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Abstract

This study examined the relationship between fiimarfcial management techniques and profitability. \@riables
including Long-term-debt to Equity ratio (LTDERR\Mentory turnover ratio (ITR), Debtors’ turnovetioa(DTR),
Creditors’ velocity (CRSV), Total assets turnovatio (TATR) and Net profit margin (NPM). Profitaityl as a
dependent variable is represented by Net profigmafNPM) while LTDER, ITR, DTR, CRSV and TATR were
used. Descriptive statistics and multiple regressiovere applied to data obtained from the annuanfiial
statements of sampled pharmaceutical companiegdjaot the Nigerian Stock Exchange. The resulti®finalysis
showed that there is a positive relationship betwWieEDER, DTR, TATR and profitability while ITR an@RSV
have negative relationships with profitability. @ivthe findings, the study recommends that thenitorees of the
company should be monitored more frequently to gméstock-out or over stocking conditions of thgioducts,
that creditors’ velocity should be at a point whitve creditors and purchases are equal in ordaktothe advantage
of credit facility and any discount associated wittompt payment for goods to increase the profitgbof the
company.

Keywords. Profitability, Determinants, Pharmaceutical indystDescriptive research, Multiple regressions,
Long-term-debt to Equity ratio, Inventory turnowatio, Debtors’ turnover ratio, Creditors’ velogifjotal assets
turnover ratio and Net profit margin.

1. Introduction

Over the years, the determination of profitabilitypharmaceutical industries has been a probleedfay scholars.
The use of financial management as a determingmtoditability in companies is a very important aspthat cannot
be overemphasized. According to Emekekwue (20@23n€ial management is an amalgam of planning,mizgey
and control of the resources available to an omgdiuin in order to meet the demands of the variabaisnants of the
company such as human and material resources. @&12) defines financial management as an intgumel of
overall management rather than as a staff speaatgerned with fund raising operations. He adds ttine central
issue of financial policy is a rational matchingamfvantages of potential uses against the codteshative potential
sources, so as to achieve the broad financial ghlsagement of finance has evinced keen intematst dmongst
the academicians and practicing managers primduéyto its immense potential to influence the pabfiity of an
enterprise. This potential is engrossed in bothasgects of management of funds, be it mobilizatibfunds or
deployment of funds. Pandey (2002) argue that firimmanagement is that managerial activity whkoncerned
with the planning and controlling of the firm’s éincial resources. The subject of financial managente of
immense interest to both academicians and pragticianagers. It is of great interest to academidimtause the
subject is still developing, and there are stilttaim areas where controversies exist for whichumanimous
solutions have been reached as yet. Thereforaydiaamanagement is concerned with raising the sumekded to
finance the enterprise’'s assets and activities, allecation of theses scare funds between compaetses and
ensuring that the funds are used effectively afidiefitly in achieving the enterprise’s goal.

In Nigeria, the development of a better tool fooffiability determinant for manufacturing indussiés yet to be
established. Therefore, the following research tioes guided this study: Does Long- term- debt Bgiatio
(LTDER) have positive effect on Net Profit MargiNFM)? To what extent does Inventory turnover R&lidR)
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affect Net Profit Margin (NPM)? Does Debtors’ tuweo ratio (DTR) have effect over Net Profit MarghPM)? To
what extent does Creditors Velocity (CRSV) affeat NProfit Margin (NPM)? Is there any effect of Tlofessets
turnover ratio (TATR) on Net Profit Margin (NPM)?

The work is aimed at achieving the followings: T@mine the effect of Long-term debt to Equity rgtidDER) on
Net Profit Margin (NPM) of pharmaceutical companiesNigeria. To determine the effect of Inventoryrtover
ratio (ITR) on Net Profit Margin (NPM) of pharmadmal firms in Nigeria. To ascertain the extentitbich debtors’
turnover ratio (DTR) affects Net Profit Margin (NBMf pharmaceutical firms in Nigeria. To find oteteffect that
Creditors’ Velocity (CRSV) has on Net Profit Marg{hNPM) of pharmaceutical firms in Nigeria. To deténe

whether Total Assets turnover ratio (TATR) have effgct on Net Profit Margin (NPM) of pharmaceutifiems in

Nigeria.

