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Abstract: This study examines the effect of discretionary cash flow on the profitability ratios of the manufacturing corporations listed

on the Amman Stock Exchange. The study relied on primary data collected from Jordanian manufacturing corporation reports for the

period 2010-2021, based on a stratified sample of twenty manufacturing corporations listed on the Amman Stock Exchange (ASE).

Regression analysis and numerous relevant statistical tests were used to assess the hypotheses. Profitability ratios as the dependent

variable were assessed by return on investments (ROI), return on equity (ROE), and net profit margin (NPM), while discretionary cash

flow was the independent variable. Furthermore, the study found that discretionary cash flows have a significant impact on return on

investments (ROI), return on equity (ROE), and net profit margin (NPM). The researchers recommend that further research consider

other measurements of profitability ratios.
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1 Introduction

Discretionary cash flow is one of the issues addressed in much accounting and finance literature [1]. Kieso et al. (2018)
proposed the idea of ”discretionary cash flow,” which is the cash remaining after the business invests in all projects and
pays capital expenditures and dividends [2]. One of the concepts utilized in cash flow analysis is discretionary cash flow,
which quantifies the cash available for usage after cash costs are paid. A valuation model of cash flow in general focuses
on money entering (receipts) and going (payments); if receipts exceed payments, a cash surplus results, which is a good
sign of the entity’s potential to generate returns, as long as the surplus is not the consequence of borrowing [3,4,5].

Cash flow measures are an essential analytical tool done by using cash flow information to assess liquidity and
estimate profitability [6,7]. Discretionary cash flow is defined as net cash flows from operations less capital expenditures
(used to maintain the enterprise’s production capacity) and cash distributions (needed to make the required payments to
stakeholders for their contribution) [8,9], and that cash flows indicate excess to be used in the future to grow production,
develop new products, own and develop operating assets, pay dividends, reduce debt, exploit opportunities, and increase.
As a result, it is regarded as one of the most essential measures of company success for its stakeholders, as many
investors rely on discretionary cash flow estimates to make their own investment decisions [10,11,12].

Most businesses believe profitability ratios to be an important aim [13,14,15]. Therefore, economic entities strive
for returns to ensure long-term survival and continuity [16,17,18]. For that purpose, these institutions use all of their
available energies and resources in a way that allows them to accomplish the expected results based on the objectives
and foundations established. Jordanian manufacturing corporations, which are listed in the ASE, are regarded as part of
all sectors that support the Jordanian economy, with the balance of market value for the manufacturing sector reaching
(4586.3) millions from a total of (15495.7) millions by the end of 2021 (ASE reports, 2021), and some research has
recommended focusing on inside manufacturing financial statements [19,20].

∗ Corresponding author e-mail: Dr.moh.elessa@bau.edu.jo

c© 2023 NSP

Natural Sciences Publishing Cor.

http://dx.doi.org/10.18576/isl/120503


1540 M. Elessa et al.: The Effect of Discretionary Cash Flow on Profitability Ratios

Many academics believe that discretionary cash flow is an essential issue because of the value it gives in supporting
shareholders, investing, measuring the performance of the firm, its efficiency, and the amount to which future investments
may be increased [21,22]. Numerous studies, as mentioned by [23], have discovered an ambiguous relationship between
discretionary cash flow and enterprise financial ratios, and this report informs interested stakeholders to conduct additional
research on the influence of discretionary cash flow and profitability ratios, as well as to improve their ability to make
judgments based on the findings of this investigation and to understand the financial status of these situations [24]. This
research is intended to provide information to assist in identifying discretionary cash flow (DCF) and its influence on
profitability ratios measured by ROI, ROE, and NPM as published in the literature, as well as to assist manufacturing
corporations’ decision-makers in strengthening the strengths of the results and addressing deficiencies when developing
the economies of developing countries such as Jordan, as well as in an important sector such as manufacturing. The
primary purpose is to examine the effect of discretionary cash flows on Jordanian manufacturing corporations’ profitability
ratios.

2 Literature Review and Hypotheses Development

Discretionary cash flow is one of the themes discussed in much accounting literature. Historically related to the definitions,
it is found in Jensen (accounting literature. Historically related to the definitions, it is found in [25], which developed the
general concept of it as the cash left after investments are done and cash expenses are paid. It is also described as ”cash
available from operational cash flows” to repurchase shares, pay off prior obligations, or make additional investments
[26]. Bhandari and Adams (2017) defined it as the additional capital that a business employs for investment purposes to
produce future cash flows [1].

