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Abstract: The objective of this study is to investigate the effect of conservative working capital policy on profitability and
examine the effect of conservative working capital policy on sustainable growth mediated by profitability in the manufacturing
sector in Indonesia. This study involves 133 manufacturing firms in Indonesia during the 2013-2018 period. Data are analyzed
using panel data regression with random effects estimation models. The result of this study showed that conservative working
capital policy, both investment and financing policy, has proven to have a positive effect on sustainable growth rate. Besides,
this study also proved that profitability has a positive effect on SGR. Furthermore, there was the effect of conservative working
capital policies on the level of sustainable growth through profitability. This study not only contributes to expanding
knowledge about the relationship between working capital policies, profitability and sustainable growth rates, but also has
relevant implications for firm managers to improve firm performance to be able to grow sustainably..
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1. Introduction

So far, the financial literature has paid more attention to investing in financial instruments rather than investing
in the firm's real assets. The two are actually interrelated. Investment in real assets will determine the prospects of
firms that attract investment in financial instruments issued by an attractive firm or not. For investment in the
firm’s real assets in the form of current assets depends on the orientation of the working capital policy. There are
two types of policies namely; (a) conservative, if the firm chooses a low proportion of current asset investment
and (b) aggressive, if the firm chooses a low proportion of asset investment (Gitman & Chad, 2012). This type of
policy also applies to short-term financing. The firm has a conservative working capital financing policy if the
firm chooses a low proportion of short-term financing and an aggressive financing policy if the proportion of
short-term financing is high. A conservative working capital policy has the potential to increase profits but face a
high liquidity risk. Conversely, an aggressive working capital policy has the potential to reduce profitability but
has a low liquidity risk. However, this argument argues is still debatable given the empirical level, many studies in
several countries that prove that conservative working capital policies have a positive effect on profitability (Nazir
&amp; Afza, 2009; Raheman et al., 2010; Adam et al., 2017; Nastiti, 2019).

Through a conservative working capital policy allows firms to adopt soft credit sales policies that will spur
sales growth. It is expected that sales growth will result in a significant increase in profits. Firms to achieve sales
growth should rely more on internal financing support so they do not experience serious financial difficulties
(Fonseka et al., 2012). Furthermore, the availability of internal financing depends on the firm's ability to generate
profits. Thus, there is a relationship between sales growth, profits, and internal financing. In line with this
thinking, Higgins (1977) has introduced the concept of sustainable growth rate (SGR) which refers to the
maximum level of sales growth that can be achieved by a firm based on internal financing capabilities. Firms that
operate with sales growth rates above SGR have the potential to experience financial distress and even bankruptcy
due to holding excessive leverage (Kumar, 2018). Meanwhile, sales growth is far below SGR, the firm has the
potential to experience the risk of slow or even stagnant growth. Several previous studies have proven the positive
effect of profitability on SGR (Amouzesh et al., 2011; Rahim, 2017; Manaf et al., 2018; Nastiti et al., 2019). To
the best of our knowledge, no studies are investigating the effect of conservative working capital policies on
sustainable growth. There is a possible influence of conservative working capital policies on sustainable growth
mediated by profitability.

This study aims to examine the effect of conservative working capital policy on profitability and examine the
effect of conservative working capital policy on sustainable growth mediated by profitability in the manufacturing
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sector in Indonesia. This sector in developing countries has become the backbone of economic growth. Also, the
manufacturing sector has been oriented towards conservative policies (Nastiti, 2019; Deloof, 2003; Ahmad &
Samim, 2018). This research contributes to filling the research gap regarding the relationship between working
capital policies and sustainable growth rates. While practically, the results of this study are expected to help firms
to improve firm performance through working capital policies

2. Literature Review
2.1. Working capital policies and profitability

Working capital policy concerns the proportion of investment in current assets and short-term financing chosen
by the firm (Gitman & Chad, 2012). Working capital policies relating to the proportion of current assets are
referred to as working capital investment policies. Meanwhile, policies related to financing through short-term
debt are called working capital financing policies (Bandara, 2015). A conservative working capital investment
policy is indicated by the proportion of current assets to total assets that tend to be higher. While conservative
working capital financing policies, firms tend to have a low proportion of short-term debt. The determination of
the type of working capital policy faces a trade-off between risk and profitability.

