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Abstract

This paper empirically aims to analyze the factors (leverage, liquidity, inventory, growth, size and firm’s age)
effecting financial performance. Return on assets (ROA) as the ratio of earnings before depreciation, interest and
tax (EBIT) to total assets was used as a proxy for financial performance. A sample of 100 top non-financial
American firms listed on Fortune 500 for a period of five years from 2009 — 2013 was considered. Secondary
data were collected from financial statements which were taken from Mergent online, and were analyzed by a
number of basic statistical techniques such as descriptive and inferential statistics. Results from this study
showed that multicollinearity did not exist among all independent variables (VIF < 5), and multiple regression
indicated that 16% was predicted by the independent variables (R* = 0.1623). Findings also presented that
leverage, inventory, growth and age have a negative significant impact on ROA, while liquidity and size in terms
of sales have positive significant effect on profitability of the American firms. However, an insignificant negative
relationship was found between size in terms of total assets and return on assets. A generalization of the results is
limited because of the five-year time period. For future research, the author suggests analyzing the effect of
external factors, such as economic, political, cultural, legal, macroeconomic factors, and the existence of rivals in
the industry.
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1. Introduction

In a capitalist system, profit is the most important measure for successful firms. Traditionally, the success of a
manufacturing system or company has been evaluated by the use of financial measures. Nowadays, particularly
after the financial crisis, stakeholders are increasingly becoming more concerned with the financial performance
of their firms. Likewise, decision makers are considered to measure a company's performance, especially its
profitability, before decisions or actions are made based on certain performance measurement metrics. So,
having information about a firm’s performance enables decision makers to substantiate managerial decisions to
meet potential changes in the economic resources (Camelia Burja, 2011).

To this end, there are two kinds of performance, financial performance and non-financial performance.
Financial performance can be measured by profitability, dividend growth, sales turnover, asset base, and capital
employed. Profitability can be used as a proxy for financial performance (Omondi and Muturi, 2013). According
to Walker (2001) a firm’s performance is evaluated in three dimensions: productivity, profitability, and market
premium (Almajali, Alamro, and Al-Soub, 2012, p.268). However, there is still a hectic debate about the best
way that should be adopted to measure financial performance of firms and what the best numbers of factors that
affect this performance are (Liargovas and Skandalis, 2008).

As previously mentioned, profitability analysis of capitalist firms is of immense significance because
American firms have a major contribution in today’s global economy, and their performance is highly important
for shareholders, creditors, employees, suppliers, governments, and so forth. For this reason, the research
objective of this paper is to investigate the factors determining firm profitability in 100 top non-financial
American firms listed on Fortune 500 for the five-year period between 2009 — 2013. Several factors play an
important role directly or indirectly in determining profitability. In this research, and after going through the
literature review, profitability is measured and explained by the internal factors (leverage, liquidity, inventory,
growth, size and firm’s age). It is hypothesized that these factors have significant impact on return on assets
(ROA), which is used as a proxy for financial performance. This study adopted this tool, which relies on
traditional accounting report systems, because it is still being utilized nowadays. The rest of the paper is
organized as follows: Section two shows some previous empirical studies concerning the factors affecting
profitability focused on the variables used in the research. Section three specifies the research method, estimation
model, and data used in the study. Section four discusses the empirical results followed by research limitations
and suggestions for further research (Section five). The last section summarizes the conclusions reached through
this study.

2. Literature Review

This section sheds some light on previous empirical research. These empirical studies attempted to measure
firms' financial performance by analyzing the effect of various financial and non-financial factors. The final
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results of these studies proved inconsistent in some areas, and consistent in others.

2.1 Performance Measure

Financial performance plays a large role in measuring the success of business firms. Evaluating the firm’s
performance has three dimensions: the firms’ productivity, profitability, and market premium (Omondi & Muturi,
2013, p. 100). To this end, there are a plethora of measures of financial performance; such as return on assets
(ROA), return on investment (ROI), return on equity (ROE), and operation profit margin (OPM). ROA, which
was developed by Dupont (1919), is the most common measure used as a proxy for financial performance
(Liargovas, 2008, p. 8; Mishra, Wilson, and Williams, 2009, p.7).The early contribution to empirical literature
about profitability analysis began mainly with Bain (1951) who studied the relationship between profitability and
structural variables, such as concentration, growth, economics of scales, and advertising. Bain found that
concentration had a positive impact on profitability. Mann (1966) supported Bain’s findings when he indicated
that there was a positive relationship between concentration and profitability. Additionally, other researchers
such as Collins and Perston (1968), Weiss (1974),Porter (1979),Marvel (1980),and Bradburd and Caves (1982)
have showed that industry concentration had a positive effect on profitability (Elmendorf, p.62). In the stock
market, Ghosh, Nag, and Sirnmans (2000) confirmed that ROA is widely used by market analysts as a measure
of financial performance, as it measures the efficiency of assets in producing income. In another field, Mishra et
al.(2009) indicated that returns on assets (ROA), a measure of financial performance commonly utilized in the
farm management literature, is the ratio of net farm income plus interest payment to total assets. Because many
researchers adopted and used return on assets to measure the firm’s financial performance, the current study also
uses ROA as the dependent variable for analysis.

