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Abstract

Working capital management increases performance and reduces risk,
thereby lowering the cost of capital. Many studies have been
conducted in the field of working capital, including the adjustment of
working capital toward targets and the effects of various variables on
it. However, the influence of the prevailing economic environment,
including booms and recessions, on the speed of adjustment has
received less attention. The purpose of this research is to investigate
the effect of economic booms and recessions on the speed of working
capital adjustment in firms listed on the Tehran Stock Exchange. For
this purpose, data from 153 firms listed on the Tehran Stock Exchange
during the period of 2011 to 2022 were used. This research is practical
in terms of purpose. The research method is based on the use of panel
data and is quantitative and correlational. To analyze the data and test
the research hypotheses, the dynamic panel method with the System
Generalized Method of Moments (GMM) was used. The research
results showed that managers adjust the firm's working capital ratio
toward the target working capital. Other findings indicated that the
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rate of working capital adjustments during economic booms is greater
than during recessions in both the financial and real sectors of the
economy.

Keywords: Working Capital, Speed of Working Capital Adjustment,
Economic Boom, Economic Recession.

1. Introduction

Periods of prosperity increase a company's sales and growth, leading
to more financing through internal financial resources and working
capital. On the other hand, maintaining a larger amount of current
assets may negatively affect the company's liquidity management and
profitability, potentially reducing the return on assets. Additionaly,
during economic recessions, financing through internal financial
sources becomes limited, and financing through other sources
increases the cost of capital. Accordingly, investing more or less than
the optimal amount in working capital may negatively impact the
company's performance. Therefore, based on the balance theory, firms
may have a target working capital level that balances its benefits and
risks (Ahangar, 2020). Nevertheless, firms adjust their working capital
levels only when the benefits of the adjustment outweigh its costs
(Ahangar, 2020).

Greater attention to working capital management is valuable for
firms, as it increases performance and reduces risk, which in turn will
reduce the cost of capital (Aktas et al., 2015). Business units may
deviate from the optimal level of capital turnover due to advances in
technology, changes in production costs, or random shocks. However,
because optimal working capital offers advantages for business units,
they continually strive to bring the actual level of working capital
closer to the optimal level. The speed at which firms correct the
deviation between the actual level and the optimal level of working
capital is called the speed of working capital adjustment (Ahangar,
2020).

In domestic research, working capital has not been adequately
explored as a dynamic concept, and many questions in this area
remain unanswered for Iranian firms. For this reason, this research
intends to investigate the existence of optimal working capital in
Iranian firms using dynamic models and to measure their speed in
achieving optimal working capital. Additionally, given the impact of
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economic booms and recessions on the provision of financial
resources, especially working capital, and the need to adjust working
capital toward optimal levels to increase firm value, this research
examines the effect of economic booms and recessions on the speed of
working capital adjustment in Iranian firms.

2. Literature Review

Firms that do not face restrictions on financing through external
financial sources can more easily change the cash conversion cycle
and, in fact, their working capital ratio. They can adjust working
capital more quickly and reach the target working capital ratio faster.
This means that during periods of economic prosperity, financing
company expenses becomes easier, reducing adjustment costs such as
financing costs. According to the balance theory, the speed of working
capital adjustment increases or decreases depending on these factors
(Ahangar, 2020).

In the literature related to capital turnover, several theories of
capital structure, including balance theory (Miller, 1977) and
hierarchical theory (Myers, 1984; Myers & Majluf, 1984) have been
used to study the behavior of capital turnover. The equilibrium theory
states that there is a balance point between the benefits and risks of
investment, at which maximum value is obtained for firms. According
to this theory, any deviation from the target turnover level is quickly
adjusted (Ahangar, 2020). In the static balance theory, movement
toward the target ratio is assumed to be instantaneous, while in
dynamic balance theory, the path to the target ratio is a gradual
process (Orlova & Rao, 2018). According to the hierarchical theory,
firms, regardless of their target working capital, provide financial
support according to a predetermined hierarchy. This financing can
come from internal or external funds. Furthermore, in this theory,
firms prefer internal funds to external financial sources to reduce the
costs associated with information asymmetry when financing
investment projects (Myers, 1984). In research related to working
capital, the balance theory has attracted more attention (Aflatooni et
al., 1401). The research hypotheses are presented as follows:

H1: Managers adjust the company's turnover ratio toward the target
turnover.
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H 2: During periods of prosperity, the speed of working capital
adjustment in firms is higher than during recessions in the financial
sector of the economy.

H 3: During periods of prosperity, the speed of working capital
adjustment in firms is higher than during recessions in the real sector
of the economy.

3. Methodology

This research is practical, analytical, quasi-experimental, correlational
in terms of research purpose, and retrospective and post-event in terms
of the time dimension of the data. To collect financial and accounting
data, the Rahvard Novin database and reports published on the Codal
website were used, and Eviews software was employed to analyze the
data. To estimate the research models, the Blundell & Bond (1998)
system generalized method of moments estimator was used. The
statistical population of this research consists of firms listed on the
Tehran Stock Exchange.

4. Results

The results of the research show that managers adjust the company's
working capital ratio to align with the target working capital.
Additionally, the research findings indicate that the speed of working
capital adjustment during periods of prosperity is higher than during
periods of recession in both the financial sector and the real sector of
the economy.

5. Discussion

The results of the first hypothesis test showed that company managers
tend to adjust the company's capital turnover according to their goals,
whether they are in a period of prosperity or recession. This finding is
consistent with the results of Banos et al. (2020), Ahangar (2020), and
Aflatooni et al. (1400). This suggests that Iranian firms, by moving
toward the goal of capital turnover, attempt to manage the impact of
prevailing economic conditions to avoid the risk of bankruptcy during
recessions and the decrease in profitability caused by the uncontrolled
and unmanaged increase in current assets during boom periods. The
results of the second and third hypothesis tests indicate that the speed
of capital turnover adjustment during economic prosperity is higher
than during economic recession in both the financial sector and the
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real sector of the economy. These findings are consistent with the
results of Helfin et al. (2018) and Aflatooni et al. (1401). According to
the results of this research, it can be concluded that firms have a
greater ability to adjust their working capital during economic booms
in both the financial and the real sectors. This plays an important role
in the financial management of firms under different economic
conditions. These results can assist financial managers in determining
appropriate strategies for managing capital turnover in any economic
period. Additionally, these findings can help financial and economic
researchers gain a better understanding of how different economic
conditions affect the financial behavior of firms.

6. Conclusion

These results can help financial managers determine appropriate
strategies for managing capital turnover in any economic period.
Additionally, these findings can help financial and economic
researchers gain a better understanding of how different economic
conditions affect the financial behavior of firms. Based on the findings
of this research, the following practical suggestions are provided:
Investors and company managers should always keep in mind that
economic prosperity cannot be sustained without optimal capital
management. It is merely a factor that increases the value of firms, or,
in the case of economic recession, it may lead firms toward
bankruptcy. Therefore, they should consider the effects of deviations
in working capital when making decisions. Investors and managers
should pay particular attention to the speed of working capital
adjustment during economic booms (both in the financial and real
sectors) due to the growth in the company and the simultaneous
increase in current assets. The necessity of optimal liquidity and
working capital management is crucial, as creating a balance in these
areas will lead to improved performance and increased value for firms.
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