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Will Strategic Choices Affect Working Capital-Performance

Relationship in Chinese Wholesale and Retail Industry

Chen Shou
(College of Business Administration, Hunan University, Changsha 410082, China)

Abstract: In this study, we examine the influence of strategic choices on working
capital configuration and how the relationship between the level of working capital ratio
and the operational performance differs under different strategies. By clustering the
strategic factors of the wholesale and retail industry, we conclude three categories of
strategy, the terminal market strategy, the middle market strategy and the hybrid strat-
egy. With the panel data of the listed companies of wholesale and retail industry as sam-
ple, we analyze the difference of the way to configure working capital, the speed to ad-
just working capital to its target, and the effect of working capital on performance for
companies in different strategic choices. The empirical results suggest that the working
capital is configured and adjusted to its target in a different way under different competi-
tive strategic choices. This effect will be finally transferred to influence the relationship
between working capital configuration and operational performance.

Key words: working capital; strategic choice; adjustment; marginal influence

JEL classification; G30, G31, G32

1. Introduction

Working capital and performance are two concepts that have long been widely and
deeply discussed, since they impact many aspects of business and financial management.
Working capital has \been a central topic in financial management studies since the work
of Smith (1973), who pioneered the study of working capital in an overall way. The
current assets, current liabilities, cash flow and working capital policy derived from
working capital have been examined mainly for their impact on a firm’s valué (Frecka,
1983; Hamlin & Heathfield, 1991; Bronwyn, 2002; Deloof, 2003). Studies on the re-
lationship between working capital and performance became interesting because of their
associated strategic implications regarding corporate governance. Indeed, starting with
the study of Frecka (1983) » working capital configuration has been evaluated because of
the close effect on performance and management choices. Since then, more and more
researchers motivated by the fact that effective working capital management will lead to

amplification effect and influence performance (Groth, 1992; Shin & Soene, 1998).
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However,strategy management theory literature often suggests that a firm’s overall
performance may be contingent upon the nature of the strategic choices (Forte,
Hoffman, Lamont & Brockmann, 2000; Luo & Park, 2001; Valos & Bednall, 2007;
Hofmann, 2010), and resource-based theory literature suggests that a firm’s strategic
choice may be decided by resource allocation (Penrose, 1959; Wenerfelt, 1984; Barney,
1991; Grant, 1991; Peteraf, 1993; Collis & Montgomery, 1995; Christine, 1997;
Patricia, 1997). Likewise, some management studies have taken these views. Thatis, a
firm’s sfrategic choice must consider its resource allocation, and different strategic
choices and (or) resource allocations may lead to different performance. As an impor-
tant part of company rescurces, working capital configuration may be affected by the
strategic choices as well. With Cobb-Douglas model, Hamlin and Heathfield (1991) de-
duced a relational model of working capital and strategy, they believed that competition
strategy have influence on production flexibility and working capital management and
those companies dedicated keeping competitive advantages may strength their working
capital management correspondingly. Then the question comes, will the working capital
configuration change with the transformation of strategic choices? If there is, will this
relationship affect performance? However, prior empirical evidence is largely limited to
the relationships between strategic choices and performance (Conant, Mokwa &
Varadarajan, 1990; Hill Hitt & Hoskisson, 1992; Woodside, Sullivan & Trappey,
1999), or between working capital and performance (Groth, 1992; Shin & Soene,
1998). Thus, the role of strategic choices on working capital and performance has rarely
been examined directly. Therefore, it is worth to investigate the influence of strategy on
working capital configuration and working capital-performance relationship.

In the present paper, the role of working capital configuration, performance and
strategic choices are analyzed. The study was carried out in the context of research on
strategic choices and working capital configuration (how does strategic choices influence
working capital allocation), which has attempted to explain the effects of strategic
choices on working capital. Then, the research goes on the deciding role of strategic
choices in the influences of working capital on performance.