2.2 Economic Variables

2.2.1 Leverage

The modern theory of capital structure was developed by Modigliani and Miller (1958), who pointed out that
capital structure had no impact on firm value. In 1963, Modigliani & Miller discussed the impact of tax firms on
the valuation of firms. They indicated that because of debt tax shields, leveraged firms had value higher than
firms without debt. This result had much subsequent discussion by Stiglitz (1969) who showed that if the rate of
debt went up, the value of the firm would decrease, because of the existence of the risk of bankruptcy. On the
other hand, it was indicated that an increased level of leverage tends to raise the value of firm because of tax
savings (Pathirawasam 2013, p.65). Although the relationship between capital structure and financial
performance of a firm can be either negative or positive (Pathirawasam, 2013, p. 65), Umer(2014) confirmed
that the majority of empirical studies showed that a capital structure had a negative correlation with profitability.
For example, Titman(1988) found that levels of debt had a negative influence of firms’ financial performance.
This result was supported by Rajan and Zingales (1995) who addressed that profitability was negatively
correlated with leverage. However, Gill, Biger, and Mathur (2011) indicated that short-term debt to total assets;
long-term debt to total assets; and total debt to total assets had positive impact on profitability. Gill, Biger, and
Mathur (2011) presented that the impact of short-term debt to total assets and total debt to assets on ROA was
positive in both the service and manufacturing industries, whereas Omondi &Muturi (2013) showed that
leverage had a significant negative effect on financial performance. Likewise, by examining the impact of
adjustment in capital structure, Bouraoui and Louri(2014) addressed that leverage changes have a negative
impact on performance. Although many theories have already been developed to explain the firms’ debt
structure, there is still no consensus theory that managers can rely on to determine an optimal level of debt (Ben
Ayed and Zouari, 2014, p. 96).

2.2.2 Liquidity

Liargovas &Skandalis (2008) addressed that firms utilize their liquidity to finance their investments when
external funding is not available. In Lamberg (2009), the adaptation of liquidity strategies had no a significant
effect on ROA. Saleem and Rehman (2011), however, found a significant impact of liquid ratio on ROA while
insignificant on ROE and ROI. Also, Almajali et al., (2012) showed that liquidity as a financial factor had a
positive statistical effect on financial performance. This result was consistent with Pathirawasam (2013), who
found a positive impact between liquidity and ROA. In contrast to the above reasoning, Jovanovic’s (1982)
theoretical model found that the effect of liquidity on firms' financial performance was ambiguous. Therefore,
this study hypothesizes that liquidity (LQ) has no significant impact on the performance of a firm (ROA).

2.2.3 Inventory

Investment in inventory is one of the most important parts of a business operation. It is believed that the level of
inventory and profit have a direct relationship. The management of inventory requires very sensitive decisions.
The shortage of inventory leads to loss in sales, while excess inventory may increase holding costs. In this
endeavor, Chhibber and Majumdar (1999), and Barbosa &Louri (2005) found that the inventory negatively
impacted on profits, and they suggested that large inventories created a drag on firms’ ROA. Padachi (2006)
pointed out that high investment in inventories and receivables was associated with lower profitability. Panigrahi
(2013) examined the relationship between the inventory conversion period and firms’ profitability, finding a
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significant negative linear relationship between conversion period length and profitability. Ogbo, Victoria, and
Ukpere (2014), who studied the relationship between effective systems of inventory management and firms’
performance, found that flexibility in inventory control management was important to enhance the firm’s
profitability. They also showed a relationship between operational feasibility and utility of inventory control
management. These inconsistent results allowed the author to expect either positive or negative sign on
profitability of firm.

2.2.4 Size and Sales Growth

Firm size, both in terms of total assets and in terms of total sales, is considered to be a fundamental variable in
explaining firm performance (Nunes andSerrasqueiro, 2008, p. 1). The size measures the firm’s ability to attain
economics of scale and market power (Chhibber and Majumdar, 1997). Despite the fact that the interest of
analyzing firm size lies in size’s effect on profitability, a hectic debate still exists as to whether large companies
have more opportunity than small firms to enhance their profitability by taking advantage of economic scale. As
a part of this debate, Fiegenbaum and Karnani (1991) confirmed that the cost structure of small firms was more
flexible than that of large ones. Therefore, small companies could vary their output over time to meet the
changing market conditions, while the more stable and mature large corporations needed to maintain a relatively
constant output level. On the other hand, Goddard, Tavakoli, and Wilson (2005), who analyzed the European
manufacturing and services industries, showed evidence that a firm’s size had a negative relationship to
profitability. Unlike this finding, Nunes &Serrasqueiro (2008) addressed that the size of small and medium firms
had a positive and significant correlation with profitability, whereas an insignificant relationship between size
and profitability was observed in large Portuguese firms. In order to scrutinize the effect of American firms’size
on profitability, Lee (2009) confirmed that for over 7000 US public firms during the period 1987 — 2006, the rate
of profit had a positive relationship with firm size. Babalola (2013), who studied the impact of firm size on
profitability in manufacturing companies listed in the Nigerian Stock Exchange, found that firm size, both in
terms of total assets and in terms of total sales, had a positive influence on return on assets (ROA). Likewise,
Omondi &Muturi (2013),studyingthe effect of various factors on the financial performance of listed companies
in Nairobi, found a significant positive correlation between size and financial performance. These previous
researchers who targeted the impact of size on financial performance were far from being unequivocal, as their
results were contradictory.