Based on the research questions, the followinghydbtheses were developed:

H1. Long-term debt to Equity ratio (LTDER) has no sfggant effect on Net Profit Margin (NPM) of
pharmaceutical firm.

H2: Inventory turnover ratio (ITR) has no significaffect on Net Profit Margin (NPM) of pharmaceutifiem.

H3: Debtors’ turnover ratio (DTR) has no significafitect on Net Profit Margin (NPM) of pharmaceutitiain.

H4: Creditors’ Velocity (CRSV) has no significantegt on Net Profit Margin (NPM) of pharmaceuticairfi

H5: Total Assets turnover ratio (TATR) has no sigrdfit effect on Net Profit Margin (NPM) of pharmatieal firm.

The rest of the paper is divided into four sectidBection two is concerned with the theoreticamieavork and
review of related literature. Section three elutgdahe methodological framework while section fdigcusses the
findings and section five concludes the paper.

2. Review of Related Literature.

Every firm is most concerned with its profitabilitPne of the most frequently used tools of finah@to analysis is
profitability ratio which is used to determine thempany’s bottom line. Profitability measures argortant to
company managers and owners alike. If a small lkgsifas outside investors who have put their owmesninto
the company, the primary owner certainly has torspoofitability to those equity investors. Profitéty ratios show
a company’'s overall efficiency and performance. Wessearchers have studied the determinant oftphilfty in

many ways. But none of them had studied on thermb@ti@nt of profitability using financial managemeathniques.
Because of this, the researchers chose this réseank to show how the financial management candesl in the
determination of profitability in pharmaceuticaldimstry. Financial management means planning, czgapi
directing and controlling the financial activitissich as procurement and utilization of funds of ¢éneerprise. It
means applying general management principles tméiial resources of the enterprises.

Profitability means ability to make profit from ahe business activities of an organization, cogpéirm or an
enterprise. It shows how efficiently the managemeant make profit by using all the resources avlaib the
market. Profitability is also the ability of a giveénvestment to earn a return from its use. Howetlez term
profitability is not synonymous with the term eféacy. Profitability is an index of efficiency ansl regarded as a
measure of efficiency and management guide to grresdficiency. Though, profitability is an importayard stick
for measuring efficiency, the extent of profitalyilicannot be taken as a final proof of efficien§pmetimes
satisfactory profits can mark inefficiency and cersely a proper degree of efficiency can be accoiedaby an
absence of profit. The net profit figure simply eals a satisfactory balance between the valuesvegcand value
given. The change in operational efficiency is heome of the factors on which profitability of @amterprise largely
depend. Moreover there are many other factors bs@fficiency which affect profitability. Sometimebe terms
“Profit” and “Profitability” are used interchangdgtbut in real sense there is a difference betwbertwo. Profit is
an absolute term, whereas, profitability is a retatconcept. However, they are closely related emdually
interdependent and have distinct roles in busirfeasit refers to the total income earned by thielgamise during a
specified period of time while profitability refete the operating efficiency of the enterprisesithe ability of an
enterprise to get sufficient return on the captad employees used in the business operation.
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The debt-to-equity ratio is a financial ratio ingling the relative proportion of equity and debédigo finance a
company’s assets which is an indicator of the for@nleverage. It is equal to total debt divided ¢hareholders’
equity. The two components are often taken fromfilme’'s balance sheet. When used to calculate apemyis

financial leverage, the debt usually includes dhky long-term debt (LTD). This is a useful measasdt helps the
investor see the way management has financed apesafA high debt/equity ratio generally means th@abmpany
has been aggressive in financing its growth witht d€his can result in volatile earnings as a ttesithe additional
interest expenses as well as volatile cash flowragipal payments on debt come due. If a lot dftde used to
finance increased operations (high debt to equikh®,company could potentially generate more egeper share
than it would have without this outside financirnfythis were to increase earnings by a greater ainthan the
interest on debt, then the shareholders benefit@® earnings are being spread among the same tiwfostock.

However, as stated, increased interest and the toeszpay the principal on borrowed fund can famaigh the

benefit. It is used to measure the net worth ofdtganization. Long-term-debt to Equity ratio isnigeterm-debt
(Loan)/Stockholder Equity. This is one of the miosportant metrics to measure and manage as yotecsgategic
plans.

