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Abstract 

Tourism is an important economic activity in most countries around the world but, for small 

countries like Portugal, it has a fundamental role due to its positive impact in the economy 

through the creation of jobs and wealth.  

This study aims to investigate the determinants of current ratio on the Portuguese tourism 

industry. The analysis was based on data extracted from the annual reports of the Portuguese 

tourism companies for the period of 2010-2013. 

In order to test the study hypothesis a robust panel data analysis was used, including pooled 

OLS, fixed effects and random effects methodologies. The results from the first model, using 

the random effects methodology, reveal a significant positive statistical impact on current 

ratio by profitability and age, and a negative by leverage, size, account payable days and 

inventory days. The second model presents a positive impact of profitability, age and cash 

conversion cycle and a negative of leverage and size on the dependent variable. 

These findings are consistent with several previous studies, although there is no prove of 

statistically significant relationship between account receivable days and current ratio.  

 

Keywords: Current Ratio, Working Capital Management, Portuguese Tourism Industry, 

Regression Analysis. 
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Resumo 

O Turismo é uma atividade económica importante em muitos países do mundo, mas assume 

um papel fundamental em países de pequena dimensão como Portugal dado o impacto 

positivo na economia através da criação de emprego e riqueza. 

Este estudo pretende investigar os determinantes dos current ratio na indústria do turismo 

em Portugal. A análise baseou-se nos dados extraídos dos relatórios de contas anuais das 

empresas de turismo Portuguesas no período de 2010-2013. 

De modo a testar a hipótese presente neste estudo foi utilizado um modelo robusto de análise 

de dados em painel, no qual se usou as metodologias OLS, efeitos fixos e efeitos aleatórios. 

Os resultados do primeiro modelo, utilizando a metodologia de efeitos aleatórios, revelam 

um impacto positivo e estatisticamente significativo no current ratio por parte a rentabilidade 

e a idade, e negativo no caso da alavancagem financeira, tamanho da empresa, número de 

dias de contas a pagar e número de dias de inventário. O segundo modelo apresenta um 

impacto positivo da rentabilidade, idade e ciclo de conversão de liquidez, e negativo da 

alavancagem financeira e tamanho da empresa sobre a variável dependente. Estes resultados 

são consistentes com vários estudos anteriores, embora não haja provas estatisticamente 

significativas da relação entre o número de dias de recebimentos e o current ratio. 

 

Palavras-Chave: Current Ratio, Working Capital Management, Portuguese Tourism 

Industry, Regression Analysis. 
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I. Introduction 

The corporate finance literature has traditionally focused on the study of long-term financial 

decisions. Most of the studies conducted were related with investment analysis, capital 

structure, dividends or company valuation (Afza, T. & Nazir, M. S., 2008). However, short-

term assets and liabilities are important elements of a firm since they represent the main share 

of items on a firm’s balance sheet (García‐Teruel & Martínez‐Solano, 2007). The 

management of these short-term assets and liabilities has an important role in firm’s 

profitability, risk and creation of firm value and is linked to current ratio and working capital 

management (Smith, 1980). 

Current ratio is a traditional measure of general liquidity and is most used to analyze the 

short-term liquidity of firm by using the ratio between current assets and current liabilities. 

A study of liquidity has impact on both internal and external analysis due to its close 

relationship with day-to-day operations of business (Bhunia, 2010). A relatively high current 

ratio is an indication that the firm has liquidity and has the ability to pay the current liabilities 

using the current assets. 

Working capital is one of the most vital elements of a company short-term financial 

management since it affects the profitability associated to a certain level of risk. (Smith, 

1980). Firms of all sizes demonstrate profit performance sensitivity with an efficient 

management of their working capital, thus an optimal WCM is expected to contribute 

positively to the creation of firm value, independently of their size. (Eljelly, 2004). 

Therefore, companies can improve both performance and profitability and at the same time 

minimize the risk if they understand the determinants of working capital (Afza, T. & Nazir, 

M. S., 2008). After taking into account working capital determinants a firm may adopt may 
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either adopt an aggressive with higher profitability and risk or a conservative policy which 

is linked to a lower profitability and risk. 

The aggressive policy assumes that a company should have a low liquidity, either by having 

a low level of current assets as percentage of total assets, or high level of current liabilities 

as percentage of total liabilities. On the contrary conservative working capital policy is 

associated with a high level of current assets or a low level of current liabilities. For Deloof 

& Jegers, (1996) adopting conservative policies might increase sales and consequently 

increasing profitability. However, excessive levels of current assets may have a negative 

effect on a firm’s profitability, whereas a low level of current assets may lead to lower levels 

of liquidity and stockouts, resulting in difficulties in maintaining smooth operations (Van 

Horne and Wachowicz, 2004). 

The Tourism industry has managed to keep a constant growth over the recent year despite 

the uncertain in global economy, which has been characterized by lower global economic 

growth, macroeconomic tensions, and high unemployment in many countries.  

The tourism sector has benefitted from the continued globalization process and stays as a 

critical sector for economic development, having large contribution and impact in economy 

either by the creation of jobs and wealth. 

In this study, we empirically investigate the determinants current ratio in Portuguese tourism 

industry and its impact on a financial perspective. We hypothesize that an optimal 

management of working capital leads to improved profitability and increase firms value 

creation.  

Our data sample consists of firms from tourism industry for the period 2010 to 2013. Using 

multivariate regression analysis, our results support our hypothesis. Specifically, results 
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indicate that return on assets, leverage, size, age, account payable days, inventory days and 

cash conversion cycle have impact in firms working capital management and contribute to 

improve firms value creation. In addition, working capital is not affected by account payable 

days. 

Moreover, section II reviews the literature first on the tourism industry with some updated 

data, and later on current ratio, the relationship between working capital management and 

profitability and finally on the determinants of working capital management. In Section III 

are presented the theories and hypotheses of the study. Section IV refers to the sample and 

the database description, as well as the variables used in the study with the respective 

calculation formula. The methodology is described in section V, followed by the model in 

section VI. Section VII present the descriptive, correlation and regression analysis for the 

study variables and regression models. 

Finally, the conclusions are presented in section VIII.  
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II. Literature Review 

2.1. Tourism Industry 

According to the United Nations World Tourism Organization (UNWTO) tourism consists 

on a social, cultural and economic phenomenon which involves the movement of people to 

countries or places outside their usual environment for personal or professional purposes. 

(UNWTO, 2013) 

The World Travel & Tourism Council (WTTC) classifies tourism as an important activity in 

most countries around the world due to its strategic direct and indirect impact on the 

economy. This higher impact is a result of the continuous globalization process, allowing the 

increase of travel in mature markets. (World Travel & Tourism Council, 2014). 

Despite the economic uncertainty and financial crisis in Europe, and Portugal in particular, 

over the recent years the travel and tourism industry was able to adapt to this environment 

and registered solid performances in the most important indicators. (World Travel & Tourism 

Council, 2014). It has proven to be an important sector on Portuguese economy and became 

even more important at this stage since it was one of the few sectors to grow during the 

economic crisis.  

World Tourism Organization (2013) data shows that tourism and travel had a total impact of 

25.600 million euros in Portugal’s gross domestic product (GDP) and forecasts an increase 

of 1,7% until 2024. The GDP direct contribution of tourism and travel in 2013 was 9.400 

million euros and it is also expected an increase of 1.7% to 11.600 million until 2024. 

(WNWTO, 2013). Specifically, the data from Portugal National Statistics Institute (INE, 
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2013) shows that in 2013 this industry represented over 5,8% of the total Portuguese GDP, 

18,2% of total employment and 12,5% of the total investment (INE, 2014). 