In the present research, we choose Chinese wholesale and retail industry as the
research objects based on two reasons. First, Statistics show that the average propor-
tion of current assets to total assets in wholesale and retail industry is about 50%, and
that of current liabilities to total debt ratio is more than 90% (The data are derived from
the Chinese national statistics bureau). The wholesale and retail industry, a bridge
connecting producers with customers, pays more attention to working capital than any
other industries. Second, Chinese wholesale and retail industry had been integrating
since late 1980s, and growing rapidly after going through expansion and adjustment in

the early and mid 1990s. The competitive strategy and business pattern among Chinese

3



TRTHERKLER

wholesale and retail enterprises began to be diversified with the emergence of new retail
business pattern and new wholesale agents. Besides, the economic of China is going
through a rapid development with the growth rate of Gross Domestic Product (GDP)
which is around 7% yearly. The role of strategic choices in working capital decision and
performance of a rapid development industry in a rapid development country need to be
explored.

To the divergent arguments of the above literature,and to explore the role of strate-
gic choices in working capital decision and performance in a fast development industry,
we believe the working capital decision and its driving capacity to operational perform-
ance are not always consistent for the companies employing different strategy. Specific-
ally, this study seeks to answer the following two empirical questions. First, do firms
with different strategic choices have different working capital configuration, especially
the adjustment from current working capital to target working capital? The second ques-
tion examined by this study is: If the question that firms with different strategic choices
have different working capital decisions, do this will finally transfer to business per-
formance in Chinese wholesale and retail industry?

As the first step of our investigation, we have to understand the category of
strategy that a company adapts. How to describe strategy by disposed data is the first
problem we are facing. To capture strategic characteristics and measure strategy by fi-
nancial statement level data, we explored the index to distinguish strategy based on two
important strategic value propositions “efficiency” and “cost”. By excavating 10 indica-
tors reflecting capital investment efficiency and cost control ability, clustering the sam-
ple according the characteristics of these 10 indictors, we classify strategy of listed com-
panies in wholesale and retail industry into three categories. Based on the strategy rec-
ognition and by two-stage working capital adjustment model, the adjustment speed of
working capital and its influential factors in different strategic choices are analyzed and
compared by panel data. Furthermore, the relationship between working capital ratio
and operational performance and the marginal influence of working capital on perform-
ance are examined also by panel data analysis. To make clear the essential role that
strategy plays on working capital decision and the working capital-performance relation-

ship, we compare the statistic parameters for samples belonging to different strategy.

2. Data

In this paper, we are attempting to investigate the influence of strategic choice on
working capital configuration and how the relationship between the level of working cap-
ital ratio and the operational performance differs under different strategy. To achieve

this purpose, we examined four issues. Firstly, we classified strategies in wholesale and
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retail industry by clustering the sample of strategic factors. Then working capital man-
agement efficiency, composition of working capital, and the adjustment speed of work-
ing capital ratio to the target value in different strategic types are compared, while the
determinants of working capital are explored. Finally, we discussed the marginal influ-
ence of working capital ratio on performance in different strategies.

Data Sources

What we are going to achieve in this paper is the influence of strategic choices on
the working capital management and the way that working capital affects performance
by empirical analysis. We need three types of data, indicators in depiction of strategy,
index describing working capital configuration and performance, and data of control
variables. For this reason, our sample covers financial data of 113 Chinese listed compa-
nies in wholesale and retail industry from 2005 to 2009. All of the data in this paper are
collected from China Stock Market & Accounting Research Database (CSMAR) and Ti-
nySoft in China. The selection criteria of our sample are as follows. First, firms which
are B-shares enterprises and oversea listed companies are excluded. Second, we choose
data from the year 2005 to 2009 of the listed companies in wholesale and retail industry
as the research object, because the data we need in this time period is most complete and
the development is relatively fast. Third, we eliminate the sample with missing data for
more than one year to ensure the data integrity. Finally, there are 475 observations re-
mained.

Strategy Variables

Porter (1980) identifies two generic ways in which a firm can gain a sustainable
competitive advantage: cost leadership and differentiation. There is no exception in
wholesale and retail industry. To obtain competitive advantage, wholesale and retail en-
terprises which pursue low cost pay more attention to cost and expense control, assets
turnover cycle, capital using efficiency, and others which pursue differentiations on
products, sales and service. Therefore, we select indicators from capital investment effi-
ciency, cost control and development ability.