Otherwise, discretionary cash flow is the enterprise’s net cash earned after subtracting costs, taxes, changes in net
working capital, and investments, and it is one of several measures used to assess and analyze financial health [27]. It is
the cash flow available to the enterprise’s ordinary shareholders after paying all operational expenditures and loan charges
(capital and interest) and making the necessary capital and fixed asset investments; it is also a measure of dividends
or share repurchases after deducting reinvestment and debt payments [28]. Likewise, Sadaf (2016) illustrated the link
between discretionary cash flows and revenue growth in the enterprises’ performance; profitability was also affected by
sales growth, which in turn was affected by discretionary cash flows [29]. Furthermore, discretionary cash flow enables
a firm to take advantage of possibilities that increase stock prices, dividends, creating new goods, settling obligations,
purchasing shares, and generating cash flow overall [30,31].

However, Dogru et al. (2020) showed that diminishing free cash flow may cause problems for organizations that
are seeking to support their company operations as well as expansion. Moreover, for businesses to develop, they must
maintain enough funds to be able to reinvest, so it is an indicator of future growth [32]. Further, managers may not exhibit
profit-maximizing behavior but rather use increased free cash flow to achieve personal goals [33].

Profitability ratios are indicated by a variable that represents the firm’s capacity to create earnings from its properties.
Size, leverage, revenue growth, investments, and current assets are some of the characteristics used to assess the firm’s
performance [34]. On the other hand, profitability is a key aim pursued by manufacturing corporations in particular and
other economic sectors, and it is a vital sign of a company’s existence and continuance. It is regarded as the primary aim
that shareholders, management, and decision-makers strive for [35]. Moreover, profitability is an essential notion in the
business world, and this is because it is a primary aim for companies and profit societies since they utilize metrics and
indicators to gauge the entity’s achievement of its goals, continuity, and ability to recruit investors [36,37].

Nevertheless, profitability ratios alone cannot define a manager’s optimal efficiency. Profitability stability is another
issue to consider. Profitability ratios result from an organization’s resources being allocated and used wisely [38]. Firms
with surplus cash but inefficient use of the cash might cause agency difficulties owing to shareholder unhappiness;
therefore, profitability is calculated as a ratio against several essential variables to determine the real status of the
organization, such as the margin ratio, which can be used to measure profitability by comparing earnings to sales, assets,
investments, or equity. Profit margin necessitates profits that may be calculated from income given as a percentage of
these factors [39]. Both the ROI and ROE metrics are valuable for manufacturing organizations since they gauge
managers’ efficiency in employing investments and equity to produce profits [40], so they are employed as a surrogate
measure for profitability in this study to reflect the link between DCF and profitability ratios. Profitability can also be
calculated in terms of net profit margin (NPM), which measures profitability in relation to total sales [41,42].

Another study focused on the relationship between cash flows and related factors such as accounting aspects of
dividend policy, earnings management, and revenues, and found a negative relationship with dividend payout ratio [43].
Pour and Khaksari (2008) arrived at cash as a dividend policy determinant [44]. According to [45], discretionary
revenues are positively correlated with free cash flows but negatively correlated with operating results. Toumeh et al.
(2020) found a positive link between free cash flow and the business’s market capitalization, which is a surrogate for
profitability, and recommended that the free cash flow theory outperform the firm’s profitability; they also discovered a
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strong connection with both free cash flows and market capitalization [27]. The outcomes of this study likewise
demonstrate a favorable association between DCF and company profitability ratios within both the NPM and ROE
models.

Correspondingly, in a study examining the effects of free cash flow on the firm’s profitability and a method of stratified
sampling, thirty firms listed on the Karachi Exchange were utilized. They considered free cash flows, capital liquidity, and
firm size as independent variables with profitability as a dependent variable and reported that free cash flow is an essential
measurement that accurately forecasts whether a company is financially sound or not. The study employed a descriptive
survey, which resulted in a substantial positive association between profitability and overall free cash flows, which leads
us to believe that for any organization to attain profitability, it must rely on its free cash flows. Based on the previous
research, the current study framework, and our study objectives, we developed the following hypotheses:
H0: There is an impact of discretionary cash flows on the Jordanian Manufacturing Corporation’s profitability ratios
content.

According to above, the following sub hypotheses have been emerged:
H01: There is an impact of discretionary cash flows on Jordanian manufacturing corporation’s profitability ratios measured
by the return on investment.
H02: There is an impact of discretionary cash flows on Jordanian manufacturing corporation’s profitability ratios measured
by the return on equity.
H03: There is an impact of discretionary cash flows on Jordanian manufacturing corporation’s profitability ratios measured
by net profit margin.