Therefore, the tourism industry is becoming even more important to Portuguese economy 

which consequently makes this study significant to the future of the industry since it will 

assist industry managers and the market on the forecasted growing trend for this industry. 

In order to take advantage of the revenue growth of world tourism and to control and develop 

this industry in Portugal, the Ministry of Economy and Innovation and the Portugal Tourism 

organization approved the creation of a national strategic plan for tourism (NSPT) with the 

support of the Portuguese government. (National Strategic Plan for Tourism, 2008) 

This plan was based in four differentiating elements such as the climate, history, culture and 

tradition, the hospitality and the concentrated diversity, and has the intention of promoting 

tourism in Portugal and increasing the competitiveness of the sector worldwide allowing a 

sustainable growth and an increase of its contribution to the economy. 

Thus, this sustainable growth and contribution to the economy will only be possible through 

an increase in profitability and an optimal management of the available resources, which may 

be achieved by an efficient liquidity management, specifically working capital or current 

ratio management. 

 

2.2. Current Ratio 

Current assets comprise cash, cash equivalents, short-term investments, accounts receivable, 

inventory and it is typically used to meet short term obligations. 

Current liabilities represent the liabilities that are expected to mature within one year. These 

comprise creditors, other current liabilities, provisions and short term loans (Chandra, 2008). 
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The liquidity of a company consists on the ability to meet short term obligations through 

short term assets, and it can be measured using a ratio between current assets and current 

liabilities - the current ratio - which is one of the most used indicators in the analysis of 

financial statements (Anthony et al., 2010). This ratio is considered as a traditional liquidity 

measure. 

In practice, Narender, Menon & Shewtha, (2009) show that a firm may lose several profitable 

investment opportunities or suffer a liquidity problem if the working capital is too low or it 

is improperly managed. 

Han & Qiu (2007) argue that companies increase their level of liquidity as a way to protect 

themselves against future negative shocks. However, the authors demonstrate that this 

behavior occurs only in companies that have difficulties in access to credit.  

Almeida et al (2004) and Han & Qiu (2007) show that this type of difficulties appears to be 

significantly more pronounced for smaller firms. Consequently, smaller firms have, on 

average, a liquidity ratio higher than medium and large firms. 

Higher current ratio is much desired by short term creditors because it lessens their risk. On 

the contrary, company shareholders prefer a lower current ratio because they want to grow 

the business by investing more in long term assets, thus there is the need of using the assets 

available. Another point to note is that the values of the current ratio may not be the same 

accross all businesses, since it can diverge from one industry to another (Ijaz, M. S et al, 

2013; Ali, 2008). The ideal current ratio is a topic very discussed among many authors, 

although according to Pandey (2010) and Chandra (2008) the ideal current ratio is 2:1, which 

means companies should have twice the number of current assets to cover current liabilities. 

Although, in tourism industry a ratio of 1,5:1 may be considered satisfactory as there is very 
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low level of inventories if compared to manufacturing companies (Bansal, S. & Khosla D., 

2015). 

In addition, Chiou & Cheng (2006) study about the important factors affecting working 

capital management in Taiwan firms and considered both external variables (macroeconomic 

variables) and internal variables (firm-specific variables), and the results prove that during 

an economic depression firms have more working capital requirements. 

Lyroudi & Lazaridis (2000) made a study on the Greek Food Industry to determine the 

relationship between the working capital and the traditional liquidity indicators, current ratio. 

The results reveal a significant positive association between these two types of liquidity ratio 

(Krishnankutty, Raveesh & Chakraborty, K. S., 2011). Moreover, financial needs are largely 

classified into two types of needs: working capital and fixed capital needs. The part of finance 

which enables an enterprise to conduct its day-to-day operations is called working capital. 

 

2.3. Working Capital Management and Profitability 

Working capital refers to the availability of the net current assets of the business for its 

operations. Basically, the working capital is defined as current asset less current liabilities 

(Damodaran, 2001). The efficient management of working capital (WCM) is a fundamental 

part of the overall corporate strategy to increase firm value (Afza & Nazir, 2008).  

Previous studies about WCM by Gitman (2005), Smith & Begemann (1997) and Shin & 

Soenen (1998) suggested there is a linear relationship between working capital and 

profitability. Consequently, firms can improve profitability and minimize the associated risk 

through an efficient management of working capital (Gitman, 2005; Smith & Begemann, 

1997; Shin & Soenen, 1998; Mueller, 1953; Taleb et al., 2010). 
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Therefore, firms should take into account the balance between risk and efficiency to maintain 

an optimal level of working capital, in order to maximize their value (Deloof, 2003; Gill, 

2011), which can be achieved by making an efficient use of current assets in order to generate 

sufficient profit and funds necessary to pay current liabilities (Chandra, 2007). 

Nwankwo & Osho (2010) support the idea that an efficient WCM has a positive effect on 

both profitability and liquidity of firms, which enables the firms to continue their operations 

efficiently. Poor management of working capital may cause inability of a firm to expand, to 

keep up with technological changes, to stand with financial losses and to meet liquidity 

requirements, which may increase the insolvency of vulnerable firms.  

Eljelly (2004) examined the relationship between profitability and liquidity, as measured by 

current ratio and cash conversion cycle and found significant negative relationship between 

the firm's profitability and its liquidity level, as measured by the current ratio.  

Chakraborty (2008) proposed two distinct types of thought on this issue. First, working 

capital is not a factor of improved profitability and there may be a negative relationship 

between them; while the second explanation argues that investment in working capital plays 

a vital role in improving corporate profitability and, unless there is a minimum level of 

investment of working capital, output and sales cannot be maintained. 

In corporate finance literature, there is a long debate about the working capital policies and 

its effects on the tradeoff between risk and return (Brigham & Ehrhardt, 2004; Gitman, 2005; 

Pinches, 1991; and Moyer et al., 2005).  

The lack of liquidity can lead, in extreme situations, to a firm’s insolvency. Therefore, the 

conflict between profitability and liquidity while managing the current assets of the firm 

requires a proper trade-off between these two elements, which can be made by using a certain 
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type of working capital policy (Pandey, 2007). More aggressive working capital policies are 

associated with higher return and higher risk, while more conservative working capital 

policies are linked with lower risk and return (Gardner et al., 1986). An aggressive working 

capital management implies a lower investment in working capital, through lower levels of 

investment in inventories or by shortening trade credit to customers and delaying the 

payments to suppliers, resulting in an increase of profitability and risk for firms. Thus, 

excessive levels of current assets may have a negative effect on a firm’s profitability, whereas 

a low level of current assets may lead to lower levels of liquidity and stock outs, resulting in 

difficulties in maintaining operations (Van-Horne & Wachowicz, 2004).  

Jose et al. (1996) used the cash conversion cycle (CCC), which consists on the length of time, 

in days, that it takes for a company to convert inputs into cash flows, as a measure of working 

capital management and found a significant negative relationship between the working 

capital and profitability, confirming that more aggressive working capital management is 

associated with higher profitability. Also, Jose et al. (1996) provided evidence that firms who 

keep lower investment in working capital tend to be more profitable, which is achieved by 

minimizing the cost of holding unproductive assets, such as cash and marketable securities, 

rather than by increasing payables and reducing the dependency on external financing, since 

less short term borrowing is required to provide liquidity. On the contrary, the greater the 

investment in current assets, the lower the risk, and also the lower the profitability obtained 

(see Figure 1).  

Figure 1 
The relationship between liquidity and profitability 
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Source: Van-Horne, J.C. & Wachowicz, J.M. (2004). 