Capital investment efficiency. Capital investment has been considered to be a key
indicator of strategic evaluation. From the capital investment status, such as plant,
equipment, and current assets etc, we can judge capital quality, operating efficiency,
management level and cost control capacity(Kotha & Nair, 1995). Therefore, ratio of
fixed asset to profit, fixed asset turnover ratio (sales to net fixed asset) and current as-
set turnover ratio are used to measure capital investment efficiency.

Cost control. Enterprises, with cost leadership competitive advantage, have a
strong motivation to control cost and improve operating efficiency. And they try their
best to lessen cost by control different kinds of expenses, financial cost of external fi-

nancing, selling cost for marketing, and administrative cost for daily administration.
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Conversely, enterprises pursuing differentiations always give priority to marketing
capability cultivation. They emphasize the importance of advertisements, service,
brand, etc, and probably finance through debt and stock when necessary (Kobrin,
1991; Kotha & Nair, 1995). In addition, enterprises may ignore financial expenses con-
trol and spend more on advertisements and distribution channels in pursuit of differenti-
ations. Thus, ratic of management expenses to profit, ratio of financial expenses to
profit, ratio of sales expenses to sales, and ratio of cost to income are selected to reflect
how much resources enterprises spend on cost control or differentiation.

Development capability. Enterprises committing themselves to differentiation usu-
ally tend to invest capital on fixed assets to enlarge business scope and market share.
They sell different products to different target customers by swapping and recombining
lots of resources (Sanches, 1995). Thus, they can easily get brand loyalty, and can
gain more profit compared with competitors. Conversely, enterprises devoted to lessen
cost always invest less on fixed assets. Therefore, relative gross margin, growth rate of
fixed assets and growth rate of sales proceed are used to reflect development capability.

Measures of Firm Size

Firm size plays an important role in strategy in wholesale and retail industry. For
example, large firms tend to improve their bargaining ability using size as a chip, and
enjoy various preferential supply policies to achieve economies of scale. Because firm size
is not suitable to be used as an indicator to represent strategy, we describe strategic
types with firm size and strategic indicators. Firm size is measured by the log of total as-
sets.

Measures of Working Capital

Generally , working capital refers to the difference between current asset and current
liability. But what implies in this concept is the financial strategy that a company ob-
serves. If the working capital is less than 0, the current liability is larger than current
asset. In this case, the company advocates radical financial strategy. Otherwise, if the
current asset is much larger than current liability, that is, a part of long-term capital is
invested on short-term assets, and the company employs conservative financial strategy.
From this point of view, the bigger the working capital, the more radical the financial
strategy is observed, and the safer the short-term liability is. So we adopt this definition
of working capital in this study as well. But to control the impact of size, we use the
proportion of difference between current assets and current liability to current asset to
represent working capital, namely the working capital ratio, symbolized by working
capital.

Measures of Working Capital Influencing Factors

Management efficiency of working capital. Enterprises with big inventory scale and

high efficiency in accounts receivable management apparently invest less on current as-
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sets to achieve the same growth rate of sales. Conversely, enterprises with small inven-
tory scale and low efficiency in accounts receivable management have more working cap-
ital to make objective growth rate of sales. Therefore, we select the inventory turnover
ratio and account receivable turnover ratio to measure working capital efficiency.

Growth opportunities. In general, if the operating management efficiency keeps the
same, working capital size will be larger with the sales growth. However, the relation-
ship between growth opportunities and working capital is controversial. On the one
hand, sales growth leads to the growth of account receivable and inventory, on the other
hand, enterprises with better performance will easily attract outside investment, so they
do not need much more cash and short-term loans which can be invested on other plans
to gain more profit. Growth rate of sales proceed is used to measure growth opportuni-
ties.