3 Variables and Operational Definition Measurements

Table 1: Definition of study variables and their measurement method

Types and Variables Definition and method of measurement Source

Independent: Discretionary cash flow (DCF) Discretionary Cash Flow = Net Cash provided by Operating Activates - Capital Expenditures – Dividend [2]

Dependent: Profitability ratios ROI Return on investment (ROI) = Net income after tax / total investments [46]

ROE Return on Equity (ROE) = Net income after tax / Average Equity [47]

NPM Net Profit Margin (NPM) = Net income after tax / sales revenues [48]

4 Methods and Data Collection

The study was based on the heuristic (analytical) method through a representative random stratified sample which
represented all layers of manufacturing corporation’s population and considered the permanent existence of corporations
listed in Amman Stock Exchange throughout the study period extended from (2010-2021). Therefore, a sample size of
(20) corporation were subjected and used in generating data in quantitative form covered in order to provide all the
necessary data that measure the (4) variables of the current study during the mentioned period, the purpose of this
method is to form a database reached (960) observations through which characteristics or relationships belonging to the
population can be inferred.

The manufacturing sector was chosen because of its marked contribution to economic status and as a key supporting
pillar to encourage other sectors in ASE and Jordan to grow. As mentioned in the study introduction above, its market
value formed 30% of total ASE market values; in addition, this sector is one of the most prestigious and successful
activities in the Jordanian economy, and its effectiveness has been proven over the years despite the challenges faced by
the Jordanian economy [49,50].

The study tool is the means that were adopted to collect the necessary data related to the independent variables
(discretionary cash flow) and the dependent variable (profitability ratios), which are measured by ROI, ROE, and NPM,
and the financial statements listed on the official website of the Amman Stock Exchange have been relied upon during the
period from 2010 to 2021 as the main data collection tool described earlier. The study relied on secondary sources such as
published scientific books, research papers, and university theses and dissertations, printed and electronic, which related
to the current study.
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5 Results

In the first step and before statistical analysis and further testing, we have to test the normality of the data, as one of the
conditions is that these data are normally distributed, and to ensure that the collected data and the value (K-S)
(Kolmogorov-Smirnov Test) were extracted as follows:

Table 2: Data normality distribution based on the (K-S) test

Variable DCF ROI ROE NPM

N 240 240 240 240

Kolmogorov-Smirnov (K-S) 1.002 1.051 0.968 0.889

Sig. 0.0634 0.0883 0.0986 0.0705

Table 2 indicates that the data was normally distributed in terms of values of (sig.) related to study variables which
found greater than (0.05) and the number of views is greater than (50) [51,52,53,54,55].

5.1 Descriptive statistics

The mean, standard deviation, highest value and lowest value were extracted to describe the study variables during the
study period extended from (2010-2021) and the results were as follows:

Table 3: Descriptive statistics of study variables for the period (2010-2021)

Variable Minimum Maximum Mean Std. Deviation N

DCF -3.457 8.093 3.078 7.303 240

ROI -0.515 0.686 0.025 2.191 240

ROE -0.871 0.926 0.092 3.281 240

NPM -7.357 9.228 2.487 5.354 240

* For statistical analysis, the data has been statistically processed to reach the natural log value of (DCF and NPM) data.

5.2 Hypotheses testing

This first hypothesis was tested using a simple linear regression test, which represents the answer to the first sub-question
in the study problem, and the results were as appeared in table 4.

Table 4: Results of the regression model of the effect of (DCF) on (ROI)

Model Summary

R R2 Ad justed−R2

0.517 0.267 0.263

Coefficients

Dependent Model B E Beta t Sig.

ROI Constant -0.631 0.489 -1.290 0.126

DCF 1.210 0.038 0.435 2.684 0.004*

F= 86.698; F sig (0.000); * Significant at the level of (0.05)

The simple regression equation is:

ROIit = B0 +B1DCFit + e (1)

ROIit =−0.631+ 1.210DCFit+ e
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It is noted from Table 4 above that the correlation coefficient (R) = 51.7%, which indicates a positive medium
relationship between discretionary cash flow and ROI, and the coefficient of determination (R2) = 26.7%, which
indicates that discretionary cash flow can explain 26.7% of the variation in return on investment. By looking at the
analysis of variance matrix above, it is noted that the calculated F, which is 86.698, exceeds the table F value, which is
3.89; or by looking at the value of F sig, which is 0.000, and this value is less than 0.05, that means there is a statistically
significant impact at a significant level (5%) of discretionary cash flow on profitability ratios measured by the return on
investment in Jordanian manufacturing corporations.

The second hypothesis was tested using a simple linear regression test, which represents the answer to the second
sub-question in the study problem, and the results were as shown in table 5.