The firm's conservative policies have low liquidity risk but low profitability (Islam & Mili (2012 Hassani &
Tavosi, 2014).) Firms that take this policy in order to maintain liquidity tend to invest in large current assets and
rely more on long-term financing rather than the short term so that it increases the cost of capital and results in
lower profits. However, previous studies have mixed results. Several studies have found the influence of
aggressive investment policies to have a positive impact on profitability (Al-Shubiri, 2010; Puraghajan et al.,
2014; Kishore & Pai, 2014). Similarly, aggressive financing policies also increase profits (Ogundipe et al., 2012;
Oloo & Mwangi, 2014; Mwangi et al., 2014; Adam et al., 2017).

Meanwhile, other studies have found that conservative investment policies have a positive influence on profit
(Abdoli et al., 2013; Sohail et al., 2016; Rasyid et al., 2018). In the context of conservative financing policies, it
also shows a positive effect on earnings (Vahid et al., 2012; Panigrahi, 2014; Kishore & Pai, 2014; Wanguu,
2015). There are several possibilities why conservative capital policies have a positive effect on profits, among
others, firms can carry out working capital management that is measured through an optimal cash conversion
cycle (Sohail et al., 2016) and underdeveloped money market conditions that cause firms to have limited access to
financing cheap short-term (Thakur & Muktadir-al-mukit, 2017). In addition, the possibility for firms to spur sales
growth relies on a soft credit policy so that the firm will have large account receivables (Wilner, 2000) and have a
large amount of inventory to avoid stock-outs (Corsten & Gruen, 2004)

2.2. Sustainable Growth Rate

The firm's sales growth is a very important performance benchmark for a firm (Mukherjee & Sen, 2018).
However, sales growth must be balanced with the firm's financing capabilities. The firm needs to explain the sales
growth target that the firm wants to achieve to avoid financial difficulties due to excessive leverage and to bear
high capital costs. Higgin (1997) introduces the concept of SDR which refers to the maximum level of sales
growth that a firm should achieve when a firm maintains its capital structure and dividend payout targets.
Financing needs for the sake of sales growth do not rely on excessive debt addition or issuance of new shares.
Thus, firms will rely more on their ability to generate internal financing. This is also in line with SGR in line with
the pecking order theory which explains that taking into account the low cost of capital the firm has prioritized
internal financing sources rather than external financing such as debt and issuance of new shares. Firm preference
for issuing shares as the last alternative financing if the firm does not have sufficient internal finances and the firm
also cannot obtain new debt (Palombini & Nakamura, 2011).

SGR can help managers to do financial planning (Radasanu, 2015) even in the interests of control and
performance. By knowing SGR, firms can plan their growth targets based on their financing ability so as not to
impact on negative cash flow (Ashta, 2008) and avoid financial difficulties that can lead to bankruptcy (Fonseka et
al., 2012). SGR can be used as an instrument of control so that firms do not only pursue growth in sales solely.
Besides, SGR can be a measure of the extent to which a firm has utilized its assets efficiently and can generate
profits as a source of internal financing so that the firm will be able to grow sustainably.

SGR is a combination of operational and financial elements (Amouzesh, Moeinfa & Mousavi, 2011). The
constituent elements of SGR are return on equity (ROE) and retention rate (Higgin, 1917). ROE refers to the
firm's ability to generate profits. While the retention rate refers to the proportion of retained earnings towards net
income. As such, SGR depends on profitability and the proportion of profit that is not distributed to shareholders
as dividends. Previous studies (Amouzesh et al., 2011; Rahim, 2017; Manaf et al., 2018; Nastiti et al., 2019) have
provided evidence that profitability has a positive effect on SGR. As stated earlier there is a relationship between
conservative capital policies and profitability. Although this policy causes a longer cash cycle, it has a positive

5631



Sunardi Sunardi , Asti Ayuk Putri Pertiwi, Supramono Supramono

impact on earnings. This is also supported by the results of the study by Nastiti et al. (2019) which shows that the
cash cycle has a positive impact on profits. Furthermore, profit has a positive effect on SGR (Nasim & Imama,
2015). Based on the above thinking, conservative working capital policies may influence the increase of SGR
through profitability.