The conservative working capital is associated to a lower profitability and lower risk. This 

policy implies a higher investment in working capital accounts, by extending trade credit to 

customers, increasing inventory levels, or reducing accounts payable number of days. In 

terms of trade credit to customers, adopting conservative working capital policies may 

increase profitability (Deloof & Jegers, 1996). 

However, for authors such as Fazzari & Petersen (1993) and Petersen & Rajan (1997), a 

conservative working capital policy may positively affect profitability because higher levels 

of inventories can prevent an eventual interruption in the operating cycle.  

Filbeck, and Krueger (2005) and Yadav, Kamath and Manjreka (2009) in their studies 

concluded that working capital policy is dynamic over time, because it varies with economic 

cycles. Therefore, in times of high business volatility, companies tend to use a conservative 

policy with large amounts of working capital, and to adopt an aggressive approach in times 

of low volatility. 

A more recent study by Baños-Caballero, et al. (2012) shows a non-linear relationship 

between WCM and profitability, indicating that there is an optimal working capital level that 

maximizes profitability. The relationship between WCM and profitability proved to be 

positive for low levels of investment in working capital and negative for high levels of 
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investment in working capital, resulting in higher profitability and risk for firms with low 

levels of working capital (Baños-Caballero, et al., 2012). 

The impact of working capital management on firm’s profitability make inevitable an 

efficient liquidity management for the firm survival, since it allows the minimization of risk 

and improves the financial overall performance if the companies understand the determinants 

of working capital. 

2.4. Determinants of Working Capital Management 

Even though working capital management is considered very important, little attention was 

given to its determinants (Nobanee et al., 2011; Deloof, 2003).  

The liquidity position of the firms also depends upon the leverage, firm size, age, accounts 

receivable days and payable days, inventory days and cash conversion cycle (Singh, 2008). 

In this context, Zariyawati et al. (2010) investigated the determinants of working capital 

management of listed firms in Malaysia and concluded that a firm’s leverage is associated 

with its working capital. Chiou, et al., (2006), Nazir & Afza (2009) and Chiou, Cheng & Wu 

(2006) found a negative relationship between leverage and working capital requirements. 

Moreover, Taghizadah, Akbari & Ebrati (2012) studied the impact of working capital 

management policies on firms’ profitability and value and found that aggressive financing 

policy and leverage has a negative impact on profitability and value. 

However, Al-Mwalla (2012) found that leverage has no effect on a firm's profitability and 

value, while the firm's size has a positive impact on both value and profitability, and 

consequently on working capital management. 

Pandey & Perera (1977) studied the working capital management policy and practices of 

private sector found that the size of the firm is one of the major influences on working capital 
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management. Padachi (2006) concluded in his study that working capital assumes more 

relevance for the smaller firms, since the assets of most small and medium companies are in 

the form of current assets (Garcia-Teruel & Martinez-Solano, 2007) and these have less 

sources of external finance available, making them more dependent on short term finance. 

Large firms may require larger investment in working capital due to larger revenues or 

because they use their market power to force relationship with suppliers and get longer 

account payable days (Mousawi et al. 2006).  

However, Berger et al., (2001) and Jordan et al., (1998) argue that the cost of investment in 

working capital would be lower for larger firms since they have lower information 

asymmetry and consequently lower cost of external financing. Moreover, larger firms have 

better access to capital and money markets and larger capacity to extend trade credits, which 

enable them to have more investment in working capital as compared to smaller firms.  

(Niskanen & Niskanen, 2006; Petersen & Rajan, 1997; Padachi, 2006; Pandey & Perera, 

1977).   

Several studies from Moss and Stine (1993) Pandey & Perera (1977) (Garcia-Teruel & 

Martinez-Solano (2007), Padachi (2006), Gill (2011) and  Zariyawati et al. (2010) showed a 

negative relationship between firm size and working capital management, which implies that 

larger firms have a lower current ratio. 

In reality, efficient management of working capital is essential for any firm type and size 

since it will reflect the overall corporate strategy in creating shareholder value (Nazir & Afza, 

2008).  

The age of a firm is associated with the financing source and credit relationship. Berger & 

Udell (1998) study results show a negative relationship between age and working capital, 
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since older firms have easier and better credit conditions and are more efficient in liquidity 

management. On the other hand, Peterson & Rajan (1997), García-Teruel & Martínez-

Solano, (2010) and Baños-Caballero, et al., (2010), underlined that older firms, with better 

access to capital market, use less credit from their suppliers since they can have other 

financing sources as a consequence of their credit capacity and reputation. Therefore, since 

they may have more resources available, older firms can keep additional short-term assets to 

finance their short term needs, which imply a positive relationship between age and working 

capital (Chiou, et al., 2006). 

Regarding the average length of time, Hayajneh & Yassine (2011) and Deloof (2003), found 

a negative relationship between firms’ profitability and the average receivable period. 

Moreover, they also found a negative relationship with average inventory period, average 

payment period, leverage, and cash conversion cycle, which suggests managers can increase 

corporate profitability by reducing the number of accounts receivable days and inventory 

days.  

On the other hand, they found a positive relationship between profitability and the firm's size, 

and current ratio. Moreover, Samiloglu & Demirgunes (2008) used a multiple regression 

model on a data sample from listed manufacturing firms for the period 1998-2007. The results 

of the study confirm that accounts receivables period, inventory period and leverage affect 

negatively the firm’s working capital (Smith & Begemann, 1997; Howorth & Westhead 

2003; Eljelly. 2004 and Lazaridis & Tryfonidis 2006). 

The determinant which combines the account receivable days, inventory days and account 

payable days is defined as cash conversion cycle, and is usually used as a measure of overall 

efficiency of working capital management (Padachi, 2006; Ganesan, 2007). 
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According to Mathuva (2009) and Gill et al. (2010) studies, a small value of CCC indicates 

higher level of WCM efficiency, since the reduction in cash conversion cycle causes an 

increase in the cash inflows from operating activities, which consequently improves the 

firm’s operational liquidity position. On the contrary the increase of cash conversion cycle 

leads to a decreasing profitability of the firm.  (Garcia-Teruel & Martinez-Solano, 2007; 

Lyroudi, 2012 and Raheman A. & Nasr M., 2007; Garcia-Teruel P., Martinez-Solano P., 

2007). Rehman (2006) investigated the impact of different variables of working capital 

management, including average receivable period, inventory days, average payable period, 

and CCC and concluded that there is a strong negative relationship between working capital 

ratios and profitability of firms. Furthermore, it is possible to create shareholder value by 

reducing the CCC up to an optimal level (Deloof , 2003; Raheman, A. & Nasr, M., 2007) 

Lyrouidi & Lazaridis (2000) have used data from Greek industry and found a significantly 

positive relationship between the cash conversion cycle (CCC) and the traditional liquidity 

measures, current ratios. Regarding business’s history and type, Eljelly (2004) results prove 

that working capital needs and requirements differ from one industry to another; whereas 

some maintain short-term, or even negative cash gaps, because of their ability to obtain a 

large amount of credit from their suppliers. In addition, inventory requirements are different 

from one industry to another, and most service industries need lower or even close to zero 

inventories while manufacturing firms need a large amount of inventory (Hawawini, Viallet 

& Vora, 1986). 

III. Theory and Hypotheses 

Previous studies of Lazaridis I. & Tryfonidis D. (2006) and Raheman & Nasr (2007) showed 

a negative relationship between profitability and working capital management. Also, Eljelly 



Duarte Jerónimo Determinants of Current ratio 

 on Portuguese Tourism Industry  

15 

 

(2004) found significant negative relationship between the firm's profitability and its liquidity 

level, as measured by the current ratio.  

