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management (WCM) efficiency of firms in eight selected MENA countries over the period 2016- Accepted: 2-12-2020
2020. This study discusses different theories of debt financing which include the trade-off theory,
the pecking order theory, the market timing theory, and the agency theory (i.e., the agency theory

of debt, equity, and free cash flow). Particularly, the study addresses how short-term debt, long- Debt Financing,
term debt, and total debt influence WCM efficiency. We hypothesize that there are positive Working Capital
relationships between the short-term debt (measured by the current ratio), the long-term debt Management,

(measured by the long-term debt to total assets ratio), and the total debt (measured by the total MENA

debt to total assets ratio) toward WCM (measured by cash conversion cycle). Firm’'s specific
characteristics such as the firm type, the firm size, firm’s sales growth, and tangibility were used as
control variables for WCM. To achieve the study objectives, a sample of 718 non-financial listed
companies on stock exchanges in countries of Bahrain, Egypt, Jordan, Kuwait, Oman, Qatar, Saudi
Arabia, and UAE will be used over the period 2016-2020. Secondary quantitative data will be
collected from the annual financial statements of firms. The multiple regression model will be used
to test the study hypotheses. This proposed paper originally contributes to the extant literature in
several ways. First, there were limited studies of WCM in the MENA context and the current study
provided a new insight that has not been investigated before in the MENA region. Thus, it bridges
the gap in the literature. However, the majority of extant WCM literature emphasized the
relationship between efficient WCM and firms profitability. Moreover, this paper contributes to
developing efficient WCM practices and strategies that improve the financial performance of listed
companies in the MENA region.

WCM efficiency is an essential element for firms to deal with during global uncertainties and poor financial conditions
(Demir, Esteban, & Gomez, 2019). According to the extant literature, the importance of WCM stems from many factors.
Firstly, WCM affects the firms’ profitability, risk, and shareholders’ value (Smith, 1980; Le, 2019). Secondly, it is a
primary concern during global crisis events. For example, the 2008 global financial crisis has led to a renewed emphasis
on WCM (Engvist, Graham, & Nikkinen, 2014) and the 2020 COVID-19 pandemic put pressure on a firm’s working
capital and liquidity issues (Deloitte, 2020). Thirdly, in manufacturing and distributing companies, current assets
constitute more than 50% of total assets (Raheman & Nasr, 2007). Next, for most companies, there is a significant amount
of cash invested in working capital (Deloof, 2003). Lastly, efficient WCM is a crucial instrument for the prosperity and
survival of small companies (Pais & Gama, 2015). Therefore, a great amount of financial managers’ time is spent on
managing working capital components which are mainly current assets and current liabilities (Bhat, 2008).

The Working Capital is the lifeblood and nerve centre of any business (Mahajan & Sidhu, 2019). It is defined as the
difference between the company’s current assets and current liabilities (Brealey, Myers, & Marcus, 2012; KovAcs,
Frona,& Rozsa, 2020). Efficient management of working capital could mitigate the effect of financial constraints (Ding,
Guariglia, & Knight, 2013). Efficient WCM reduces the idle amount invested in working capital and as a result, minimizes
the need for funds to finance working capital (Dhole, Mishra, & Pal, 2019). An efficient WCM is related to short-term
financing decisions and is crucial for balancing the liquidity and profitability of a firm. Firms can adopt a conservative
strategy by having excess current assets over current liabilities, which in turn leads to bearing a high cost of liquidity.
Alternately, they can follow an aggressive strategy by holding less current assets and this can result in bearing a high cost
of illiquidity. Therefore, in both situations, the profitability of the firm can be jeopardized (Panda & Nanda, 2018).