Nweze (2011) opine that inventory turnover is cotedlby dividing the cost of goods sold by the agermventory.
An average inventory is determined by adding thgirbeéng and ending inventories and dividing by twide
decline in the inventory turnover indicates thecktog of more goods. An attempt should be madeetigrchine
whether specific inventory categories are not sgllivell and the reason for this. Emekekwue (2008ues that
stock turnover ratio seeks to identify the lengthime that stock is held as inventory before it@verted to cash.
In organizations where stocks are perishable, hgldf large stock is very costly to the businesswelver, if stock
is not the perishable type, delays in disposingkstmight be profitable during inflationary periods.must be
appreciated that sales will be valued at cost. Thisecause the stock will be valued at cost. éf $hles were not
valued at cost, then we shall be over stating #tie.rMoreover, one will be comparing two incomgses i.e. the
sales figures and the cost of stock. Furthermde jiventory turnover ratio measures the averagebeu of days
for which stock is held. It helps to assess thieieficy of stock utilization. Various factors affebe stock level help
by the organization such as product, productiorsaea or otherwise, demand pattern, competitiomd$u
availability etc.

Nweze (2011) is of the view that debtor’s ratio sishof debtors turnover and the collection peribde debtor’s

turnover gives the number of times debts are calteduring the years. The turnover is found byding net credit

sales (if not available, then total sales) by therage debtors. Average debtors are found by adtiedpeginning

debtors to the ending debtors and dividing by tWee higher the debtor’s turnover, the better, sihé® means that
the company is collecting debts quickly from custéosn These funds can then be invested for a refima.drop in

the debtor’s turnover ratio is significant, indiogt a serious problem in collecting from customdrserefore, a
careful analysis of the company’s credit policydquired. The average collection period, or the Inemof days sales
remain with debtors is found by dividing the detgdurnover into 365 days. A higher collection perindicates a
danger that customers’ balances may become untibleec perhaps the company selling to highly maagi

customers - a customer whose credit worthinessrig much in doubt.

Okwuosa (2005) says that creditors’ velocity meengslitors’ turnover. This indicates the average benof times
creditors’ turnover is paid within a year. High diters’ turnover ratio indicates that the compasynit taking
advantage of credit facility and this may resuliass of profit as a result of interest on borrowedds or bank
overdraft needed to meet up. On the other handgleditors’ turnover ratio indicates that the compis not taking
advantage of any discount associated with promptnpat and this may lead to increase in their cobstates and
consequently decrease in their profit. Thereforegmpany should ensure that its creditors’ turneaép is neither
too high nor too low. The creditors’ turnover isatdated by dividing Credit purchases by Averagedaors.

Ezeamama(2010) defines total assets turnover iasthat expresses the number of times the valuesséts utilized
by the firm has been generated into sales. AccgrtiinPandey (2002) total assets’ turnover rationshthe firm’s
ability in generating sales from all financial raspes committed to total assets. Nweze (2011) satgd assets
turnover measures the level of capital investmelstive to sales volume. It tells the firm how wiglmanages its
overall assets.

Pandey (2002) notes net profit is obtained whenaijmg expenses, interest and taxes are subtrict@dthe gross
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profit. The net profit margin ratio is measureddiyiding profit after tax by sales. Net Profit margatio establishes
a relationship between net profit and sales anttétels management'’s efficiency in manufacturingniadstering
and selling their products. This ratio is the ollareeasure of the firm’s ability to turn each rupedes into net profit.
If the net margin is inadequate, the firm will feol achieve satisfactory return on shareholdersl$u This ratio also
indicates the firm’s capacity to withstand advezsenomic conditions. A firm with a high net margatio would be
in an advantageous position to survive in the fafc&lling selling prices, rising costs of prodwsti or declining
demand for the product. It would really be difficfdr a low net margin firm to withstand these agitées. Similarly,
a firm with high net profit margin can make bettese of favourable conditions such as rising selfiriges, falling
cost of production or increasing demand for thedpob. Such a firm will be able to accelerate itsfips at a faster
rate than a firm with a low net profit margin.