However, according to Wu (2001) Afza & Nazir (2008) and Taleb et al. (2010) more 

profitable firms are less concerned with efficient management of working capital and 

liquidity and consequently may have a higher current ratio, which was also recently 

confirmed by Baños-Caballero et al. (2012). Therefore, it is expected a positive relationship 

between profitability and working capital. 

Hypothesis 1: There is a positive relationship between profitability and firm’s current ratio. 

 

The leverage is another determinant that may have impact in current ratio. Narendre et,al. 

(2009) found that a higher debt ratio is due to less capital available for daily operations, so 

the firm may have to raise capital from outside in response to a lack of funding. It is expected 

a negative relationship between leverage and current ratio, since according to Nazir & Afza 

(2009) firms with leverage pay more attention to working capital management efficiency. 

Consequently, companies with an increasing leverage ratio tend to show lower working 

capital requirements.  

Hypothesis 2: There is a negative relationship between leverage and current ratio. 

 

The firm size is also essential to an efficient management of working capital, since it 

improves the overall corporate strategy and helps to create shareholder value. In principle 

larger firms are supposed to have greater investment in working capital due to the higher 

revenues (Mousawi et al. 2006). However, larger firms may have stronger bargaining power 

with suppliers, which allow them to extent the payable period and other credits, allowing a 
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lower investment in working capital. Therefore, it is expected a negative relationship between 

firm size and current ratio (Moss & Stine, 1993; Pandey & Perera ,1977; Garcia-Teruel & 

Martinez-Solano, 2007; Padachi, 2006; Gill, 2011; Zariyawati et al. ,2010). 

Hypothesis 3: There is a negative relationship between firm size and current ratio. 

 

The firms’ age is expected to impact current ratio. It is linked to firm reputation, quality and 

suppliers’ relationship and consequently associated to the financing source and trade credit.  

Older firms, with better access to capital market, use less credit from their suppliers (which 

implies less costs), since they can have other financing sources (Chiou, et al., 2006). 

Therefore, they can have higher investment in working capital, which implies a positive 

relationship between age and current ratio. Moreover, younger firms are less reliable in terms 

of credit, which might imply having higher financing costs and consequently reducing the 

investment in WCM (Peterson & Rajan, 1997); García-Teruel & Martínez-Solano, 2010 and 

Baños-Caballero, et al., 2010). 

Hypothesis 4: There is a positive relationship between age and current ratio. 

 

Accounts receivable days have impact on company liquidity and intents to describe firm’s 

credit policy (Gill et al., 2010). A lower number of days shows a tight credit policy and may 

increase the operational liquidity and a higher value indicates liberal credit policy but it 

implies a decrease in the liquidity position (Chandra, 2007). Therefore, it is expected a 

negative impact in firms liquidity (Brealey & Meyers, 2008; Samiloglu & Demirgunes, 2008; 

Falope & Ajilore, 2009; Teruel & Solano, 2007). 

Hypothesis 5: There is negative impact of accounts receivables days in current ratio. 
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Inventory days indicate the time period, in days, a firm need between the production of 

finished goods and their sale (Ross et al. 2008).   Although tourism companies usually have 

a lower inventory stock, they can improve liquidity position by managing inventory 

efficiently (Chandra, 2007).  

Generally, a low inventory period indicates that firms are able to sell their product within 

shorter period of time which point to a proper liquidity management. A higher number of 

inventory days (INVD) it’s associated with lower inventory management efficiency and may 

indicate lower demand of product or excessive inventory stock by the company, which 

directly affects the company liquidity (Brealey et al., 2008).   

Therefore, is expected a negative impact of inventory management on liquidity (Samiloglu 

& Demirgunes, 2008; Falope & Ajilore, 2009; Teruel & Solano, 2007). 

Hypothesis 6: There is negative relationship between inventory days and current ratio. 

 

Account payable days describe firm’s payment policy and provide an indicator for firm credit 

efficiency and liquidity (Mathuva, 2009 and Gill et al., 2010). 

A lower number of payable days indicate early payment by the firm to its creditors and may 

cause reduction in net cash inflows generated from operating activities (Raheman & Nasr, 

2007). On the contrary a higher value of this ratio show that firm is using delayed payment 

policy, which may be a cheaper and flexible source of financing (Gitman, 2009).  

Hence, the hypothesis is that account payable days has a significant positive impact on firms’ 

operational liquidity position, since longer payable period is associated with better liquidity 



Duarte Jerónimo Determinants of Current ratio 

 on Portuguese Tourism Industry  

18 

 

management, whereas shorter number of payable days shows inefficient and poor payment 

policy, which consequently impacts liquidity. (Deloof, 2003). 

Hypothesis 7: There is a positive relationship between accounts payable days and current 

ratio. 

 

Cash Conversion cycle (CCC) refers to the length of time a firm take to convert its recourses 

into cash. Managers can create value and improve profitability of their companies by 

handling correctly the cash conversion cycle and keeping each different component (accounts 

receivable, accounts payable, inventory) to an optimum level. 

The reduction in cash conversion cycle can cause an increase in the cash inflows from 

operating activities, which consequently improves the operational liquidity firm position. 

Thus, a lower CCC is associated with more profitability, meaning it is expected a negative 

relationship between cash conversion cycle and current ratio. 

Hypothesis 8: There is a negative relationship between cash conversion cycle and current 

ratio. 

IV. Data 

4.1. Sample and Data Description 

This study aims to investigate the main determinants of Current ratio of Portuguese tourism 

companies. The data was provided by INFORMA D&B for the period of 2010 to 2013.  

The database comprises the tourism companies categorize has hotels or similar 

establishments, holidays residences and others short-stay accommodation, which currently 

have business in Portugal. The companies were ranked with the code 551 or 552 on the 

Portuguese economic activities classification code (CAE). 
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In order to be selected to this study the companies had to fill some requirements, specifically 

they must have sales and cost of goods sold values different from zero and present valid data 

for all the study variables. Moreover, some observations were excluded from the data sample 

since they presented anomalies, such as negative values in their assets or liabilities, blank 

data for the study variables and mismatched values between the data received from 

INFORMA and the data from the respective annual company accounts report. 

As a result of applying these filters we reach a total of 5,551 observations for a period of four 

years, from 2010 to 2013, which combines the data of each separate year in the form of panel 

data.  

4.2. Variables 

4.2.1. Dependent variable 

Current Ratio 

The dependent variable is current ratio (CR) and is defined as the ratio between current assets 

to current liabilities. This ratio intent to determine the availability of short term assets to 

cover the short term liabilities. 

CR = Current assets/Current liabilities               (1) 

 

4.2.2. Independent Variables 

Return on Assets 

The indicator used to measure profitability is the return on assets, which is calculated dividing 

company’s net income by its total assets. This variable aims to find the management 

efficiency of generating profits from the firm’s assets. 



Duarte Jerónimo Determinants of Current ratio 

 on Portuguese Tourism Industry  

20 

 

ROA = Net Income/ Total Assets                  (2)

  

Accounts Receivable days 

This variable measures the length of time, in days, that a company takes to receive the money 

for the goods or service it provides; thus it determines the efficiency for receiving short-term 

payments. Furthermore, it is considered very important for working capital management 

since it strengthens the liquidity of a company.  

ARD = (Accounts receivable X 365)/Sales                (3) 

 

Inventory days 

This variable is commonly used by managers to measure company inventory management 

efficiency. It indicates the number of days a firm between the production of finished goods 

and their sale (Ross et al. 2008). Following Krishnankutty & Chakraborty (2011) the variable 

was computed as: 

INVD = (Inventory X 365)/Cost of Goods Sold                (4) 

 

Accounts payable days 

The account payable days (APD) correspond to the number of days a company takes to pay 

to its suppliers. A small number of payment days may lead to lower cash inflows generated 

from operating activities. (Gitman, 2005). It is calculated using accounts payable and cost of 

goods sold. 