2.2.5 Age

Firm age is one of the most important factors used to decompose the forces which affect survival into industry
and firm attributes. On average, roughly 5-10 % of the firms in a given market leave that market over the span of
a single year (Agarwal and Gort, 2002). By covering the full range of firm sizes and ages, David Evans (1987a,
1987b) and Dunne, Robert, and Samuelon (1988, 1989) both investigated the impact of age as well as size on a
firm. They indicated that large firms had lower growth rates, but they were more likely to survive (Sutton, 1997,
p. 45-46). To prove that firm survival is associated with its product and the life cycles, Agarwal &Gort (2002)
showed that the relation between firm survival and age was not as simple as empirically observed. It can be said
that most firms disappeared because they were recycled (taken over) by other firms rather than via financial
failure. This result has been confirmed by Loderer, Neusser, and Waelchli(2009), who investigated how the age
of a firm affects its life expectancy. They pointed out that once firms get older, they start seeking outside help to
function. This could explain why most of them were eventually taken over.This finding apparently was
consistent with a corporate life cycle. Making another point, Kumar (2004) confirmed that while older firms
obtain experience-based economies of scale based on learning, they were also prone to inertia and rigidities in
adaptability, which could lead to lower performance (p.13). However, mature firms possess sophisticated skills,
because they have enjoyed the advantage of learning, and are not prone to the liabilities of newness. Hence, they
have a superior performance (Liargovas &Skandalis, 2008). Because of contradictory results, this author will not
expecteither positive or negative signon the profitability of a firm as measured by its age (see Table 1).

3. Research Method

3.1 Model Specification

This study adopted return on assets (ROA) as a dependent variable for measuring firms’ financial performance,
while a set of independent variables with difference expected signs were used to measure the effect on firms’
financial performances.
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Table 1. Variables Definition and Predicted Relationship

Variables Full name Measure Signs*
Dependent
ROA Return on Assets Earnings before depreciation, interest and tax / total assets
Independent
LV Leverage Total liabilities to total assets -
LQ Liquidity Current assets to total current liabilities +
v Inventory Inventory investment to total assets +/-
SG Sales Growth Current year to previous year’s sales +
SZ1 Sizel Log of total assets +
S72 Size 2 Log of total sales +
AG Age Number of years since incorporated till the period study 7?

er going throu e literature review, the author expected either a positive or negative sign on profitabili
* After going through the literatu the auth pected either a positi gati g profitability.

The conceptual framework of this study is shown in Figure 1, which explains the direct cffect of cach
independent variable on the dependent variable.

Financial factors
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Figure 1. Hypothesized Relations Among Variables
According to this relationship, and consistent with the previous literature and empirical research, the following
null hypotheses were developed to test the relationship between a firm’s financial performance and the
independent variables:
Hol: Leverage (LV) has no significant impact on performance of firm ROA.
Ho2: Liquidity (LQ) has no significant impact on performance of firm ROA.
Hp3: Inventory management (I'V) has no significant impact on performance of firm ROA.
Ho4: Growth of Sales (GS) has no significant impact on performance of firm ROA.
H,5: Company Size (SZ1) has no significant impact on performance of firm ROA.
Ho6: Company Size (SZ2) has no significant impact on performance of firm ROA.
Ho7: Company Age (AG) has no significant impact on performance of firm ROA.
In order to test these hypotheses at (o = 0.05) level of significance (0.95 confidence level), the econometrics
regression model is given as:

ROAlt [30 + BlLvlt + BZLQlt + B?lvlt + B4SG1t + BSSlzellt + BGSlzezlt + B7Ag1t +git (l)

Where: ROA;; is a financial performance of firm i at time t; B, is regression constant (intercept); B, B, ...p7 are
regression coefficients for measuring independent variables; LV, is leverage of firm i at time t; LQj, is liquidity
of firm i at time t; IV, is inventory investment of firm i at time t; SG;, is sales growth of firm i at time t; Sizel;, is
logarithm of total assets of firm i at time t; Size2; is logarithm of total sales of firm i at time t; Age;, is number of
years since incorporation until the date of collected data of firm i at time t, while g; is an error term.
3.1 Sample and Data Selection
The empirical goal of this research is to investigate the factors affecting financial performance of American
firms. To analyze these factors, the initial research sample consists of 150 U.S. firms which were listed on
Fortune 500 for the period from 2009 to 2013. Each of these firms has total assets of more than 1 billion in each
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year without missing data on inventory. 50 financial firms, such as banks, insurance, and financial firms were
excluded from the search. The justification for this exclusion lies in their different characteristics. Therefore, the
final sample, which contains 47 sectors, was 100 firms. 500 data observations between 2009 and 2013 were
employed as a sample for this study. The secondary data for this research were collected from annual financial
reports which were taken from Mergent online (http://www.mergentonline.com/login.php). These data were
analyzed by a number of basic statistical techniques such as descriptive statistics (Mean and Standard deviation),
and inferential statistics (Pearson correlation and multiple regression).

4. Empirical Results and Discussion
This section gives detailed information on the results of this study, with sophisticated discussion.
4.1 Descriptive Statistics
Table 2 summarizes the descriptive statistics for the explanatory variables utilized in this study. These variables
were calculated utilizing financial statements. Therefore, this research adopted the book value instead of market
value. The Generally Accepted Accounting Principles (GAAP) require that profitability must be measured based
on income book value, not on market value. ROA has a minimum of (-31%) and a maximum value of (35%).
This implied that return on assets of American firms increased by (31%) when its fails to generate positive
results; maximum rate means when return on assets yields maximum returns, the profitability of sample research
will be increased by (35%). The positive ROA means that the firms were on average profitable, although some
were operating at a loss, as reflected in the negative minimum observed value of return on assets. It can be seen
also that the average of return on assets for the sample as a whole was (Mean = 0.090) with dispersion of
approximately (1%; SD = 0.075). This standard deviation indicated a narrow variation in ROA among sample
companies.