In the financing of working capital, companies may use the internal sources of funds through free cash flow or the
external sources of funds such as short-term and long-term debt. Firms may adopt a less risky working capital financing
policy by financing a large proportion of working capital with long-term debt to gain benefits from reductions in the
refinancing and interest rate risk. Instead, firms may adopt a riskier working capital financing policy by financing a large
proportion of working capital with short-term debt to take the advantages of reductions in the financing costs and better

|Luay | DX .rahamneh@student.usm.my



credit conditions, thereby alleviate agency costs and signal to the market their positive prospects (Bafios-Caballero,
Garcia-Teruel, & Martinez-Solano, 2016).

The bank loans were historically and still a primary source of financing for working capital. The fluctuations in the
availability of these loans significantly affect firms” working capital policies which are deemed to be vital to their
operations (Chen & Kieschnick, 2018). Debt financing of a firm is significantly inversely linked with the WCM of a firm,
suggesting that with increasing debt to total assets ratio, the firms are assumed to pay more attention to efficient WCM
in order to avoid excess capital being invested in accounts receivables and inventories. Therefore, companies with
increasing debt to total assets ratio show a lower working capital requirement (Nazir & Afza, 2009). Debt ratios, in terms
of trade credit, short-term debt, and long-term debt, negatively affect firm performance in terms of profitability. As a high
debt ratio seems to increase the agency costs and the risk of losing control of the firm, SME owners and managers tend
to fund their businesses with equity capital to a fairly high extent (Yazdanfar & Ohman, 2015).

In MENA region, the non-financial firms have not been proactive in managing their receivables and inventory, and
they are adopting an extended payable cycle to manage working capital. There was a net cash opportunity of USD32.7
billion in 2017 trapped across three major areas of working capital (i.e., accounts receivable, inventory, and accounts
payable) among three hundred and six listed non-financial firms. The percentage of total working capital to sales for
MENA companies increased to 33.7% in 2017 from 27.4% in 2013. For instance, in 2017, Jordan, Saudi Arabia, and
UAE had the largest working capital per sales percentages (45%, 43%, and 35% respectively) whereas Qatar and Bahrain
had the lowest working capital per sales percentages (both, 22%) (Ernst & Young, 2018).

A review of the total debt and short-term debt in MENA region in 2016 indicates that they rose by 2.5% and 12%
respectively. This points out the need for increased investment in working capital required by companies. However, the
total net working capital increased by 2% in 2016 compared to 2015. The total debt increased by 17% between 2013 and
2016 (Ernst & Young, 2017). Debt financing influences the cash holding decisions in MENA region. There is a negative
relationship between debt financing and cash holdings which means that MENA firms with the ability to raise funds from
external debt financing are capable of generating funds externally, thereby decreasing the need to hold cash (Al-Najjar &
Clark, 2017). The banking markets dominate MENA region’s economies with bank deposits to GDP percentage of 80%
in 2015 as compared to the world’s average of 50% (World Bank, 2018). Companies that are using banks to finance
working capital in MENA region were reported at 27.3% of total companies in 2019 (World Bank, 2019).

This paper aims to examine: (1) the relationship between the short-term debt and the WCM efficiency of firms in
selected MENA countries, (2) the relationship between the long-term debt and the WCM efficiency of firms in selected
MENA countries, and (3) the relationship between the total debt and the WCM efficiency of firms in selected MENA
countries. The remainder of this paper is organized as follows: Section 2 provides a literature review of theories and past
studies on WCM efficiency, Section 3 discusses the developed hypotheses, Section 4 shows the methodology deployed,
and Section 5 presents the conclusion.

The literature points out different theories trying to explain and understand the capital structure and the debt financing
component of capital structure. Modigliani and Miller (1958) argued that in perfect capital markets, the choice between
debt financing and equity financing in shaping the capital structure does not significantly affect the firm’s value. However,
this choice depends on the cost of capital and investment opportunity. Robichek and Myers (1966) argued the relevance
of debt policy and the existence of optimal capital structure. Kraus and Litzenberger (1973) posited that optimal financial
leverage reflects a trade-off between the tax advantages of debt and bankruptcy penalties. Stiglitz (1974) confirmed the
irrelevance of terms of debt in perfect capital markets. Since that, there were many attempts by researchers to explain the
debt maturity structure by factors such as taxes, asymmetric information, and agency conflicts in imperfect capital markets
(Myers, 1977).