Operational cash flow. Due to the fact that enterprises would be willing to increase
current working capital and short-term if they expect they would have more development
opportunities and future cash flow (Kim, Manue & Sherman, 1998; Opler, Pinkowitz
& Stulz, 1999; Denis & Sibilkov, 2010; Brown & Peterson, 2011; Denis, 2011). The
more operating cash flow the enterprises have, the higher their working capital manage-
ment level are. So enterprises’ working capital and debt will keep on a low level (Tong,
2011). Operating cash flow to total assets is used to measure cash flow to eliminate the
influence of firm size.

Fixed assets ratio. The increase of structural asset investment, such as fixed as-
sets, intangible assets and long-term investment, will lead to the reduction of working
capital. Therefore, fixed assets ratio will affect working capital. A fixed asset to total
assets is used.

Measure of Performance

There are many variables that can reflect performance, such as revenue, capital
usage ration and Return on Assets (ROA). However, revenue and capital usage ration
can only reflect a part of business performance while ROA can comprehensively reflect
business performance (Bhagat & Bolton, 2008).

Control Variables

The industry development will influence companies’ business performance, so we
use the steady of industry demand to control the change of the whole industry. Besides,
lots of researches pointed out the initial performance will affect current performance,
thus, we add steady of industry demand and initial performance in the model to control
the influences of industry and firm and improve the accurate of model to study the mar-
ginal influence of working capital on performance in different strategies.

Measures of Working Capital Structure and Efficiency

In the wholesale and retail industry, companies value working capital management a
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lot to achieve high turnover rate of current asset. As a result, working capital forms a
very important strategic resource influencing strategic choice and in turn is constrained
by strategy. To investigate the difference of working capital structure and operational
efficiency of working capital under different strategic choices, we decompose current as-
set into cash, inventory and receivables, and decompose current liabilities into short-
term financial asset in terms of working capital structure. Besides, we use inventory

turnover ratio and account payable turnover ratio to reflect working capital efficiency.

3. The Classification and Identification of Strategy

Although enterprises have different types of advantages and disadvantages against
their competitors, there still have two most basic competitive advantages that form the
fundamentals of competitive strategy, low cost and differentiation (Porter, 1980).
Researchers commonly measure enterprises’ strategies by considering their abilities of
keeping low cost and differentiation. In the wholesale and retail industry, low cost or
cost control is even more appreciated for the nature of the industry.

All the data used in this paper are financial level data for disposed financial data
permits an explicit gauge on the “realized strategies” rather than the “intended strate-
gies” (Mintzberg, 1978). In addition, by using the financial statement level data, these
measures are not prone to the perceptual biases—a rising concern noted in the strategy
literature (Reger & Huff, 1993).

A cluster analysis approach was applied to determine whether structural differences
were present within the sample. Instead of using a deterministic approach (Singh,
Davidson & Suchard, 2003), we chose an inductive approach to identify potential struc-
tural differences, arising with the sample. Therefore, a factor analysis was applied to
reduce dimension and correlation, and an inductive approach was applied to identify
structural differences between the firms in the sample. With two independent factors
obtained from factor analysis, a hierarchical cluster analysis was carried out with the
goal of verifying whether there were differences between groups of firms and then deter-
mine the optimal cluster number and types of strategy.

As the value we get from Kaiser-Meyer-Olkin (KMO) test is 0. 6886, the P value of
Bartlett test is 0. 000 and the overall contribution is 96. 54% , the sample is suitable for
factor analysis and consistent with our expectation. The result indicates that there are
two factors. The first factor (Eigen-value is 2. 44) comprises three indicators; ratio of
fixed asset to profit, ratio of management expenses to profit, and ratio of financial ex-
penses to profit. Since all these indicators reflecting this factor are related to input-
output relationship, we name it input-output efficiency. The higher (lower) the value,

the lower (higher) input-output efficiency is. The second factor (Eigen-value is 2. 38) is
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comprised by five indicators: ratio of sales expenses to sales, relatively gross margin,
ratio of cost to income, fixed asset turnover ratio and current assets turnover ratio. All
these indicators reflect the capital investment and efficiency, thus we name it capital in-
vestment efficiency. The higher (lower) the value, the higher (lower) the companies’
cost consumption and asset turnover ratio. In conclude, the higher (lower) the factor
scores, the more likely firms’ expenses on capital are large (small). In this case, all the
expenses of enterprises are high, which can reflect that companies seek for different and
expand market with their own ability. Conversely, the lower the factor scores are, the

more likely enterprises spend less on capital and control cost strictly.