3. Methods

The population of this study is 165 firms in the manufacturing sector which are listed on the Indonesia Stock
Exchange (IDX). The aspect underlying the selection of manufacturing firms is the relatively large proportion of
current assets that can even reach more than half of total assets. Based on the criteria that the financial statements
are (a) presented in rupiah and, (b) found items needed to measure the research variables obtained a sample of 133
firms. The data used in this study is the annual report downloaded from the website of the IDX
(http://lwww.idx.co.id) and the official website of the firm concerned.

This study involves a conservative working capital policy as an independent variable. The greater the
proportion of current assets and the lower the proportion of short-term debt to total assets, the firm tends to adopt
a conservative working capital policy. Furthermore, profitability acts as a mediating variable and SGR as the
dependent variable. Moreover, this study involves several control variables; firm size, sales growth, and total
turnover assets. Measurement of each variable is presented in the following tab

Tabel 1. Variable measurement

Variable measure
Sustainable Growth Rate (SGR) ROExRetention Rate
Working capital policy:
1. Investment Policy (IP) Total Current Assets
Total Assets
2. Financing Policy (FP) Total Current Liabilities
Total Assets
Profitability Net Income
Total Assets
Firms Size (FRSIZE) log total assets
Sales Growth (SALESGR) sales;;-sales;i_;
salesii.q
Total Asset Turnover (TATO) Sales
Total Assets

This study uses panel data regression. Consider the aim of the study, three estimation models were formulated.
Model 1 estimates the effect of working capital investment policies in current assets (IP) and short-term financing
(FP) on profitability. Model 2 predicts the effect of profitability on SGR. Model 3 estimates the indirect effect of
IP and FP on SGR through profitability.

ROA=B,+B, IPi+B,FPi+B,SALESGR;+B,FRSIZE;+B, TATQu+eir w.vovvevneenn (1)
SGRy=PB,*B,ROA+B,SALESGR+B,FRSIZE;+B, TATQrHeit ...oovvevnirnenen. 2)
SGRi=B,*B, IPit+B,FPi+B,ROA;+B,SALESGR; +B,FRSIZE;+S . TATO +e;r  (3)

4. DTEMiscussion

4.1 Analysis

Table 1 shows that the average SGR of manufacturing firms in Indonesia during the 2013-2018 period was
only 1.9%. Current assets investment reached 54.2% and short-term financing amounted to 32.2% so there are
indications that it leads to conservative policies. The ability to generate an average profit (ROA) of 5.5%. The
average sales growth reached 10.4%, far more than SGR. The level of assets utilization to generate sales (TATO)
of 1,058. Meanwhile, the average value of total assets (FRSIZE) is Rp. 8.1 trillion.
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Table 1. Descriptive statistics

Variable Mean Std. Dev Min Max

SGR 0.019 0.378 -6.433 1.426
IP 0.542 0.188 0.033 0.960
FP 0.322 0.181 0.010 0.971
ROA 0.055 0.096 -0.392 0.716
SALESGR 0.104 0.355 -0.980 5.947
TATO 1.058 0.704 0.003 8.429

FRSIZE* 8059016.000  27960341.000 89327.000 344700000.000
Note: * = in millions of rupiah

Source: Secondary data processed

Relationships between variables are presented in the Pearson correlation matrix in Table 2. There is a positive
relationship between SGR and ROA (0.433). ROA also is positively related to IP (0.265) and negatively to FP (-
0.133). In addition, the correlation coefficient between explanatory variables tends to be low. This can indicate
that there is no multicollinearity problem because it is below 0.80 (Kumari, 2008)

Tabl2 2.Correlation matrix

SGR IP FP ROA FRSIZE SALESGR TATO
SGR 1
P 9;'*2*20 1
Ep ;(3(.091 2;(2*65 1
on R 020 0w
FRSIZE 0.014 ;(1.332 ;(1077 2;‘1*83 1
SALESGR 2.074 0.007 0.043  0.027 -0.006 1
TATO 9‘;1*35 2;(3;87 2;2*95 2;(2*67 -0.054 9&085 1

Notes: * significant at 10%, ** 5%, *** 1%

There are three tests to choose the appropriate panel data estimation model. First, the Chow test was conducted
to compare the common effects and fixed effects regression models. Second, the Hausman test for choosing
between fixed-effects or random-effects models. Third, the Lagrange Multiplier test is used to choose between
random effects and common effects models. Table 3 shows that the test results show that the more appropriate
estimation model is the random effect.