Nweze (2011) adds that ratio of net income to md¢ssis termed the profit margin. It indicates prefitability
generated from revenue and hence is an importamabpg performance measure.

Dave (2012) studies capital structure and profitgbof the firms listed on Nigerian Stock Exchand¢e observed
negative association between long term debt anfitgdodity and suggested that top management shtalle interest
in capital structure to improve profitability. Helds that the relationship between working capitahagement and
profitability of 131 companies listed on the AtheBt®ck Exchange for the period shows that accoeedivables,
inventories and account payables had negativeapshtip with profitability. However, the relatioriphof accounts
receivables and account payables with profitabillgs highly significant, while the relationship iofzentory with
profitability was not statistically significant sggsting that account receivable and account payabkethe areas to
be focused on to improve the profitability of therf. Chin (1997) adds that the relationship betwibenprofitability
of a company with various capital structure vagalile. cash and marketable securities, receivalteking capital,
long term investment, debt and equity capital Kteu (2001) focuses on working capital managementtaols of
financial management such as ratio analysis, piafity measures and break-even analysis. NireBhZRsays that
capital structure decision of a bank is similattat of a non-financial firm. Although there amnsiderable inter
industry differences in the capital structure o due to the unique nature of each industry lgsinthe intra-firm
variations are attributed to the business and &i@hrrisk of individual firms. Most studies found reegative
relationship between profitability and leverageaGhKasturi and Kumar (2011) argue that the reteship between
working capital and profitability has been an ie&ing debate in financial management. Workingte&apliecision
affects both liquidity and profitability. Excess ioivestment in working capital may result in poiquidity. He adds
that management need to trade-off between liquidity profitability to maximize shareholders wealffo
understand the impact of working capital on prdiiity, one needs to establish the relationshipvMeein these two
statistical measures such that correlation ancessggn models can be used to understand suclonsaip. Because
of this literature review, the researchers conclinde there are significant effects between thepetdent variables
and dependent variable of this study. Financial agament also involves planning, acquisition, aliocaand
control of financial resources of an organizationorder to achieve the goal(s) of the organizatigth minimum
financial discomfort, and maximum benefit whictpi®fit maximization. Moreover, if the managementnage their
finance very well, it will increase the profit matg the organization while if not, the profit ofettorganization will
be affected or decreased. In other words, inverttanover ratio and debtors’ turnover ratio ardéomaintained at
higher levels for better profitability. Creditorsag be kept at higher levels for shortening the tlergf net trade
cycle. Furthermore, this inverse relationship bemvaet trade cycle and return on assets was foiffiedethit across
industries depending on the type of industry. Hynahe relationship between variables such asehwstween
working capital management and profitability ifeefficient working capital management increasefifability, one
should expect a negative relationship between thasore of working capital management and profitghibriable.
There is a negative relationship between grossitpbilffty on one hand and the measure of workingiteh
management on the other hand. This is consistehtthé view that the time lag between expenditoreplirchases
of raw materials and the collection of sales ofsfied goods can be too long, and that decreasiagithe lag
increases profitability.

3. Methodology.
Since the purpose of this research is to deterntie effect of financial management on profitabilibf
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pharmaceutical industry adopting various finanai@nagement variables, the data are secondary datees from
the annual reports and accounts of sample pharriealefirms. Due to paucity of data, two pharmagealtfirms
Pharma-Deko PLC and Neimeth International Pharntaz¢PLC constituted our sample. The data usedHer
analysis were extracted from Pharma Deko PLC anremirts and financial statement and Neimeth lattonal
Pharmaceutical PLC annual reports and financiakstant for Six (6) years from year 2006-2011. Dietige
analysis was firstly applied to describe relevaspezts of financial management (both mobilizatiérfumds and
deployment of funds) and provide detailed informatabout each relevant variable. Correlation modglscifically
Pearson correlation were applied to measure theedegf relationship between different variables amnd
consideration while, regression analysis were appd examine the effects of the selected indepgndgiables on
profitability.