Table 2: Summary Statistics of the Explanatory Variables, 2009-2013

Mean Standard Deviation (SD) Minimum Maximum Observations
ROA 0.090 0.075 -0.310 0.353 500
Leverage 0.654 0.208 0.215 1.500 500
Liquidity 1.505 0.584 0.552 4223 500
Inventory 0.124 0.107 0.003 0.463 500
Sales Growth 1.095 0.202 0.188 2.115 500
SIZE 1 24.240 0.987 20.775 27.385 500
SIZE 2 24431 0.726 22.338 26910 500
Age 63.91 37.094 1 146 500

Note: ROA = return on assets; Leverage = total liabilities to total assets; Liquidity = total current assets to total
current liabilities; Inventory = inventory investment to total assets, Sales Growth = current year to previous
year’s sales; Size 1=log of assets; Size 2=log of sales, and Age = number of years since incorporated till the date
of gathering data. Total observations come to (100 firms x 5 years).

From the descriptive statistic, the leverage ranges from a minimum of 21% to 150% as a maximum.
The average of leverage as a whole was (65%, Mean = 0.654) with dispersion about (21%, SD = 0.208). This
result indicated that, on the average, the top 100 non-financial American firms listed on Fortune 500 were
financed by 65% as a long term debt. It can be concluded that the lower return on assets (9%) may be negatively
affected by the high firms' leverage rate.

Liquidity as another independent variable has a minimum of 55% and a maximum value of 422%. The
average liquidity during the analyzed period was (151%, Mean=1.505) with a variation of (58%, SD = 0.584).
Related to the high level of leverage, American firms maintained a high level of liquidity (151%) in order to
guarantee safety.

Investment in inventory has an average of (12%, Mean = 0.124) and the standard deviation was (11%,
SD = 0.107). This states that investment in inventory plays a modest role in the determination of a firm’s
performance. In contrast, sales growth has an average value of about (110%; Mean =1.095, SD = 0.202). This
indicates that growth of sales contributed more to U.S firms’ performance. Table 2 also shows the firms’ size in
terms of total assets and total sales has almost (242%, Mean = 24.240) which states that the simple research
included very large firms.
4.2 Correlation Matrix
Table 3 shows the correlation of one variable with itself which is always 1, and presents the pair-wise
correlations among each variable with another. Sometimes all or several of these pair-wise correlations are quite
high which means that it is difficult to tell which of them is influencing the dependent variable (Barrow, 2006, p.
284). A multicollinearity problem exists if consider an absolute correlation coefficient exceeds (70%) for any
two of the independent variables (AL-Shwiyat, 2013, p.416). As you can see from Table 2, the coefficients of
correlation of Pearson were not so high (less 0.7). So, it can be confirmed that little or no multicollinearity
between the independent variables included in model of multiple linear regression in this study.
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Table 2: Correlation Matrix of the Explanatory Variables, 2009-2013

ROA Leverage Liquidity Inventory Sales Growth SIZE 1 SIZE 2 Age
ROA 1
Leverage -0.355 1
Liquidity 0.194 -0.436 1
Inventory -0.174 0.171 0.006 1
Sales Growth -0.012 -0.111 0.096 -0.045 1
SIZE 1 0.123 -0.103 -0.145 -0.465 -0.127 1
SIZE 2 0.064 0.029 -0.349 0.045 0.006 0.663 1
Age -0.112 0.055 -0.102 -0.075 -0.170 0.305 0.127 1

Note: Number of observations: 500; Number of firms: 100; ROA = return on assets; Leverage = total liabilities
to total assets; Liquidity = total current assets to total current liabilities; Inventory = inventory investment to total
assets; Sales Growth = current year to previous year’s sales; Size 1 = log of assets; Size 2 = log of sales; and Age
= number of years since incorporated till the date of gathering data.
Table 2 also showed the correlation between profitability which was measured by return on assets (ROA) and a
set of internal factors. It was found that liquidity and the size of a firm have a positive relationship with
profitability, while leverage, inventory, sales growth and age have a negative relationship with profitability.
4.3 Multicollinearity
The linear regression model is so fit for the application and can be considered good for the process of estimating
the parameters if there is no multicollinearity among the explanatory variables. Multicollinearity can be
controlled by wusing the Variance Inflation Factor (VIF). According to Gujarati(2003, p .351-386),
multicollinearity exists among all independent variables if VIF value is higher than 10. Thus, the Variance
Inflation Factor (VIF) test was employed to measure the amount of multicollinearity in a set of multiple
regression variables. Table 4 presents that multicollinearity did not exist among all independent variables
because the VIF values for all independent variables were less than 10.

Table 4. Multicollinearity Test

Explanatory Variables LV LQ v SG SZ1 SZ2 Age

Variance Inflation Factor (VIF) 1.324 1.534 2.021 1.123 4.003 3.214 1.173

Note: VIF; = [S% (n-1) SE%, ]+ S°
Where: S$%xi is Standard deviation; N is sample size; SE is standard error for slop coefficient; and S? is the mean
square. LV = leverage; LQ = liquidity; IV = Inventory; SG = sales growth, SZ1= log of assets; and SZ2 = log of
sales.
4.4 Regression Results and Interpretation
In this section, we examined the factors likely to affect financial performance (ROA). To this end, we performed
multivariate analysis using regression models. The regression model with respect to the ROA has an Adjusted R
square of 16% (R* = 0.1623), and F-statistics of (F = 14.81; p = 0.000). This indicated that about 16% variation
in Return on Assets was influenced by independent variables (leverage, liquidity, inventory, sales growth, sizel,
size 2, and age). Note that the predictor variables did not explain Return on Assets (ROA) very well, because the
value of Adjusted R*was quite low (16%). Here it can be seen that the remaining 84% can be explained by other
variables which were not included in this study.