.Tabel .3.Alternative estimation model

Prob.
Lagrange Best Estimation
Model Chow Hausman Multiplier Model
Test Test
Test
1 (IP+tFP—ROA) 0.000 0.175 0.000 Random effect
2 (ROA—SGR) 0.000 0.602 0.000 Random effect
3 (IP+FP+ROA—SGR) 0.000 0.269 0.000 Random effect

Source: Secondary data processed

This study will examine the effect of conservative working capital policies which include current asset
investment policies and short-term financing policies on profitability and SGR. As stated in the previous section,
the best model in this study is the random effect, where the estimation method is the GLS (Generalized Least
Square) method. This method has calculated the heterogeneity contained in the independent variables explicitly so
that this method can prevent heteroscedasticity in order to continue to get unbiased, consistent and efficient
estimates (Musau, et al., 2015). Table 4 shows the results of the regression testing of each model.
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Table 4. Results of regression analysis

Model | Model 11 Model 111
Variable DV=ROA DV=SGR DV=SGR
IV=1P, FP IV=ROA M= ROA
V=P, FP
Coef. p-value Coef. p-value Coef. p-value
P 0.183 0.000 ** 0.239 0.055 *
*
FP -0.179 0.000 ** -0.036 0.768
*
ROA 2.243 0.000 ** 2.136 0.000 **
* *
FRSIZE 0.029 0.001 ** -0.051 0.212 -0.036 0.384
*
SALESGR 0.003 0.574 0.046 0.146 0.043 0.180
TATO 0.037 0.000 *x -0.005 0.889 -0.017 0.623
*
F-test 144.13 ** 153.21 ** 157.20 **
* * *
R-square 0.215 0.194 0.205

Notes: * significant at 10%, ** 5%, *** 1%
Source: Secondary data processed

Model 1 predicts working capital policies can explain 21.5% of the variation in the dependent variable
profitability. In the conservative current asset investment policy, the results of the analysis show that the
conservative investment policy positively and significantly influences the profitability of the firm (Coef. = 0.183;
p-value = 0.000). Whereas the short-term financing policy has a significant negative effect on profitability (Coef.
=-0.179; p-value = 0.000) means that if the firm is more conservative in short-term financing policies, the greater
its effect on increasing profitability. Model 2 predicts that profitability can estimate 19.4% of the dependent
variable variation in sustainable growth. The results of the analysis show that profitability has a positive and
significant effect on sustainable growth (Coef. = 2,243; p-value = 0,000).

The results of testing model 1 and model 2 indicate that profitability can act as a mediating variable the effect
of working capital policy on SGR. Furthermore, Model 3 is used to analyze whether there is a full or partial
mediation effect. The results of the analysis show the influence of positive and significant current asset investment
policies on sustainable growth (Coef. = 0.239, p-value = 0.055) so that profitability is partially mediation.
Meanwhile, the short-term financing policy does not significantly affect sustainable growth (Coef. = -0.036 p-
value = 0.768) so that profitability plays a full role as a mediator. To strengthen the results of the analysis of the
profitability mediation effect, the Sobel, Arorian, and Goodman tests are presented in Table 5. It appears that
profitability can mediate the effect of current asset investment policies on sustainable growth. This is indicated by
the significant results from the Sobel, Arorian, and Goodman tests (p <0.01). Similar results also occur in short-
term financing policies.