APD = (Accounts payable X 365)/Cost of Goods Sold               (5) 
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Cash conversion cycle 

The cash conversion cycle (CCC) corresponds to the length of time, in days, that it takes for 

a company to convert resource inputs into cash flows and it comprises three different 

components, accounts receivables days, inventory days and accounts payables days.  

CCC = ARD+INVD-APD                   (6) 

4.2.3. Control Variables 

Size 

The firms size (SIZE) has influence on the overall working capital policy and approach and 

is measured as the logarithm of sales (Deloof 2003).  

SIZE = Natural logarithm of sales                     (7) 

 

Leverage 

The leverage (LEV) is the financial debt ratio that is used in order to establish the relationship 

between the external financing of the firm and its total assets, thus it was calculated as the 

ratio between the total liabilities and total assets.  

LEV = Total liabilities/Total assets                  (8) 

 

Age 

At last the variable age corresponds to the number of years between the sample year and 

company birth year. Age is linked to firms’ quality and reputation and is used as a proxy for 

the time of the relationship with its suppliers and customers. 

AGE = Number of years since incorporation.                (9) 
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V. Models 

The study examines the determinants of the current ratio for Portuguese tourism industry. 

For this purpose, current ratio is set as the dependent variable, measuring firms’ liquidity. As 

was already discussed previously in this study, there are several determinants which may 

have impact in current ratio or working capital.  

To determine current ratio we have eight explanatory variables, which are divided into four 

independent variables and three control variables. 

Firm independent variables comprise the return on assets (ROA) to measure profitability, 

account receivable days (ARD), inventory days (INVD), account payable days (APD) to 

measure the receivable period, the inventory period and payable period respectively and at 

last cash conversion cycle (CCC) which consists in the period of accounts receivable plus 

inventory period less account payable period. On the other hand, control variables are set as 

firm size (SIZE), leverage (LEV) as a measure of debt and age (AGE). 

In order to test a more detailed model (equation 10) we proposed to include all variables, 

except cash conversion cycle (CCC) to allow a more specific analyse over account receivable 

days (ARD), inventory days (INVD) and account payable days (APD), which is presented 

by the following equation: 

𝐶𝑅𝑡 = 𝛼 + 𝛽1𝑅𝑂𝐴𝑡 + 𝛽2𝐿𝐸𝑉𝑡 + 𝛽3𝑆𝐼𝑍𝐸𝑡 + 𝛽4𝐴𝐺𝐸𝑡 + 𝛽5𝐴𝑅𝐷𝑡 + 𝛽6𝐴𝑃𝐷𝑡 + 𝛽7𝐼𝑁𝑉𝐷𝑡 

+𝜇𝑡 + 𝜀𝑡                   (10) 

Where, 𝛼  refers to constant, 𝛽𝑖 to the coefficient for independent and control 

variables, 𝑡 for time (from t = 1,…,T), 𝜀𝑖𝑡: Residual term and 𝜇𝑡 corresponds to the 

unobservable heterogeneity or firm’s unobservable individual effects. 
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On the contrary to test a more general model (equation 11) we proposed to include 

all the control variables, specifically age (AGE), size (SIZE) and leverage (LEV) as well as 

return on assets (ROA) and cash conversion cycle (CCC) as a proxy of account receivable 

days (ARD), inventory days (INVD) and account payable days (APD) and is presented as 

the following equation: 

 

𝐶𝑅𝑡 = 𝛼 + 𝛽1𝑅𝑂𝐴𝑡 + 𝛽2𝐿𝐸𝑉𝑡 + 𝛽3𝑆𝐼𝑍𝐸𝑡 + 𝛽4𝐴𝐺𝐸𝑡 + 𝛽5𝐶𝐶𝐶 + 𝜇𝑡 + 𝜀𝑡         (11) 

Where once again, 𝛼  refers to constant, 𝛽𝑖 to the coefficient for independent and control 

variables, 𝑡 for time (from t = 1,…,T), 𝜀𝑖𝑡: Residual term and 𝜇𝑡 corresponds to firm’s 

unobservable individual effects. 

VI. Methodology 

This study uses an unbalanced panel data to investigate the determinants of traditional 

liquidity measure, current ratio, through the analysis of the computed data using STATA 13. 

According to Hsiao (2003) and Gujarati (2003) the proper panel data estimation and 

modelling allows the control for unobservable firm-specific effects or time-invariant omitted 

variables. Moreover, it may also improve the efficiency of econometric estimates and provide 

a better analysis due the large number of data points, which increase the degree of freedom 

and reduce the collinearity between explanatory variables, meaning more robust and 

significant t and F Statistic tests. In order to have better estimated results and prevent the 

heteroscedasticity, the estimated models were made using the “robust” option in STATA 13. 

To study the general behavior of variables is performed a descriptive analysis, which 

comprises mean value, standard deviation, minimum and maximum. As the variables used in 

the study have values in the form of ratios, we used correlation analysis to measure the degree 
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of association and multicollinearity between explanatory variables. Additionally, the 

coefficient gives us an insight into the nature and extent of the relationship between the study 

variables. Regarding regression analysis, ordinary least squares (OLS) method was first used 

to estimate the model. However, by using a pooled OLS regression there is no control on the 

unobservable individual effects, which may cause the existence of heterogeneity and 

influence estimation results. Therefore, in order to control the unobservable individual effects 

we used two panel data methodologies on the estimated models, the fixed effects and the 

random effects. The fixed effects methodology has the assumption that the non-observable 

individual-specific effect (𝜇𝑡) is a variable allowed to be correlated with the explanatory 

variables. By using this method we are removing those effects of time-invariant 

characteristics. On the contrary, the random effects methodology assumes that the non-

observable individual-specific effect (𝜇𝑡) is a random variable that is uncorrelated with the 

explanatory variables. The choice between these two methodologies is made through the 

analysis of the Hausman1 test (Hausman, 1978), which evaluates the null hypothesis of 

absence of correlation between the firm's non-observable individual effects and the 

explanatory variables, against the alternative hypothesis of existence of correlation. If the 

null hypothesis is rejected (p-value<0.10) we should use the Fixed Effects methodology (FE) 

for the estimation analysis, otherwise we should use the results from Random Effects 

methodology (RE). 

                                                 
1 This test is used by the majority of economic researchers as a standard rule to choose between fixed effects 

and random effects (Baltagi et al., 2003; Hsiao, 2003). 
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VII. Results Analysis 

7.1. Descriptive Analysis 

Table I provides further information about the descriptive statistics for the study variables 

for a total of 5,551 observations. It shows the mean, standard deviation, and the minimum 

and maximum values of all variables. 

Table I 

Descriptive Statistics 

Variable Obs Mean Std. Min Max 

CR 5,551 4.6718 12.5353 -0.7053 169.4989 

ROA 5,551 -0.0957 0.5640 -18.2093 2.1506 

LEV 5,551 0.9051 1.4570 0.0027 46.6622 

SIZE 5,551 12.2998 1.7128 5.6651 17.9146 

AGE 5,551 17.1119 14.4196 0 103 

ARD 5,551 24.6966 44.8077 0 365 

APD 5,551 135.0578 130.5112 0 480.8458 

INVD 5,551 39.2647 59.9217 0 397.9642 

CCC 5,551 -71.0965 137.5423 -480.8151 569.3688 
Source: Author’s calculation. 