Table 5. Regression Result of ROA and Explanatory Variables

Independent Hypothesis Sign Path Coefficients P-values T- test VIF Result'

Variables

Intercept -0.132 0.2690 -1.107

Leverage H1 - LV ->ROA -0.1041 0.000** -6.120 1.324 Accept

Liquidity H2 + LQ ->ROA 0.0155 0.018** 2.382 1.534 | Accept

Inventory H3 +/- IV -> ROA -0.1283 0.002** -3.130 2.021 Accept

Sales growth H4 + SG -> ROA -0.0348 0.031** -2.167 1.123 Accept

SIZE 1 H5 + SZ1 ->ROA -0.0058 0.352 -0.931 4.003 Reject

SIZE 2 H6 + SZ2 -> ROA 0.0195 0.011** 2.567 3.214 | Accept

Age H7 7? AGE -> ROA -0.0002 0.011** -2.568 1.173 Accept
Multiple R R Square | Adjusted R Square | Standard Error S tatlj;tics Sig (P-Value) Observations

0.42 0.17 0.16 0.07 14.81 0.0000 500

**significant at (a0 = 0.05), **p< 0.05

'indicated that null hypothesis was rejected and the alternative was accepted.

Note: ROA = return on assets; leverage = total liabilities to total assets; liquidity = total current assets to total
current liabilities; Inventory = inventory investment to total assets, Sales growth = current year to previous
year’s sales; Sizel = log of assets; Size2 = log of sales, and Age = number of years since incorporated till the
date of gathering data
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Based on the results demonstrated in the above table, F-statistics indicated the validity of the model, as
its value (14.81) was well above its sig value of (0.000). The regression coefficient of leverage at (-0.1041)
showed that when the leverage increases by one unit with the assumption that other variables remain constant,
then the return on assets (ROA) will decrease by 0.1041. From the regression table, the t-calculated significant
value for leverage at 5% was (T = -6.120, p = 0.000 < 0.05). So, the null hypothesis that leverage (LV) has no
significant impact on performance of firm ROA can be rejected.

Liquidity with positive coefficient (0.0155) was significantly related to profitability. It means that one
unit changes in liquidity tends to increase the return on assets by (0.0155). Liquidity has a t-value of against a p-
value of (T= 2.382, p = 0.018< 0.05). Thus, we can reject the null hypothesis that liquidity (LQ) has no
significant impact on performance of firm ROA.

Investment in inventory has a negative coefficient, and showed a significant relationship with
profitability. The coefficient value of (-0.1283) indicated that one unit changes in inventory’s investment would
bring negative impact on return on assets by (0.1283). Inventory has t-value against p-value (T=-3.130, p =
0.002<0.05). Therefore, we can reject the null hypothesis that Inventory management (IV) has no significant
impact on performance of firm ROA.

Sales growth also has a negative significant relationship to return on assets. The coefficient value was -
0.0348, which means one unit changes in sales growth will tend to decline the return on assets by 0.0348. The t-
value of sales growth against p-value was significant (T= -2.167, p = 0.031< 0.05). So, the null hypothesis that
Growth of sales (GS) has no significant impact on performance of firm ROA can be rejected.

Size in terms of total assets has a negative coefficient, but it was insignificant in relationship to ROA.
The coefficient value was (-0.0058), which means if the size of a firm changed by one unit, the return on its
assets decreased by 0.0058. Due to the t-value against p-value (T =-0.931, P = 0.352> 0.05), the null hypothesis
that the size of a company in terms of total assets (SZ1) has no significant impact on ROA is accepted. However,
size of a firm in terms of sales has a positive significant relationship with profitability. A one unit change in size
led to an increase in the rate of profitability by (0.0195). The null hypothesis that company size in terms of sales
has no significant impact on ROA can be rejected because of a t-value against p-value (T = 2.567, P = 0.011 <
0.05).

The age of a firm has a negative significant coefficient with profitability. It was indicated that a one
unit change in the age of a firm tends to loss some profit by 0.0002. This coefficient was significant at the 5%
level of confidence, (T = -2.568, P = 0.011< 0.05). So, it can be said that the null hypothesis that company age
(AG) has no positive significant impact on performance of firm ROA can be rejected.

It can be concluded that the value of R squared which was (Adjusted R* = 0.1623) explained part of
our model by only 16%. It was also proven that six factors (leverage, liquidity, inventory, growth, firm’s size in
terms of sales and age) were proper explanatory variables for return on assets, while only firm size in term of
total assets was not a proper explanatory variable for profitability. Based on these conclusions, the linear
multiple regression model identified for the variables studied is as follows:

ROA;;=-0.132-0.104LV + 0.016LQ —0.131V — 0.035SG — 0.006Size1 + 0.02Size2 — 0.0002Age )

Financial

(++T€0°0)

ROA
Adj.R?=0.1623

10308y [BIOUBULY
AN
—~—

$10108) [BIOUBUL{-UON,

Figure 2.Testing and Relative Influence of Factors on Profitability
**significant at (o = 0.05), **p< 0.05
4.5 Discussion of Results and Recommendations
The negative relationship between leverage and financial performance allowed the author to reject the null
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hypothesis and summarize the alternative that was accepted accept. This finding corroborated the arguments of
several studies (Titman, 1988; Rajan & Zingales, 1995; and Umer, 2014) that leverage has a negative significant
impact on the performance of firms” ROA. This result obligates firms to have a great ability to cope with policy
of capital structure. Indicating that the average of leverage was 65% in American environment after financial
crisis reminders firms that their financial value has a chance to be decreased and their risk of bankruptcy is very
close to be existed. On the other hand, the finding of this research contradicts some previous work, such as Gill
et al. (2011) that leverage has a positively correlation with profitability of American firms.