Table 5 Mediation Effects

t-test std-Error p-value

IP - ROA -SGR

Sobel test 6.192 0.063 0.000***
Arorian test 6.174 0.063 0.000***
Goodman test 6.211 0.063 0.000***
FP - ROA - SGR

Sobel test -6.195 0.062 0.000***
Arorian test -6.177 0.062 0.000***
Goodman test -6.213 0.061 0.000***

Notes: * significant at 10%, ** 5%, *** 1%
4.2 Discussion

The higher the current assets proved the higher the profitability of the firm. This shows that conservative
investment policies have a positive impact on firm profitability. This study is consistent with previous studies
(Vahid et al., 2012; Wanguu, 2015; Rasyid et al., 2018; Sohail et al., 2016) which show a positive influence
between conservative current asset investment policies and profitability. Manufacturing firms in Indonesia that
tend to use conservative investment policies with an average proportion of current assets to total assets of 54.2%
have chosen the appropriate policy to encourage increased profits.
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Short-term financing policy has a negative effect on firm profitability. The more short-term debt is likely to be
the lower the profitability. Conversely, the less short-term debt is likely to be the higher the profitability. Thus, a
conservative financing policy which means the more conservative the higher the profit earned. The average
manufacturing firm in Indonesia has a proportion of current debt to total assets of 32.2% so that long-term debt
becomes dominant as a source of financing. This study is in line with research (Nazir & Afza, 2009; Vahid et al.,
2012; Rasyid et al., 2018) which shows a positive relationship between conservative current debt financing
policies and profitability. Although short-term debt is cheaper than long-term debt, there is a possibility that firms
have to incur additional costs to increase current debt (Thakur & Muktadir-al-mukit, 2017), firms have difficulty
doing credit renewal (Bafios-Cabalerro et al., 2016) and limited access to the capital market (Kaddumi &
Ramadan, 2012). The high cost of short-term debt can increase the cost of capital which will ultimately reduce the
firm's ability to generate profits.

Profitability has a positive effect on SGR. As predicted the ability to generate profits will determine SGR.
Given SGR depends on ROE and retention rate (Higgin, 1977). The results of this study are consistent with
previous research which shows that profitability can affect a firm's sustainable growth (Amouzesh et al., 2011;
Rahim, 2017; Nastiti et al., 2018). The greater the SGR, the greater the ability to provide internal financing to
support firm growth. However, currently, the average SGR of manufacturing firms in Indonesia is only 1.9%,
making it a challenge for manufacturing firms themselves to increase.

This study proves the influence of conservative working capital policies on SGR through profitability. Firms
can increase SGR by investing in higher current assets and utilizing long-term financing sources. Efforts to
increase the SGR of manufacturing firms in Indonesia are important because on average they are still low. The
firm can increase investment in receivables and inventories, which currently have an average proportion of 17.8%
and 21.2%, respectively. The receivables policy in the form of soft sales credit can increase sales and can also
expand market share (Wilner, 2000) and the adequacy of inventory held will prevent the firm from stock-out
(Corsten & Gruen, 2004) to be crucial to increasing profits. Besides, firms can rely on long-term financing sources
rather than short-term financing sources to increase SGR. This indicates that short-term financing from banks and
suppliers is still an expensive source of financing, thereby reducing the company's ability to make a profit and
ultimately have an impact on SGR.

5. Conclusion

This study investigates the links between conservative working capital policies, profitability, and SGR in
manufacturing firms that became the backbone of Indonesia's economy in the 2013-2018 period. The study results
show that conservative working capital policies have a positive effect on firm profitability. Firms with a
proportion of current assets to a large total assets will tend to be able to have high profits. While in terms of
financing, firms that have a low proportion of short-term financing or rely more on long-term financing tend to
have high profits. Furthermore, profitability is proven to have a positive effect on SGR. The conservative working
capital policy has also been proven to influence SGR through profitability.

This study contributes to expanding knowledge related to working capital policies. An important finding of
this study is that conservative working capital policies can increase SGR through profitability. This relationship
has not been a concern of previous studies. Working capital policy can be interpreted as having a strategic role in
the sustainability of manufacturing firms in the long run. The results of the study also have practical implications
for manufacturing firm managers. Firms can improve their performance by adopting conservative working capital
policies including (a) adopting a loose sales credit policy; (b) have adequate supplies and (c) rely more on long-
term financing not only for the investment of fixed assets but also for current assets. As with other studies, this
study also cannot be separated with limitations. Among other things, this study has not investigated the possibility
of a non-linear relationship between conservative working capital policies with profitability and sustainable
growth. To a certain extent, the possibility of an increase in current asset investment and long-term financing is an
increase in the cost of capital that is far greater than the level of the firm's ability to generate profits, so there is a
possibility that conservative working capital policies will be counterproductive. Thus, future research is expected
to address that issue.
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