Scott (1976) established a multiperiod model of debt, equity, and a firm valuation that captures the bankruptcy costs
and indicates the presence of a unique optimal capital structure. Jensen and Meckling (1976) divided the agency costs
into two types: the agency cost of equity and the agency cost of debt. The agency cost of equity is created by the
shareholder-managers conflict in interests. However, managers could maximize their personal gains at the expense of
shareholders. In contrast, the agency cost of debt (i.e., shareholders-debtholders agency problem) exists when
shareholders confiscate the wealth of debtholders in inconvenient investment choices. In 1984, Myers noted in his paper
“The Capital Structure Puzzle” that capital structure changes convey information to investors. He contrasted two theories
of capital structure: first, the static trade-off theory under which the targeted debt levels can be set when the tax benefits
of debt are balanced, at the margin, against the costs of financial distress. Second, the old-fashioned pecking order theory
under which the companies prefer internal over external sources of financing, and debt to equity when issuing securities.
Companies borrow rather than issue shares when they do not have adequate internal cash flows. Alternatively, companies
issue shares when they are overvalued by the market.

Moreover, Jensen (1986) argued that the agency cost of free cash flow happens when excess cash flows are invested
in projects with negative net present values. The agency problem between shareholders and managers is exacerbated
when a manager uses free cash flow for seeking personal gains at the expense of shareholders. Friend and Lang (1988)
documented the importance of agency problems in the determination of the company’s capital structure. Myers (1989)
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considered the preliminary organizational theory of capital structure that drops the assumed objective of market value
maximization. This theory was the first try to restate Jensen’s theory of free cash flow (1986).

Myers (2001) tried to explain how the mix of securities and sources of finance can be used to finance real investments.
There is no universal theory in choosing between debt and equity, and no reason to suggest one. Additionally, Myers
(2001) mentioned that the free cash flow theory suggests dangerously high levels of debt will improve value, despite the
threat of financial distress when a company’s operating cash flow significantly exceeds its profitable investment
opportunities. The theory of free cash flow is designed for mature firms that are prone to overinvest. Frank and Goyal
(2008) posited that the factors of taxation, costs of bankruptcy, adverse selection, and agency costs have all been
recommended as main explanations for the companies' use of debt financing.

Nishihara, Sarkar, and Zhang (2019) suggested that with the flexibility of selecting the time and size of the
investment, the debt overhang problem (i.e., an equity-maximizing levered company will underinvest relative to a
company-value-maximizing company) is of empirical relevance in company investment decisions. Wong (2010)
investigated the relationship between investment and financing decisions of owner-managed companies using a real
options approach. The results revealed that the debt financing doesn’t influence the company’s optimal investment
intensity. Nevertheless, in general, debt financing does affect the investment timing and in particular, the levered
companies invest earlier than the unlevered companies. In contrast, Sarkar (2011) examined the relationship between
investment time and investment size with the possibility of debt financing. The findings showed that the investment of
companies with the optimal amount of debt is delayed relative to non-debt companies. Moreover, the investment will be
higher in size than that of non-debt companies.

Vo (2019) found a negative relationship between financing and investment. This indicates that debt financing is a
disciplinary tool to limit corporate investments. Besides, debt financing significantly negatively influences the investment
for companies with larger growth opportunities than for companies with smaller growth opportunities. The results have
relevant implications in the context of emerging markets. Palombini and Nakamura (2012) suggested that highly
leveraged enterprises show more efficient WCM as represented by shorter cash conversion cycles. Dalci and Ozyapici
(2018) suggested that the degree of leverage is an important indicator that should be considered by decision-makers in
managing working capital. By understanding the level of leverage, they can tighten the working capital policy and decides
to adjust the length of cash conversion cycle to improve profitability.

