This ROE meosure is applied os o
profitobility of the firm, which is varying from -4.02 to 670.14 with meon volue of
37.28%, ond explicates that firms of this sector have o normal performonce. The
varionce in return on equity extended from profitability rotio of 670.14 % (mox) to -
4.02% (mini). Itrealizes there is abig difference in profitability of this sector firms.

From these inventory monagement measures of this study, OC hos o highest averoge
rotio of 171.2 it indicates that, averogely o compony tokes 171 days to reolizing its
inventories os cash in this sector componies. CR indicates as lowest averoge rotio of
2.95 it meons on averoge short-term solvency situation is 2.95 times in this sector
componies. More thon thot, CCC ond ICP have 8.72 and 63.60 respectively.

This study notices that, the most volatile varioble is cosh conversion cycle among
these examined variobles with the stondord deviation volue of 228.46 then operoting
cycle ond inventory conversion period following that with stondord deviotion of
108.89 ond 50.6 respectively. While the most stoble varioble is current rotio with the
stondord deviotion of 5.39.
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13.1 Correlation matrix

ROE tokes significont relationship with operating cycle, which is 29.14% ot 05%
significant level, whereas the next inventory monogement meosure of inventory
conversation period olso has a positive low degree of strength relationship with
19.17% but insignificont at 05% level. At the same time the other two inventory
monogement meosure of CCC and CR are correlated with ROE -10.43% and -19.12%
respectively, but CR insignificant ot 05%.

Thus, it con say OC has apositive influence with ROE ond cash conversion cycle hos o
negative influence with ROE ond both are significont ot this sector Componies. This
result is consistent with Lyroudi and Lozaridis (2000), Abuzoyed (2012) ond Tokon,
(2013) butnot consistent with Nadeem et ol., (2017).

Any how it is importont to note thot these descriptive statistics values ond correlation
onolysis volues are just point out the associate link between reloated voriables. These
values even they have with high coefficient values, don’t essentiolly establish a.cousal
relationship. Therefore, o more advonced and exact techniques are needed for the
satisfactorily copture of definite significont influence between the dependent ond
independent variobles.

Table 2: Correlation Matrix and VIF for 0f2012 -2016

ICP CR oC CCC ROE VIF
ICP 1.0000 2.29
CR 0.2798* 1.0000 2.06
OoC 0.6319* -0.1438 1.0000 1.38
CCC -0.3266* 0.1372 -0.3451* 1.0000 1.21
ROE 0.1917 -0.1043 0.2914* -0.1912* 1.0000

. * -Significant at 05% level

Usually when doing the regression onoalysis the statistical problem oamong the
independent variobles of multicollinearity issue should be considered. Gujorati,
(2003) recommend VIF to diognostics the multicollinearity issues omong the
independent voriobles.
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VIF values among the independent variobles are measured ond presented in the Toble
2 ond that indicates no ony value of VIF above to 3 (cutoff <10) it shows there is no ony
multicollinearity issues omongst the independent variobles of this study.

13.2 Regression result

This onolysis exomines independent ond dependent variobles’ relationship ond their
strength. Analyzed result presented in Toble 3.

Table 3: Regression result

ROE Coefficient SE t-statistic Prob.
ICP 069875 2596146 0.27 0.788
CR -1.16705 1.895372 -0.62 0.540
OoC 1840413 1145635 1.61 0.111
cccC -.0355153 0417547 -0.85 0.397
Constont 5.080662 18.17963 0.28 0.780

Note: R = 0.0979; Adjusted R* = 0.0599; F (4, 95) = 2.58; Prob > F = 0.042

As per the results of regression result in Toble 03, this regression results have a R
squore volue is 0.0979 that designates the explonotory influence of the inventory
monagement meosures to ROE. It meons 09.79% of the difference in return on equity
of this sector componies are explained through this inventory monogement which is
represent by the ICP, CR, OC and CCC; while 90.21% is described by others foctors to
this model. As a whole model this is a significont model at 5% level, but individually
aoll of these variobles are insignificonts. Becouse of this, fixed, rondom effect models
ond Housmon test were performed to find out the most oppropriate model for this
study. According to the Housman test volue of Prob>chi2 = 0.0220 (p <0.05), fixed
effect model was selected as most appropriote. Fixed-effects (within) regression result
achieved ond presented in Toble 4.
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Table 4: Fixed-effects (within) regression result

ROE Coefficient SE t-statistic Prob.
ICP -.5959799 2931667 -2.03 0.046
CR .6497713 1.924008 0.34 0.737
oC 5312654 .1429327 3.72 0.000
CcCcC 0138594 0363855 0.38 0.704
Constont -17.80183 23.82948 -0.75 0.457
sigmo. u 71.457329

sigmo,_e 63.971475

rho 55510683 (fraction of vorionce due to u 1)

Note: R* = 0.1585; F (4, 76) = 3.58; Prob > F = 0.0100; corru_i, Xb) = -0.3262

R square is 0.1585 in this Fixed-effects regression model ond adding to new voriable, it
will explain 15.85% of the return on equity. This noticed that, this model is o
significont predictor (Prob > F = 0.0100), furthermore there is positive relationship
between inventory monogement ond ROE.