The variables chosen were calculated thus:

No. Variables Method used@alculation

1. Net Profit Margin (NPM) Net Profitdes

2. Long-term-debt to Equity ratio (LTDER)  Long-terebt/Shareholder Funds
3. Inventory turnover ratio (ITR) Inventoryal®s

4. Debtors’ turnover ratio (ITR) Trade debiSaes

5. Creditors’ Velocity (CRSV) Trade creditatsist of sales

6. Total Assets turnover ratio (TATR) Total At¥Sales

This choice of OLS (Ordinary Least Squares) fos taper is guided by the fact that its computatipnaecedure is
simple and the estimates obtained from this pro@eHave optimal properties which include lineatiipbiasedness,
Minivariance and mean squared error estimation {&mganis, 2001). We developed a compact form ofreadel
as follows:

NPM = b0 + b1LTDER + b2ITR + b3DTR + b4CRSV + b5TRFC€ ......ceeneenen. 1)
Where: NPM = Net Profit Margin
LTDER = Long-term-debt to Equity Ratio
ITR = Inventory Turnover Ratio

DTR = Debtors’ Turnover Ratio

CRSV = Creditors’ Velocity

TATR = Total Assets Turnover Ratio

4. Findings.

<Insert Table 1>

The descriptive statistics show that over the metimder study, the financial management ratios oredsby
Long-term-debt to Equity ratio (LTDER), Inventoryrhover ratio (ITR), Debtors’ turnover ratio (DTR}reditors’
Velocity (CRSV) and Total assets turnover ratio TR) have mean as -5.59%, 215.64%, 498.86%, 432 dtdo
53.47% respectively. The Standard deviation forgheh of the independent variables is 37%, 128.298%,27%,
320.54% and 12.58% respectively. The minimum andimmam mean values for the variables are -5.59% and
498.86% respectively. The above figures indicast the major means of settlement of trading ingr@smpanies is
credit.

<Insert Table 2>

The above table indicates the relationship betweewarious independent variables and the dependeiable used
in the study. From this table, it is crystal clghat the relationships were found to be positige dll the
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independent variables with the dependent variabél un the study except for the relationship betwiegentory
turnover ratio (ITR) and net profit margin (NPM) iwh was found to be negative. The table also shitwat the
independent variables have varying degrees ofgttnen relationship ranging from 1.6%, 39.2%, 58.4A%6l 84.5%
for debtors’ turnover ratio (DTR), creditors’ veltyc(CRSV), Long-term-debt to Equity ratio (LTDERNd Total
Assets turnover ratio (TATR) respectively.

<Insert Table 3>

The table above shows the coefficient of multipktedminations R which explains the extent to which the
independent variables affect the dependent varidblthis case, 0.913 or 91.3% of the variationshie dependent
variable are explained by the independent variafilee adjusted R-square, a more conservative wagosking at
the coefficient of determination is also above 508this case, 0.697 or 69.7% of the variationshie dependent
variable is explained by the independent variaBke. this indicates that Long-term-debt to Equitijorainventory
turnover ratio, debtors’ turnover ratio, creditovelocity and total assets turnover ratio are tromdetermining
factors of net profit margin of the selected phaseudical companies. Only 8.7% of the variationsde&rminated
by other factors. Moreover, this table shows thseilts of correlation test, i.e Durbin- Watson st#ti placed at D =
2.021.