Due to the result of this current study, firms should balance between tax benefit from financial
leverage and its default risk. In this endeavor, Pathirawasam (2013) confirmed that when the rate of debt went up,
a firm’s value might be increased because of tax saving. Table 2 showed that the average long-term debt to total
assets ratio was (65%). That is quite high which starts eroding the firm’s profitability (Mean of ROA = 0.0900),
and benefits of tax savings disappear. The potential problem many firms experience due to high leverage is the
loss of their ability to manage and service their debt. Under these circumstances, firms should adopt a good
policy to manage and service both their short-term and long-term debt.

The relationship between liquidity of American firms and their profitability was statistically significant.
So, the null hypothesis that liquidity has no significant impact on the performance of a firm was not valid in this
study. The result obtained in this research supported some previous work (Goddard et al., 2005; Saleem & Ur
Rehman, 2011; Almajali, et al., 2012; and Pathirawasam, 2013) that pointed out a positive relationship between
liquidity and profitability. Once the average of leverage increases and profitability starts to erode, a firm needs to
maintain a high level of liquidity in order to guarantee safety and to enhance profitability, as a result of the lesser
risk. But we cannot confirm that American firms can reduce their risk by having an adequate liquidity because
this study measured leverage as total debt to total assets. So, we are not sure that the level of liquidity (mean =
151%) enables firms to fulfill both short-term and long term obligations at the same time. It is recommended that
American firms should have the ability to use this high liquidity to finance their investment in lieu of utilizing
external funding.

The negative significant relationship between the investment of inventory and profitability allowed the
author to accept the alternative hypothesis and reject the null hypothesis that Inventory management (IV) has no
significant impact on performance of firm ROA. Comparing this result with those obtained by other researchers
(Chhibber & Majumdar, 1999; Barbosa & Louri, 2005; Padachi, 2006; and Panigrahi, 2013), we can conclude
that these results were similar. This study indicated that the management of inventory is associated with very
sensitive decisions, since shortage of inventory leads to loss in sales, while excess inventory may increase
holding costs. Actually, having 12% as an average of inventory with very low variation (Mean = 0.124, SD =
0.107) did not show that this average created a drag on firms” ROA, but it showed that it was associated with
very low profitability (see Table 2). American firms should have and adopt effective inventory management. It
should be noted that inventory has an influence on the profitability in the following year by managing the ending
inventory which will be beginning inventory next year. So, it is recommended to investigate whether financial
performance in the current year can be affected by the inventory management in the previous year.

The insignificant negative relation that size in terms of total assets has with ROA lets the author accept
the null hypothesis that the size of a company in terms of total assets has no significant impact on ROA. This
confirmed that the size of a firm was not a proper explanatory variable for profitability. This result advocated the
finding of Goddard, et al.( 2005). However, the null hypothesis that company size in terms of sales has no
significant impact on ROA was rejected. This part of the study provided evidence to support the result of Nunes
& Serrasqueiro (2008), and Lee (2009). The result was similar to the argument of Babalola (2013) and Omondi
& Muturi (2013). Previous studies presented agreement issues as to whether the large firms can enhance their
profitability by enjoying a number of capabilities such as economies of scale. The results of this study did not
settle this issue yet.

This study found negative corrleation between firms’ age and their profitability. This result supported
the arguments of David Evans (1987a, 1987b); and Sutton (1997, p. 45-46), who indicated that the age ofa firm
had a negative relationship with profitability. However, because of limited exploratoryvariables,this research
could not confirm that the sample firms are old enough (Mean of firm’s age = 63.91, see Table 1) to use their
accumulated experience-based economies of scale to improve their profitability based on learning. It can be
indicated that the effect of a firm’s age on its financial performance is still unresolved.

5. Research Limitations

It is important to recognize the limitations inherent within this research. First, the source of the secondary data
was annual reports 10-k for sample firms. So, the quality of this study and its results are based on the accuracy,
reliability, and quality of the source. Second, firm profitability was measured without an adjusted accounting
profit for annual effects such as inflation. Third, the research targeted only five years of performance for the
large sample of firms listed in Fortune 500. It would be better if another future study took a ten-year-plus sample,
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leading to slightly different results.

6. Suggestion for Further Research

The main goal of this study was to analyze some of the internal factors affecting profitability. It should be
indicated that financial performance can be affected by other external factors, such as economic, political,
cultural, legal, and macroeconomic factors, and the existence of rivals in the industry. Thus, future studies should
address these important issues.

7. Conclusion

This research was conducted to investigate the impact of leverage, liquidity, inventory, growth, size and firm’s
age on financial performance as measured by return on assets (ROA). The main result indicated that leverage,
inventory, growth and age have a negative significant impact on ROA, while liquidity and size in terms of sales
have a positive significant effect on the profitability of the U.S firms. However, an insignificant negative
relationship was found between size in term of total assets and return on assets. These results were inconsistent
with previous work in some areas, and consistent with others. It can be deduced that to improve profitability,
American firms should be able to manage and service their debts. A generalization of these results is limited
because of the five-year time period. It might be instructive to conduct the same or a similar study by analyzing
the effect of external factors, such as economic, political, cultural, legal, and macroeconomic factors, and the
existence of the rivals in the industry.