Nasiri and Darabi (2019) concluded that changes in the availability of bank debt significantly affect a number of
aspects of a firm’s working capital policies, and these effects often differ among bank dependent companies and bank
non-dependent companies. Coleman and Baidoo (2020) found that there is an S-curve relationship between debt
financing, WCM, and cash holding. Firms that are involved in international activities are largely interested in having
borrowing as part of their capital structure than solely operating with owners’ capital which might be the case of most
domestic firms. The relationship between debt financing, WCM, and cash holding is considered to be non-monotonic
which indicates management insight of choosing the right debt management policy to achieve the desired goal.

The fluctuations in the availability of bank loans have major effects on companies’ working capital policies which are
considered vital to their day-to-day operations. These effects vary among companies with less or more dependence on
bank loans. Companies with more dependence on bank loans have excess cash and depend more on short-term debts
(Chen & Kieschnick, 2018).

Long-term debt has a positive impact on the company’s liquidity as it is a source of funds that could enhance liquidity
(Masri & Abdulla, 2018). In common-law systems, companies tend to have lower levels of working capital, less internal
sourcing of working capital from retained profits, and more external sourcing from banks (Troilo, Walkup, Abe, & Lee,
2019). WCM is considered a primary interest to companies with less access to finance and to companies that seek to
expand their investments during periods of economic recovery (Le, 2019). Therefore, we hypothesized that:

Ha: There is a positive relationship between the short-term debt and WCM of firms in selected MENA countries.
Ha: There is a positive relationship between the long-term debt and WCM of firms in selected MENA countries.
Hs: There is a positive relationship between the total debt and WCM of firms in selected MENA countries.

The 718 non-financial companies listed on stock exchanges in MENA countries will be used as a study sample over
the period 2016-2020. The chosen period will let us obtain representative results as they reflect the most recent events.
The secondary data will be collected from stock exchange websites in MENA countries. The dependent variable which
is the WCM s proxied by the cash conversion cycle, in which the variance is explained by the independent variables
(namely short-term debt, the long-term debt, and the total debt). The short-term debt (STD) will be measured by the



current ratio, the long-term debt (LTD) will be measured by the ratio of long-term debt to total assets, and the total debt
(TD) will be proxied by the ratio of total debt to total assets. Moreover, with respect to the control variables, the firm type
(FT) is adummy variable that takes 1 if the firm is from the industrial sector and 0 otherwise, the firm size (FS) is proxied
by natural logarithm of total assets, the firm sales growth (SG) is proxied by annual change in sales, the tangibility (TAN)
is measured by net property, plant, and equipment to total assets.

Model (1):

1
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Model one is used to achieve the first objective which is examining the relationships between the STD and WCM of
firms in selected MENA countries, where multiple regression analysis is used to test Hypothesis one (H1).
Model (2):

2
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Model two is used to achieve the second objective which is examining the relationships between the LTD and WCM
of firms in selected MENA countries, where multiple regression analysis is used to test Hypothesis two (H2).
Model (3):

3
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Model three is used to achieve the third objective which is examining the relationships between the TD and WCM of
firms in selected MENA countries, where multiple regression analysis is used to test Hypothesis three (H3).

This proposed study examines the relationship between debt financing and the WCM efficiency of non-financial firms
in selected MENA countries over the period 2016-2020. More specifically, it addresses the relationship between factors
such as short-term debt, long-term debt, and total debt toward WCM efficiency. The study started with an introductory
section about the WCM efficiency followed by a literature review of theories which include the trade-off theory, the
pecking order theory, the market timing theory, and the agency theory; and past studies of debt financing. The study also
presents the hypotheses developed and the methodology deployed in terms of data collection, measurement of variables,
model specifications, and methods of analysis ending with this conclusion.
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