Table 1 Factor Analysis Result

The describe of variables Factor 1: Iln‘put-output Factor 2. Ca‘p.ital investment
ability efficiency

Ratio of fixed assets to profit 0.90 —0.03
Ratio of financial expenses to profit 0.87 - 0.03
Ratio of sales expenses to sales 0.01 —0.50
Ratio of management expenses to profit 0.92 —0.01
Fixed asset turnover ratio 0.01 0. 28
Relative gross margin 0.01 —0.99
Ratio of cost to income —0.01 0.99
Growth rate of fixed assets 0.01 0. 06
Growth ratio of sales proceed 0. 004 0.08
Current assets turnover ratio 0.02 0.23
The overall value
Eigen value 2. 44 2.38
Variance contribution 0. 49 0. 48
Overall contribution 96.54%
Bartlett test 0. 000
KMO test 0. 69

Based on the two factors obtained from factor analysis, we make strategic classifica-
tion by hierarchical clustering and K-mean value clustering, and classify strategies into
three classes according to the characteristics of the two factors as what is shown in
table 2. Furthermore, Analysis of Variance (ANOVA) analysis is adopted to examine

the difference in these two factors for companies operating different strategy.
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Table 2 Factors in Different Classes

Whole = 1 ANOVA on diff
o’¢ sample The 1st | The 2nd| The 3rd on dillerences
. between all three clusters
Variables Standard Class Class Class .
Mean M M M (F-test and its p-value
deviation can can ean are reported)
Input-output ability | 2.44e—09 0. 96 0.19 | —0.32 | 0.29 10. 87 (0. 000)
Capital investment
apial Investment | _ 1 02e—08| 0.99 | —0.03 | —1.29 | 0. 38 626. 37 (0. 000)
efficiency
Working capital —0. 23 0.90 | —0.17 | —0.86 | 0.38 52.51 (0.000)
Firm size 21.51 0. 89 21.51 21.28 21.67 6. 77 (0.0013)
Observations 475 198 115 162

Firms in cluster 3 are high in input-output efficiency, capital investment efficiency
and firm size, whose values are 0. 29, 0. 38, and 21. 67 separately. With these charac-
teristics, we think enterprises in this class may pay more attention to brand promoting,
marketing, product design and characteristics improvement, and they may thus dedicate
themselves to shortening the cycle of new product development, increasing product cate-
gories, and improving product packaging. These characteristics are just in coincidence
with wholesale companies. Besides, the ratio of wholesale companies is 73. 20% , so we
name it middle market strategy.

Firms in cluster 2 have a low level of input-output efficiency, capital investment ef-
ficiency and firm size as shown in table 2, whose values are —0. 32, —1.29, and 21. 28
separately. Thus, we think enterprises in this class may advocate cost controlling,
economies of scale, and using the advantage of value chain to realize trading internaliza-
tion and to maximally reduce purchasing expenses. They try to carry cut market seg-
mentation in order to increase product sales, extent market share, develop new mar-
kets, spread market risk, and expand advantages. These characters are similar with re-
tail companies. Besides, the ratio of retail companies is 75. 23%, so we name it terminal
market strategy.

The value of input-output efficiency, capital investment efficiency and firm size of
enterprises in cluster 1 are in the middle of all the three classes. We think that
enterprises in this class pay attention to cost control, brand promotion and new produc-
tion development in the same time. But they mostly make a reasonable balance between
cost control and differentiation, and do not excessively emphasize either side. Their cap-
ital investment efficiency is relatively moderate and reasonable. Companies in this class
have both wholesale and retail business, and the ratio of these companies is 82. 72%.

Therefore, we name the third strategic type hybrid strategy.
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