Acknowledgements
The author would like to thank Nicole Marsh for her valuable help in the preparation of this paper for publication.

References

Agarwal, R., & Gort, M. (2002, May). Technological Change: Firm and Product Life Cycles and Firm Survival.
The American Economic Review, 92(2), 184-190.

AL-Shwiyat, Z. M. (2013, August). Affecting Factors on the Timing of the Issuance of Annual Financial Reports
Empirical Study on the Jordanian Public Shareholding Companies. European Scientific Journal, 9(22), 407-423.
Almajali, A. Y., Alamro, S. A., & Al-Soub, Y. Z. (2012). Factors Affecting the Financial Performance of
Jordanian Insurance Companies Listed at Amman Stock Exchange. Journal of Management Research, 4(2), 266-
289.http://dx.doi.org/10.5296/jmr.v4i2.1482

Babalola, Y. Y. (2013). The Effect of Firm Size on Firms Profitability in Nigeria. Journal of Economics and
Sustainable Development, 14(5), 90-95.

Bain, J. S. (1951, August). Relation of Profit Rate to Industry Concentration: American Manufacturing, 1936-40.
Quarterly Journal of Economics., 65(3), 293-324. http://www.jstor.org/stable/1882217.

Barbosa, N., & Louri, H. (2005, August). Corporate Performance: Does Ownership Matter? A Comparison of
Foreign- and Domestic-Owned Firms in Greece and Portugal. Review of Industrial Organization, 27(1), 73-102.
Barrow, M. (20006). Statistics for Economics, Accounting and Business Studies (fourth ed.). UK.: Longman
Group UK Limited.

Ben Ayed, W. H., & Zouari, S. G. (2014, April). Capital Structure and Financing of SMEs: The Tunisian Case.
International Journal of Economics and Finance, 6(5), 96-111.

Bouraoui, T., & Li, T. (2014, January/February). The Impact Of Adjustment In Capital Structure In Mergers &
Acquisitions On Us Acquirers’ Business Performance. The Journal of Applied Business Research, 30(1), 27-41.
Chambers, A. E., & Penman, S. H. (1984, Spring). Timeliness of Reporting and the Stock Price Reaction to
Earnings Announcements. Journal of Accounting Research., 22(1), 21-47.

Chhibber, P. K., & Majumdar, S. K. (1997, April). Foreign ownership and profitability: property rights, control
and the performance of firms in Indian Industry. Journal of Law and Economics, 46(3), 209-238.

Chhibber, P. K., & Majumdar, S. K. (1999, April ). Foreign Ownership and Profitability: Property Rights,
Control, and the Performance of Firms in Indian Industry. Journal of Law and Economics, 42(1), 209-238.
Comanor, S. w., & Wilson, T. A. (n.d.). Avertising Market Structure and prefromance.

Elmendorf, R. G. (n.d.). Accounting Rates of Return as proxies for the economic rate of return: an emprical
investgation. Journal of Applied Business Research, 9(3), 62-75.

Fairfield, P. M., & Yohn, T. L. (2001, December). Using Asset Turnover and Profit Margin to Forecast Changes
in Profitability. Review of Accounting Studies, 6(4), 371-385.

Fiegenbaum, A., & Karnani, A. (1991, February ). Output flexibility—A competitive advantage for small firms.
Strategic Management Journal, 12(2), 101-114.

Ghosh, C., Nag, R., & Sirnmans, C. F. (2000). The Pricing of Seasoned Equity Offerings: Evidence from REITs.
Real Estate Economics, 28(3), 363-384.

Gill, A., Biger, N., & Mathur, N. (2011, December). The Effect of Capital Structure on Profitability: Evidence

25



Research Journal of Finance and Accounting wWww.iiste.org
ISSN 2222-1697 (Paper) ISSN 2222-2847 (Online) JLINE|
Vol.s, No2, 2014 St

from the United States. International Journal of Management, 28(4).

Goddard, J., Tavakoli, M., & Wilson, J. (2005, December ). Determinants of profitability in European
manufacturing and services: evidence from a dynamic panel model. Applied Financial Economics, 15(18), 1269-
1282.

Gujarati, D. N. (2003). Basic econometrics (Fourth edition ed.). McGraw-Hill, New Yo: McGraw-Hill.
Jovanovic, B. (1982, May). Selection and the Evolution of Industry. Econometrica, 50(3), 649-670.
Koumanakos, D. P. (2008, June). The effect of inventory management on firm performance. International
Journal of Productivity & Performance Management., 57(5), 355-369.

Kumar, J. (2004). Agency Theory and Firm Value in India. 1-43.

Lamberg, L. (2009). Impact of Liquidity Management on Profitability:a study of the adaptation of liquidity
strategies in a financial crisis. 1-92.

Lee, J. (2009). Does Size Matter in Firm Performance? Evidence from US Public Firms. International Journal of
the Economics of Business, 16(2), 189-203.

Liargovas, P. (2008). Factors Affecting Firm Competitiveness: The Case of Greek Industry. 1-35.

Liargovas, P. G., & Skandalis, K. S. (2010). Factors affecting firms' performance: the case of Greece.

Loderer, C., Neusser, K., & Waelchli, U. (2009). Firm Age and Survival.