<Insert Table 4>

As shown in the table above, the t- calculated ®DER is 0.070. This indicates that LTDER has a tpasi
relationship with NPM. However, at the significarlesel of 0.950 > 0.05, it is not statistically sificant. This
result is strengthened by the fact that the t-udated of LTDER is less than the critical valuetof 2. Thus, the
weight of the evidence suggests that we accephtliehypothesis that LTDER has no significant effen NPM.
This implies that LTDER has no significant effeatthe profitability of Nigerian Pharmaceutical irstity.  The t-
calculated of inventory turnover ratio (ITR) shovtsO57 which indicates that ITR has a negativetigiahip with
NPM. However, it's significance level of 0.401 stothat tc (ITR) is statistically not significanthds, the weight of
the evidence suggests that we accept null hypathieat ITR has no significant effect on NPM. Thisans that a
change in inventory practically has no effect ogedian Pharmaceutical industry profitability. Tlkee(DTR) stands
at 1.686. This indicates that DTR has positivetiataship with NPM. However, its significance lev&R34 renders
the tc (DTR) statistically insignificant. The wetgbf evidence, therefore suggests that null hymishbe accepted.
This means DTR too does not exert significant ¢ftec NPM. Further, the regression coefficient aigphificance
level table shows that t- calculated of creditasfocity (CRSV) is -0.419 indicating that CRSV hasegative
relationship with NPM. The corresponding significanlevel of 0.716 clearly points out that the tRREY) is
statistically insignificant. Thus, the weight oktkvidence suggests that we accept the null hypisttieat CRSV has
no significant effect on Net Profit Margin (NPM) tife Nigerian Pharmaceutical industry. A decreas€RBSV will
bring an increase in the profitability by the numbétimes of the value of the t- calculated for ®R So, CRSV
appears not to be an important determinant of NPil&lly, the t- calculated of TATR, as show in &#l is 1.117.
This indicates that TATR has a positive relatiopslith NPM. The corresponding significance leveDd80 shows
that it is not clearly statistically significant this case, we accept null hypothesis that sthtggotal assets turnover
ratio (TATR) has no significant effect on Net Ptdflargin (NPM) of Nigerian Pharmaceutical industiy increase
in TATR will bring a decrease in the profitabiliby the number of times the value of the t- caladatf TATR. Thus,
Total Assets turnover ratio appears not to be gooitant determinant of Net Profit Margin. So, tlesttoutputs
described below provide considerable reliabilitythe results and the emerging multiple regresstraton is as:
NPM =-0.076 + 0.069(LTDER) — 0.472(ITR) + 0.075(®)— 0.013(CRSV) + 1.262(TATR) @i

5. Conclusion.

Long-term-debt to Equity ratio (LTDER), an indicatof the capital structure of the company showsositive
relationship with Net Profit Margin (NPM). The meaable shows that LTDER is -5.59% implying that the
companies do not make use of Long-term-debt fimancinventory turnover ratio (ITR) bears a negative
relationship with the profitability of the enterpei. The debtors’ turnover ratio (DTR) bears a pasitelationship
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with the profitability of the enterprise. The criemls’ velocity (CRSV) shows that management of itced bears a
negative relationship with Net Profit Margin (NPMjth significance level standing at 0.716 showinatistically
insignificant. So the CRSV has no significant effea NPM. Because of this finding on creditors’ agty, the
company is not taking advantage of any discoundcated with prompt payment and this may lead twease in
their cost of sales and consequently decreaseein phofit. Total Assets turnover ratio (TATR) imdites a positive
relationship with Net Profit Margin (NPM). The (m&ld summary) indicates that coefficient of multiple
determinations (B is 91.3% of the variations in the dependent \weizand are explained by the independent
variables of our model. It also shows that the pahelent variables are the major determinants fauftoet profit
margin of the Nigerian Pharmaceutical industry wtohly 8.7% of the variations are determined byepflactors.
Given the findings, the study recommends that tiventories of the company should be monitored rreguently
to prevent stock-out or over stocking conditionghair products, that creditors’ velocity shoulddiea point where
the creditors and purchases are equal in ordektthe advantage of credit facility and any dist@ssociated with
prompt payment for goods to increase the profitginlf the company.
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Table 3: Model Summary
Change Statistics
Adjusted HStd. Error o|R  Squari Sig.
Model |R R? Square the Estimate|Change F Change [dfl [df2 | F Change [Durbin-Watson
1 956 [.913 |.697 .19046 913 4.224 5 |2 [.202 2.021
a. Predictors: (Constant), TAT, ITR, CRSV, DTR, LEHR
b. Dependent Variable: NPM
Table 5: Regression Coefficient and Significance Level.
Standar dized
Unstandardized Coefficients Coefficients

M odel B |Sd. Error Beta T Sig.
1 (Constant) [-.076 751 -.101 .928

LTDER .069 979 .074 .070 .950

ITR -472 446 -1.748 -1.057 401

DTR .075 .044 1.618 1.686 .234

CRSV -.013 .032 -.124 -.419 716

TATR 1.262 1.129 .458 1.117 .380

a. Dependent Variable: NPM
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