Considering the P value for each inventory measure, for inventory conversation period
itis 0.046 which indicates thot ICP is significont variobles ot 5%, And this relationship
is negotive (-.5959). When considering current rotio’s p value that is 0.737 which
indicotes thot CR insignificont voriables ot 5% confidence level. At the same times,
OC positively related with return on equity with the p-value of 0.000 ond significont ot
level of 0.05. CCC positively related with ROE but insignificont with the p-value of
0.704 ot 5% level. Bosed on this result of dependent varioble return on equity realizes
that, statisticolly it is o well fitted model as on overall model. Since to this return on
equity F volue of model (0.0100) indicates it is o significont model ot 5% level
confidence. The fixed effect model estimotion as follows,

ROE=-17.80-0.595ICP+0.649CR +0.5310C+0.013 CCC

It shows thot the ROE is always depend on a.constont foctor of -17.80 regardless of the
existence of other ROE determinonts factors. Each unit increoses in ICP hos anegative
impact on ROE with the value of 59.59%, each unit increases in CR will increose the
ROE by 0.64, every unit increase of OC will increase 53.1% on ROE ond every unit
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increase of CCC will increase the ROE by 0.0138, ot the same time, independent
variobles of CR and CCC of this model are individuolly insignificont ot 05% level.
Thus, the null hypotheses rejected ond alternative hypotheses of H1 ond H2 are
accepted in case of ICP ond OC only in Sri Lonkon Listed beveroge food and tobocco
componies.

14. Conclusions of the Study

A noteworthy similarity between the independent vorioble of inventory monogement
measures influences on firms’ profitobility in Sri Lonka by developed nations ond
dissimilarity with some developing notions’ firms is that, Sri Lonko firm’s most
possibly operating cycle positively influence on return on equity. Additional to these
disclosures that, Sri Lonkon firm’s effect of operating cycle is higher. According to the
findings of inventory monogement meosures have positive influence on return on
equity. Further this model says that, os a whole model selected four inventory
measures hove significont impoct on dependent of the return on equity ot 5% level.
This findings consistent with Anichebe & Agu (2013) ond Syed, et ol (2016).

This findings recommend that o few numbers of insights from western developed
theories con be convenient to Sri Lonka olso, more thon thot the certoin specific
aspects of firms those are relating with inventory monogement meosures ond firms’
profitobility in developed nations ore also relevont to Sri Lonko.

15. Recommendations

Consistent to these results of this research, the subsequent suitable recommendations
are specified os; beveroge, food ond tobocco Sri Lonkon listed firms would ottempt to
keep higher operating cycle ond less inventory conversion period those con help to
increase returns on equity.

16. Contribution to Knowledge

These findings contribute to the existing knowledge through this research of inventory
monogement measures thot ore influenced on returns on equity of beveroge food ond
tobocco sector listed firms of Sri Lonko, based on the view of inventory monogement
meosures of the firm. This research ossists to know the inventory monogement
meosures impoct on returns on equity of beverage food ond tobacco sector. These
results might be supported to the Boord directors ond finonciol executives of this
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sector firms os ossist o convenient dotabose ond source moterials for the inventory
monogement ond firms’ profitobility field decision.

17. Recommendations for Further Studies

This study hos placed some keystone by surveying the influence of inventory
monogement proctices on firm’s profitobility leoding which o more thorough
assessment of beveroge, food ond tobocco Sri Lonkon listed firms. Furthermore, it
proposed to estimate the relationship between inventory monogement ond firm’s
profitobility using the dota including other unlisted firms too. More thon that, further
work is required to design with new variobles ond develop new hypotheses to reflect
the relationship of inventory monagement with firm’s profitobility. In addition, amore
detailed effort that studies the effects of the other sector wise detailed work ond
ongoing economic ond political downturn on inventory monogement ond firm’s
profitobility of Sri Lonkon firms might help in solving some theoreticol underpinnings
ofthe obtoined results of this reseorch study.

18. Limitations of the Study

Even though we carried out this study very carefully, we are aware of its limitations
ond shortcomings. As with most empirical research this reseorch also subject to its
limitotions.

Initiolly plonned to cover oll 21 individual quoted firms in CSE over the period of
2012-2016. But recently listed compony haven’t full 5 years dota set, for the purpose
of moking balonced ponel data, only 20 componies which ore having the data from
2012 to 2016 were considered. Because, unbolonced ponel doto is cousing some
degrees of different weight in results between years.

So, the research was conducted in alimited population of 20 firms listed in CSE in this
sector. If it con be done in o larger sample by including not only in this sector listed
componies but olso other sectors ond non-listed companies, it would be better.
Furthermore, though listed companies are one of form of incorporated compaonies but
there are mony componies running under other forms of incorporoted componies in Sri
Lonka too. In foct there are other forms of incorporated componies. Therefore, the
result may not represent the result on other forms of incorporated componies in Sri
Lonka; ond implication from this result connot be opplied to the whole.
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The short time period (5 years) covered is also other potential limitotion. Increasing
the time period covered is on opportunity, even though, technology or industriol or
institutional chonges over time might couse chonge of componies’ behavior in this cose
failed to cover large time period could bias the results.

Sri Lonkon listed componies are strictly adopting Sri Lonka Accounting Stondords.
But, opart from that, there is problem with the componies included in the sample set,
which have ond adopt different accounting policies according to their own accounting
monual such as depreciotion method ond percentoges.
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