Mann, H. M. (1966, August). Seller Concentration, Barriers to Entry and Rates of Return in Thirty Industries,
1950-1960. Review of Economics & Statistics., 48(3), 296-307.

Mishra, A., Wilson, C., & Williams, R. (2009). Factors affecting financial performance of new and beginning
farmers. Agricultural Finance Review, 69(2), 160-179.

Mishra, A., Wilson, C., & Williams, R. (2009). Factors affecting financial performance of new and beginning
farmers. Agricultural Finance Review, 69(2), 160-179.

Modigliani, F., & Miller, M. M. (1958, june). The cost of capital, corporation finance and the theory of
investment. American Economic Review, 48(3),261-297.

Neibergs, J. S. (1998). Macroeconomic Conditions and Agribusiness Profitability: An Analysis Using Pooled
Data. International Food and Agribusiness Management Review, 1(1), 91-105.

Nunes, P. M., & Serrasqueiro, Z. S. (2008). Performance and size: empirical evidence from Portuguese SMEs.
Small Business Economics, 31(2), 195 —217.

Ogbo, A. 1., Victoria, O. 1., & Ukpere, W. 1. (2014, June). The Impact of Effective Inventory Control
Management on Organisational Performance: A Study of 7up Bottling Company Nile Mile Enugu, Nigeria.
Mediterranean Journal of Social Sciences, 5(10), 109-118.

Omondi, M. M., & Muturi, W. (2013). Factors Affecting the Financial Performance of Listed Companies at the
Nairobi Securities Exchange in Kenya. Research Journal of Finance and Accounting, 4(15), 99-105.

Padachi, K. (2006, October). Trends in Working Capital Management and its Impact on Firms’ Performance: An
Analysis of Mauritian Small Manufacturing Firms. International Review of Business Research Papers, 2(2), 45 -
S8.

Panigrahi, A. K. (2013, July). Relationship betweenlnventory managemnet and profitibilty: An Empirical
Analysis of Indian Cement Companies. Asia Pacific Journal of Marketing & Management Review, 2(7), 107-120.
Pathirawasam, C. (2013). Internal Factors which Determine Financial Performance of firms: With Specail
Reerence to Ownership Concentraion. 62-72.

Rajan, R. G., & Zingales, L. (1995, December ). What Do We Know about Capital Structure? Some Evidence
from International Data. The Journal of Finance, 50(5), 1421-1460.

Saleem, Q., & Rehman, R. U. (2011, July). Impacts of liquidity ratios on profitability: Case of oil and gas
companies of Pakistan. Interdisciplinary Journal of Research in Business, 1(7), 95-98.

Saleem, Q., & Ur Rehman, R. (2011, July). Impacts of liquidity ratios on profitability (Case of oil and gas
companies of Pakistan). Interdisciplinary Journal of Research in Business, 1(7), 95-98.

Schumacher, S. K., & Boland, M. A. (2005, February). The Persistence of Profitability among Firms in the Food
Economy. American Journal of Agricultural Economics., 87(1), 103-115.

Selling, T. 1., & Stickney, C. P. (1989, Juanury ). The Effects of Business Environment and Strategy on a Firm's
Rate of Return on Assets. Financial Analysts Journal, 45(1), 43-52.

Stiglitz, J. E. (1969, December). A Re-Examination of the Modigliani-Miller Theorem. American Economic
Review., 59(5), 784-794.

Sutton, J. (1997, March). Gibrat's Legacy. Journal of Economic Literature, 35(1), 40-59.

Titman, S. (1988, March). The Determinants of Capital Structure Choice. The Journal of Finance, 43(1), 1-19.
Trejo-Pech, C. O., Weldon, R. N., & House, L. A. (2008, Fall). Earnings, Accruals, Cash Flows, and EBITDA
for Agribusiness Firms. Agricultural Finance Review, 68(2), 301-319.

Umer, U. M. (2014). Determinants of Capital Structure: Empirical Evidence from Large Taxpayer Share
Companies in Ethiopia. International Journal of Economics and Finance;, 6(1), 53-65.

26



The I1ISTE is a pioneer in the Open-Access hosting service and academic event
management. The aim of the firm is Accelerating Global Knowledge Sharing.

More information about the firm can be found on the homepage:
http://www.iiste.org

CALL FOR JOURNAL PAPERS

There are more than 30 peer-reviewed academic journals hosted under the hosting
platform.

Prospective authors of journals can find the submission instruction on the
following page: http://www.iiste.org/journals/ All the journals articles are available
online to the readers all over the world without financial, legal, or technical barriers
other than those inseparable from gaining access to the internet itself. Paper version
of the journals is also available upon request of readers and authors.

MORE RESOURCES

Book publication information: http://www.iiste.org/book/

IISTE Knowledge Sharing Partners

EBSCO, Index Copernicus, Ulrich's Periodicals Directory, JournalTOCS, PKP Open
Archives Harvester, Bielefeld Academic Search Engine, Elektronische
Zeitschriftenbibliothek EZB, Open J-Gate, OCLC WorldCat, Universe Digtial
Library , NewJour, Google Scholar

e INDEX ({@‘ COPERNICUS

ros I NTERNATIONAL
INFORMATION SERVICES

@ vimsice soumaocs @

£z 8 Elektronische
@O0@ Zeitschriftenbibliothek

open

-

|

o » (..L()R( H()\\\L\I\H{SII\
— UniverseDigitalLibrary —



http://www.iiste.org/
http://www.iiste.org/journals/
http://www.iiste.org/book/