CR = Current ratio; ROA= Return on Assets; LEV = Leverage; SIZE = Size; AGE = Firms age;  

ARD = Accounts receivable period; APD = Accounts payable period; INVD = inventory period;  

CCC = Cash conversion cycle 

 

The current ratio has a mean of 4.6718, which means the Portuguese companies, in average, 

have enough current assets to cover short term liabilities. The positive and high values of CR 

suggest that a conservative policy is preferred by companies for the liquidity management. 

As was stated earlier the ideal current ratio is 2:1 (Pandey, 2010; Chandra, 2008), although 

is still very difficult to interpret the current ratio at present, since the high firm competition 

on the markets are forcing companies to have a zero or even negative ratio. Therefore, given 

the value of 4.6718 is possible to conclude that Portuguese tourism companies have on 

average a higher current ratio. 
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It’s possible to observe that the return on assets has a negative mean (-0.0957), which 

indicates an overall negative profitability, even though it is close to zero. The leverage has a 

0.9051 mean and shows that, in average, tourism companies prefer having almost the same 

amount of assets and liabilities, which suggest half of their operations are financed with 

leverage. The logarithm of sales is used as a proxy to size and has a mean value of 12.2998 

units.  

Regarding the age, Portuguese tourism companies have, on average 14.4 years. The average 

cash conversion cycle is -71.0965 days, given that firms, on average, take 24.5 days to receive 

from their clients, 135 days to pay their purchases and 39.3 days to sell or use their inventory.  

The negative value for the CCC is explained by the short storage of inventory, which is 

normal on tourism industry, and for the long length of account payable days compared with 

the accounts payable period. Furthermore, it reflects an efficient use of working capital, 

which enables these firms to have more available cash and might be explained by the fact we 

are dealing with a particular service industry as Tourism. 

 

7.2. Correlation Analysis 

This section presents the correlation analysis between the study variables. The results from 

the correlation matrix are presented on Table II and show the correlations values and 

respective significance values. 
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Table II 

Correlation Matrix 

 CR ROA LEV SIZE AGE ARD APD INVD CCC 

CR 1         

ROA 0.0489*** 1        

LEV -0.0831*** -0.4496*** 1       

SIZE -0.1853*** 0.1827*** -0.1659*** 1      

AGE 0.0226* 0.0847*** -0.0947*** 0.2833*** 1     

ARD -0.0135 0.0571*** -0.0651*** 0.1307*** 0.0741*** 1    

APD -0.1817*** 0.0504*** -0.014 0.3261*** 0.0434*** 0.2126*** 1   

INVD -0.0829*** 0.0039 -0.004 0.0945*** 0.028** 0.041*** 0.0926*** 1  

CCC 0.1319*** -0.0275** -0.0096 -0.2257*** -0.0049 0.1419*** -0.8393*** 0.3612*** 1 

Source: Author’s calculation. 

CR = Current ratio; ROA= Return on Assets; LEV = Leverage; SIZE = Size; AGE = Firms age; ARD = Accounts receivable 

period; APD = Accounts payable period; INVD = inventory period; CCC = Cash conversion cycle 

***, ** and * denote statistical significance at the 1%, 5% and 10% level, respectively. 

 

 

The results from Table II indicate that current ratio is positively correlated at 1% with ROA 

(0.0489) and CCC (0.1319) and at 10% with AGE (0.0226), which means that more 

profitable and older firms may be more able to manage their liquidity and working capital 

(Nwankwo & Osho, 2010 and Chiou, et al., 2006). 

On the contrary, LEV (-0.0831) and SIZE (-0.1853) are negatively correlated with CR at 1% 

significance, which means that larger and more leveraged firms are expected to have lower 

current ratio. The negative correlation of SIZE may also be related with large firms’ power 

over their suppliers to get credit on their purchases (Berger et al., 2001 and Jordan et al., 

1998). 

Moreover, the APD (-0.1817) and INVD (-0.0829) present a negative correlation with the 

dependent variable, although the ARD don’t have statistical significance on the correlation 

matrix. The cash conversion cycle present a positive (0.1319) and significant at 1% 
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correlation with current ratio, which means that an efficient management of CCC will 

positively impact liquidity. Since the cash conversion cycle depends on the ARD, APD and 

INVD, is expected a high and significant correlation between these variables and the CCC. 

It is confirmed by the results above, with positive values for ARD (0.1419) and INVD 

(0.3612) and negative value for APD (-0.8393) with 1% of significance level. 

The correlation analysis was carried out in order to find if there is any evidence of 

multicollinearity among the test variables. Since we do not find evidence of multicollinearity, 

it’s possible to make the regression analysis. 

 

7.3. Regression Analysis 

7.3.1. Regression analysis - Specific Model 

This section presents the regression analysis results of the specific model, meaning the model 

which includes ROA, LEV, SIZE, AGE, ARD, APD and INVD as explanatory variables.   

Table III shows the results for the three estimation methods, Pooled Ordinary Least Squares 

(OLS), Fixed Effects (FE) and Random Effects (RE).  
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Table III 

Estimation results – Specific model 

Dependent variable: Current Ratio 

Variables 
(1) (2) (3) 

OLS FE RE 

ROA 0.9305*** 0.2913 0.4805* 

 (2.7682) (1.2418) (1.7112) 

LEV -0.7610*** -0.3574*** -0.6380*** 

 (-4.6471) (-2.6576) (-3.5233) 

SIZE -1.3382*** -1.4597*** -1.3613*** 

 (-11.3529) (-2.7432) (-8.0660) 

AGE 0.0588*** 0.1619 0.0680*** 

 (5.4845) (1.3590) (4.2108) 

ARD 0.0076 0.0117 0.0088 

 (1.2923) (0.9456) (1.1310) 

INVD -0.0124*** -0.0093** -0.0109*** 

 (-6.1787) (-2.0512) (-4.4549) 

APD -0.0123*** -0.0116*** -0.0112*** 

 (-10.1054) (-5.6086) (-7.8860) 

Constant 22.8554*** 21.8363*** 22.7255*** 

 (14.4682) (3.3655) (10.2857) 

Observations 5,551 5,551 5,551 

R-squared 0.0726 0.0159  

F-Test 40.89*** 6.87***  

Notes: Robust t Statistic in parentheses. 

Source: Author’s calculation 

CR = Current ratio; ROA= Return on Assets; LEV = Leverage; SIZE = Size; AGE = Firms age; ARD 

= Accounts receivable period; APD = Accounts payable period; INVD = inventory period; CCC = Cash 

conversion cycle 

F test has the null hypothesis of equal constant terms across firms. 

***, ** and * denote statistical significance at the 1%, 5% and 10% level, respectively. 
 

The pooled OLS estimation (Table III – column 1) is firstly used to test the unobserved 

heterogeneity effects across firms and provides an F Statistic test under the null hypothesis 

that the constant terms are equal across entities. Since F statistics is significant at 1% level 
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we reject the null hypothesis for unobservable heterogeneity effects across entities, which 

suggest the significance as a whole for the estimated parameters. 

Moreover, OLS results shows that all variables are significant at 1% level expect for account 

receivable days (ARD). For the return on assets (ROA) and age (AGE) there is a positive 

relationship with the current ratio and on the other hand for leverage (LEV), size (SIZE), 

account payable days (APD) and inventory days (INVD) there is a negative relationship with 

the dependent variable. 

The results from Hausman test2 (8.07) show that we should not reject the null hypothesis 

(p>0.1) of absence of correlation between the unobservable individual effects and the 

explanatory variables, which means Random effects (RE) is the more appropriate panel data 

technique to evaluate this regression model. 