Table 5: Results of the regression model of the effect of (DCF) on (ROE)

Model Summary

R R2 Ad justed −R2

0.541 0.293 0.290

Coefficients

Dependent Model B E Beta t Sig.

ROE Constant -0.857 0.511 -1.677 0.097

DCF 0.349 0.164 0.408 2.128 0.017*

F= 82.368; F sig (0.000); * Significant at the level of (0.05)

The simple regression equation is:

ROEit = B0 +B1DCFit + e (2)

ROIit =−0.857+ 0.349DCFit+ e

It is noted from Table 5 above that the correlation coefficient (R) is equal to 54.1%, which indicates a positive medium
relationship between discretionary cash flow and return on equity. Also, the table shows a coefficient of determination
(R2) of 29.3%, which indicates that discretionary cash flow can explain 29.3% of the variation in return on equity. By
looking at the analysis of variance matrix above, it is noted that through the calculated F, which is (82.368), this value
exceeds the table F value, which is 3.89, or through the value of F sig, which is (0.000), this value is less than 0.05, which
means that there is a statistically significant impact at a significant level (5%) of discretionary cash flow on profitability
ratios measured by the return on equity in Jordanian manufacturing corporations.

The third hypothesis was tested using a simple linear regression test, and the results were as shown in table 6.

Table 6: Results of the regression model of the effect of (DCF) on (NPM)

Model Summary

R R2 Ad justed −R2

0.334 0.112 0.108

Coefficients

Dependent Model B E Beta t Sig.

NPM Constant -1.341 0.763 -1.758 0.126

DCF 0.214 0.082 0.335 2.610 0.005*

F= 29.912; F sig (0.007); * Significant at the level of (0.05)

The simple regression equation is:

NPMit = B0 +B1DCFit + e (3)

ROIit =−1.341+ 0.214DCFit+ e

The correlation coefficient (R) is 33.4 percent in Table 6, indicating a weak positive relationship between discretionary
cash flow and net profit margin, and the coefficient of determination (R2) is 11.2 percent, indicating that discretionary
cash flow can explain 11.2 percent of the variation in net profit margin. By looking at the analysis of variance matrix
above, it is noted that through the calculated F, which is (29.912), this value exceeds the table F value, which is (3.89), or
via the value of F sig, which is (0.007), this value is less than (0.05), which concludes that there is a statistically significant
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impact at a significant level (5%) of discretionary cash flow on profitability ratios measured by the net profit margin in
Jordanian manufacturing corporations.

The result of testing the hypotheses agreed with the study by [29,56,57], which found a positive correlation between
discretionary cash flows and profitability. It also agreed with [23,58,56,59], who found that discretionary cash flows were
in a positive relationship with profitability measured by ROE. On the other hand, our results did not agree with those of
[29,57,60], which found a positive correlation between discretionary cash flows and profitability. It also agreed with [23,
56,58,59], who found that discretionary cash flows were in a positive relationship with profitability measured by ROE. On
the other hand, our results did not agree with those of [60], which showed an inverse relationship between discretionary
cash flows and the profitability of corporations listed on the Nairobi Stock Exchange; they also did not agree with those
of [61], which showed no significant impact on a firm’s profitability.

6 Conclusion and Recommendations

This study examined the impact of DCF on the profitability ratios of Jordanian manufacturing corporations as measured by
ASE, and the results showed a statistically significant effect at the significance level of 0.05, which is positively indicated
by the analysis of DCF on profitability ratios according to the three measures used: ROI, ROE, and NPM. This indicates
that the investment of discretionary cash flow by management leads to an increase in profitability ratios and thus the ability
to achieve the interests of shareholders.

Moreover, the results showed a positive effect but a medium-sized DCF on profitability ratios measured by ROI and
ROE; this is due to the global crisis, the economic recession, and its side effects on Jordanian economics. Moreover, the
results showed a positive but weak effect of DCF on profitability ratios measured by NPM, and it is possible to explain
this because of the fluctuation of manufacturing businesses and the stagnation in the Jordanian markets during the study
period, as well as the instability of financial performance due to shutdowns and bans and, consequently, the lack of new
investments made by Jordanian manufacturing corporations.

Based on current study results, it is recommended to direct the departments of Jordanian manufacturing corporations
to maintain and raise cash flows from operating activities as long as they can increase their efficiency and effectiveness
to achieve the highest level of profitability ratios due to the positive results proven by studies that lead to an increase
in profitability ratios and, consequently, the satisfaction of shareholders and decision-makers. Organizing and continuing
seminars and training courses to educate manufacturing corporation departments about discretionary cash flow contents.
Also, as much as possible, conduct the same study to brief the topic broadly across different sectors.
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