The results for random effects estimation (Table III – column 3) show the same evidence as 

in pooled OLS, meaning all variables are statically significant at 1%, expect for ROA, which 

is significant at 10% and for ARD which didn’t present statistical evidence.    

The results for the Return on Assets (ROA) evince a positive impact (0.4805) on the 

dependent variable which is in accordance with hypothesis 1. More profitable firms are less 

concerned with efficient management of working capital and liquidity and consequently may 

have a higher current ratio (Wu, 2001; Afza & Nazir, 2008 and Taleb et al. 2010). Moreover, 

according to Baños-Caballero et al. (2012) it is expected a positive relationship between 

profitability and working capital at lower liquidity levels. 

The significant negative relationship (-0.6380) between leverage (LEV) and current ratio is 

also consistent with previous studies (Narendre et,al., 2009; Nazir & Afza, 2009; Chiou, et 

                                                 
2 See Table VI in appendix 
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al., 2006 and Chiou et al. 2006) and also confirms hypothesis 2. An increase of 1% in leverage 

will result in a decrease of 0.6380% in current ratio. 

The debt increase will force companies to manage more efficiently their working capital and 

liquidity, consequently reducing the investment in working capital. It also supports the theory 

presented by Ferreira & Vilela (2004), who suggested that the existence of debt consolidate 

the relationship between the firm and financial institutions, which may allow the firm to 

reduce the liquidity level. Previous studies from Banos-Caballero et al. (2010), Mathuva 

(2009), and Zariyawati et al. (2009), also presented the same results for the relationship 

between current ratio and leverage. 

The results suggest a strong negative relationship (-1.3613) between firm size (SIZE) and the 

current ratio which is in accordance with the hypothesis 3. The negative value of this variable 

is the highest within all explanatory variables and might be explained by the fact that larger 

firms have a better management of working capital (Moss & Stein, 1993). Likewise, larger 

firms have stronger influence with their credit suppliers, which may favor the finance of 

working capital when needed, which reduce the need of holding current assets and therefore 

allowing a lower current ratio (Moss & Stine, 1993; Pandey & Perera ,1977; Garcia-Teruel 

& Martinez-Solano, 2007; Padachi, 2006; Gill, 2011; Zariyawati et al. ,2010).  

In the case of age (AGE) the results support hypothesis 4 since age has a positive impact 

(0.0680) on current ratio. The positive impact might be explained by the fact that older firms 

usually have more short time assets or liabilities than the younger ones as a result of the better 

access to capital market and the lower usage of suppliers’ credit (which implies less costs) 

causing a higher current ratio. Furthermore, younger firms are less reliable in terms of credit, 

which might imply higher financing costs and consequently lower investment in WCM. The 
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result is consistent with the studies by Moss & Stein (1993), Chiou et al. (2006), Nazir & 

Afza (2008) and Niskanen & Niskanen (2006). 

The values for account receivable days suggest this variable is not statiscally significant for 

the model thus it’s not possible to confirm hypothesis 5 which proposed a negative 

relationship with current ratio.  

Estimation results are in accordance with hypothesis 6 since there is a negative relationship 

between inventory days (-0.0109) and current ratio, which means that the dependent variable 

decreases 1.09% for each 1day increase in inventory days. The negative influence from 

inventory days in current ratio means that a longer period of inventory stock implies lower 

liquidity (Samiloglu & Demirgunes, 2008; Falope & Ajilore, 2009; Teruel & Solano, 2007). 

As was stated before in hypothesis 6 tourism companies usually have a lower inventory stock, 

therefore it should not have a strong impact in liquidity as other variables (Chandra, 2007).  

At last, the results for account payable days (APD) indicate a negative impact in current ratio 

-0.0112) contrary to the positive relationship we were expecting according to hypothesis 7. 

This result may be an indicator of higher efficiency by the firms with longer APD, since 

longer number of account payable days is a result of a delayed payment policy and implies a 

lower current ratio. 

7.3.2. Regression analysis – General model 

This section presents the results for the general model and includes the analysis of the relation 

between explanatory variables, return on assets (ROA), leverage (LEV), size (SIZE), age 

(AGE) and cash conversion cycle (CCC) with the dependent variable, current ratio (CR). 

Table IV shows, once again, the results for three estimation methods, Pooled Ordinary Least 

Squares (OLS), Fixed Effects (FE) and Random Effects (RE). 
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Table IV 

Estimation results –General model 

Dependent variable: Current Ratio 

Variables 
(1) (2) (3) 

OLS FE RE 

ROA 0.9421*** 0.3272 0.5111* 

 (2.6243) (1.4069) (1.7607) 

LEV -0.7851*** -0.3021** -0.6224*** 

 (-4.5187) (-2.3645) (-3.4029) 

SIZE -1.5291*** -1.2255** -1.4662*** 

 (-12.8299) (-2.4607) (-8.5798) 

AGE 0.0608*** 0.1570 0.0687*** 

 (5.6232) (1.3368) (4.2448) 

CCC 0.0077*** 0.0090*** 0.0077*** 

 (6.7167) (4.2082) (5.3536) 

Constant 23.7813*** 17.9986*** 22.7568*** 

 (14.8780) (2.9663) (10.2375) 

Observations 5,551 5,551 5,551 

R-squared 0.0609 0.0106  

F-Test 46.65*** 6.17***  

Notes: Robust t Statistic in parentheses. 

Source: Author’s calculation 

CR = Current ratio; ROA= Return on Assets; LEV = Leverage; SIZE = Size; AGE = Firms age; ARD = 

Accounts receivable period; APD = Accounts payable period; INVD = inventory period; CCC = Cash 

conversion cycle 

***, ** and * denote statistical significance at the 1%, 5% and 10% level, respectively. 
 

 

The F Statistic of pooled OLS estimation (Table IV– column 1) is significant at 1% level, 

which suggests the rejection of the null hypothesis for unobservable heterogeneity effects 

across entities, and consequently indicates the significance as a whole for the estimated 

parameters. 

Contrary to the specific model results, the general model OLS results (Table IV– column 1) 

show that all variables are significant at 1% level.  
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For the return on assets (ROA), age (AGE) and cash conversion cycle (CCC) there is a 

positive relationship with the current ratio and for leverage (LEV) and size (SIZE) the 

relationship with the dependent variable is negative.  

Regarding Hausmn test3, the results (8.41) show that we should not reject the null hypothesis 

(p>0.1) of absence of correlation between the unobservable individual effects and the 

explanatory variables, which means Random effects (RE) is again the more appropriate to 

evaluate this regression model. 

The results for random effects estimation (Table IV – column 3) show the same evidence as 

in pooled OLS, meaning all variables are statically significant at 1%, expect for ROA, which 

is significant at 10%. 

The results for the Return on Assets (ROA) exhibit a positive impact (0.5111) on current 

ratio, and for 1% increase in ROA there is an increase of 0.5111% in current ratio, which 

confirms the positive relationship in hypothesis 1. More profitable firms are less concerned 

with efficient management of working capital and liquidity and consequently may have a 

higher current ratio (Wu, 2001; Afza & Nazir, 2008 and Taleb et al. 2010).  

Leverage (LEV) is significant at 1% and negatively related (-0.6224) with current ratio, 

which supports hypothesis 2. Thus companies with high leverage show lower liquidity, since 

the debt increase will force companies to manage more efficiently their working capital and 

liquidity, resulting in a lower investment in working capital. (Narendre et,al., 2009; Nazir & 

Afza, 2009; Chiou, et al., 2006 and Chiou et al. 2006). However, companies should control 

the amount of debt because higher leverage and consequently lower current ratio may lead 

to a lack of available resources and negatively impact profitability and value of the company. 

                                                 
3 See table VII in appendix 
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The firm size has a negative and significant effect (-1.4662) on current ratio. The larger the 

firm the less working capital to total assets is required. Large firms may require larger 

investment in working capital because of higher revenues or because they use their market 

power to force relationship with suppliers and get a reduction in payment term (Mousawi et 

al. 2006). But here we found that larger firms require lower investment in working capital 

which may be due to their power over suppliers and thus can have longer period for their 

payables. 

The positive relationship between CCC (0.0077) and the current ratio implies that firms with 

longer cash conversion cycle have a higher liquidity ratio. Therefore, an increase on ARD 

and INVD or a decrease on APD imply a higher current ratio and will probably reduce the 

working capital management efficiency of the company.  

The results are in accordance with the studies by Raheman A. & Nasr, M.(2007) and Teruel 

& Solano (2007) which suggest that managers can create value by reducing the number of 

accounts receivable  days and inventories to a minimum, thus leading to the reduction in the 

cash conversion cycle. It is possible to conclude that any change in cash conversion cycle 

affects the operational liquidity of Portuguese tourism firms and if a firm expands the CCC 

by one day it will increase the CR by 0.7%. 
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VIII. Conclusion 

This study tries to find the impact of the determinants of current ratio on Portuguese tourism 

industry through the analysis of descriptive, correlation and regression results. 

The analysis was based in the relation between explanatory variables - return on assets, 

leverage, size, age, account receivable days, account payable days, inventory days and cash 

conversion cycle - with the dependent variable current ratio.  

Descriptive analysis results show a high mean for current ratio compared to ideal the ratio 

2:1 suggested by Pandey (2010) and Chandra (2008) suggesting a preference for conservative 

working capital policies by Portuguese tourism firms. The results indicate a result close to 

zero for return on assets and high leverage value suggesting that tourism companies had a 

low profitability and financed their short term operations with large debt amounts in the study 

period.  

Tourism companies in Portugal have on average 14.4 years and take about take 24.5 days to 

receive from their clients, 135 days to pay their purchases and 39.3 days to sell or use their 

inventory, which is in accordance with tourism sector. 

In terms of correlation, the results support a positive high correlation at 1% with return on 

assets and cash conversion cycle and at 10% with age, meaning more profitable and older 

firms may be fittest to manage their liquidity and working capital (Nwankwo & Osho, 2010 

and Chiou, et al., 2006). Furthermore, there is a negative correlation with leverage, size, 

account payable days and inventory days which means that larger and more leveraged firms 

are expected to have lower current ratio. 

Regarding the regression analysis, our findings provide evidence that with pooled OLS 

methodology all variables are significant for both specific and general model at 1% level 
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expect for account receivable days (ARD). However, based on Hausman test results we found 

that random effects (RE) are the suitable methodology to evaluate estimation results. 

The results of random effects estimation for both specific model (Table III – column 3) and 

general model (Table III – column 4) show that all variables are statically significant at 1%, 

expect for ROA, which is significant at 10% and for ARD, which didn’t present statistical 

evidence. The findings support previous studies results (Wu, 2001; Afza & Nazir, 2008; 

Taleb et al. 2010; Moss & Stein 1993; Chiou et al., 2006; Nazir & Afza, 2008 and Niskanen 

& Niskanen, 2006) of positive relationship between ROA and AGE with current ratio (CR), 

since more profitable firms are less concerned with efficient management of working capital 

and liquidity and consequently may have a higher current ratio and also older firms usually 

have less credit costs as a result of better access to capital market causing a higher current 

ratio.  

The results for leverage and size confirm previous studies (Banos-Caballero et al., 2010; 

Mathuva, 2009; Zariyawati et al., 2009; Moss & Stine, 1993; Pandey & Perera ,1977; Garcia-

Teruel & Martinez-Solano, 2007; Padachi, 2006; Gill, 2011; Zariyawati et al. ,2010) and 

present a negative impact in current ratio for both models, meaning higher leverage and size 

will result in lower current ratio since the debt increase will force companies to manage more 

efficiently their working capital and liquidity and probably reduce their investment in 

working capital. Likewise, larger firms have higher market influence and reputation, which 

may favor and easier working capital financing, allowing a lower current ratio. For the 

specific model the results suggest a negative relationship between account payable days and 

inventory days with current ratio and on the other hand for the general model the results show 

a positive (close to zero) relationship between cash conversion cycle and current ratio. 
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The overall results suggest the significant importance from study explanatory variables in 

firms’ liquidity, which means efficient working capital management have a crucial role in 

terms of profitability and value creation. If working capital determinants are not properly 

managed the company may lose profitable investments or even suffer from liquidity 

problems, resulting in credit problems.  

Therefore, it can be concluded that Portuguese tourism firms manage their current ratio 

requirements based on return on assets, leverage, size, age, account payable days, inventory 

days and cash conversion cycle. In addition, working capital is not affected by account 

payable days. This study is limited to the sample of Portuguese tourism industry firms, thus 

the findings of this study could only be generalized to same type of service firms with similar 

characteristic to those that were included in this research. In addition, the sample size 

contains only a part of tourism industry, more specifically firms which are categorizes with 

the economic activity code (CAE) 551 and 552. 

Future research should investigate all the activities inside tourism sector or even a 

generalization of the findings to other industries. Additionally, would be important to study 

the same model using cash conversion cycle as a dependent variable and the non-linear 

relations among explanatory variables. Future study may include the economic factors such 

as real GDP growth, business cycle, inflation, together with the variables that were used in 

this study and a possible comparison with other countries. 
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X. Appendix 

Table V 

Variables Description and Measurement 

 

Variables Abbreviation Formula used 

Current Ratios CR Current Assets / Current Liabilities 

Profitability ROA Net income / Assets 

Leverage LEV Liabilities/Assets 

Size SIZE Logarithm of Sales 

Age AGE Number of years of the Company 

Account receivable days ARD (Account receivable*365)/Sales 

Account payable days APD (Account payable*365)/COGS 

Inventory days INVD (Inventory*365)/COGS 

Cash conversion cycle CCC 
Account receivable days + Account  

payable days - Inventory days 

 

Table VI 

Hausman Test – Specific model 

 

  (b) (B) (b-B) sqrt(diag(Vb-VB)) 

  fixed random Difference S.E. 

ROA 0.2913 0.4805 -0.1892 0.2567 
LEV -0.3574 -0.6379 0.2806 0.1893 
SIZE -1.459 -1.3613 -0.0985 0.3792 
AGE 0.1619 0.0679 0.0939 0.1112 
ARD 0.0117 0.0088 0.0029 0.0042 

APD -0.0115 -0.0112 -0.0004 0.0014 
INVD -0.0093 -0.0109 0.0016 0.0033 
Test:  Ho:  difference in coefficients not systematic 

chi2(7) = (b-B)'[(V_b-V_B)-1](b-B) = 8.07 

Prob>chi2  = 0.3267 
  Source: Author’s calculation 
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Table VII 

Hausman Test - General model 

 

  (b) (B) (b-B) sqrt(diag(Vb-VB)) 

  Fixed Random Difference S.E. 

ROA 0.3272 0.5111 -0.1838 0.2559 

LEV -0.3021 -0.6224 0.3203 0.1891 

SIZE -1.2255 -1.4662 0.2407 0.3689 

AGE 0.1570 0.0687 0.0884 0.1113 

CCC 0.0090 0.0077 0.0013 0.0013 

Test:  Ho:  difference in coefficients not systematic 
chi2(5) = (b-B)'[(Vb-VB)-1](b-B) = 8.41 
Prob>chi2 = 0.1349 
Source: Author’s calculation 


