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ABSTRACT

In order to run the company successfully, the fixed and the current assets play a 

commendable role. Managing the working capital is mandatory because, it has a major 

significance on profitability and liquidity of the business concern. Usually, it was observed 

that, if firm wants to take a bigger risk for bumper profits and losses, it minimises the 

dimension of its working capital in relation to the revenues it generates. If it is willing to 

improve its liquidity, that in turn raises the level of its working capital. Nevertheless, this 

technique might tend to reduce the sales volume and consequently, it would affect the 

profitability. Thus, a company needs to have a striking balance between the liquidity and the 

profitability. This research has analysed the impact of working capital on the profitability for 

a sample of 100 Indian companies listed in the Bombay Stock Exchange for a period of 2 

years from 2010-2011. The various components for measuring the working capital 

management include the Receivable days, Inventory turnover days, Payable days, Cash 

conversion cycle, Current ratio and Quick ratio on the Net operating profitability of the 

Indian companies. The controlled variables like; Fixed assets on total assets, the Debt ratio 

and the size of the firm (measured in terms of natural logarithm of sales) have also been used 

for measuring of the working capital management. Descriptive Statistics, Pearson’s 

Correlation, Regression Analysis are used for analyzing this research. All these tests are 

used so as to correlate the theories contributed by the literature by several authors with the 

statistical results. 

The results depict that, there is a strong negative association between the components of the 

working capital management and the profitability ratios of the Indian firms which indicates 

that, as the cash conversion cycle increases it would tend to reduce the profitability of the 

company, and the managers might increase the the shareholder’s value by shortening this 

cash conversion cycle to a minimum level. It is also observed that the negative association 

also persists between the liquidity and the profitability of the Indian firms. Nevertheless, 

there is a positive relationship between the size and the profitability of the firm. This 

indicates that, as the size of the firm increases the profitability of the firm also increases. 

Finally a negative relationship is observed between the debt and profitability of the Indian 

firms. The results derived from this research signify that, the managers might able to raise 

their profits by diminishing the time period for the debtors and inventories so that, time 

period for payables would increase. (I)
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1. INTRODUCTION

Profitability and liquidity are the most imperative issues which need to be balanced against each 

other. To some scholars liquidity is more important because companies with low or zero 

profitability can serve the economy better than the companies without liquidity (Eljelly 2004). 

Mainly the studies conducted in the field of corporate finance focuses on the key decisions like 

capital structure, dividend policies and capital budgeting and these issues involve the study of 

long term finance decision of a company so often, the short-term capital structure is ignored.

Hence, the emergence of the working capital management (WCM) is so crucial in these days

because it associates investment and financing in short term periods. As working capital (WC) 

comes after the long term financing many researchers have tried to illustrate that, the optimal 

WCM leads to the creation of value. So, proper care should be taken for an appropriate 

investment in the WC. WC is a combination of current assets (CA) and current liabilities (CL)

where, CA includes cash, marketable securities, receivables and inventories which can be

transformed into cash or cash equivalent meaning, assets that can be readily convertible into cash 

upon need (Raheman and Nasr 2007 and Osisioma 1997). CL on other hand includes short-term 

obligations like payment to creditors or other dues which need to be paid on a timely basis. 

According to Eljelly (2004) proficient WCM entails planning and controlling of CA and CL for 

preventing the risk of a company’s incapacity of short term payments as well as to avoid 

unnecessary investment in these assets. Many researches show that, managers devote a 

considerable amount of time with WC decisions because CA has less life and it is being 

continuously transformed into other types (RAO 1989). WCM has been defined in numerous 

ways according to some, it is the management of inventory management and to some it is the 

management of accounts receivables in an optimal so as to maximise the profit (Lazardis and 

Tryfonidis 2006). A good WCM needs the necessary components with desirable quantities. In 

this aspect Osisioma (1997) is of the opinion that, a suitable WCM needs to have a suitable

relationship between the various elements of a firm’s WC for making resourceful mix, which will 

assure capital adequacy in a company. 
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Desirable quantities of WC are important for the smooth running of the business now, what is 

regarded as desirable? Now this depends on the type of the organisation, its size and its nature of 

operation. The major elements of the WC include receivables, payables, outstanding payments, 

cash, inventories, marketable-securities and redeemable futures. Problems like insolvency and

other financial threats might occur because of inability of the management to classify what the 

needs of the company are, how big its size is and scope and how much would be the requirement 

of each component of the WC. Maximising shareholders wealth is the main objective of financial 

management and this is only possible if the company makes adequate profits to be distributed out 

as dividends. Now, the amount of profit is largely dependent on sales but sales do not get 

converted into cash instantly so, there is a time gap between the sales of goods and recovery of 

cash. Money also get blocked in the form of WC for purchasing raw materials, paying wages and 

other expenses so as to maintain the sales activity. The time period in between the sale of goods 

and the recovering of cash from that is known as the operating cycle. If a firm is a profitable one, 

it will generate cash from its operation however, a firm might need to borrow funds from outside 

if it fails to generate adequate cash needed for day to day operations. Thus, it can be said that, the 

two main objectives of profitability and liquidity needs to be synchronized. Investing in CA is 

unavoidable as it ensures delivery of goods/services to the target customers so a proper 

management structure should subsist for impacting either the profitability or the liquidity. 

However, if resources are jammed at the different phases of the production it might prolong the 

operating cycle. Van Horne (1977) and Osisioma (1997) believe that, though this situation might

lift the profitability up due to the increase in sales on one hand but on other hand, the profitability

might be affected if the costs tied up in the WC exceed the benefits of holding more inventories 

or granting more trade-credit to customers. The figure below represents the operating cycle and 

the cash cycle.

Figure 1 Cash Conversion Cycle Source: Uyar (2009)
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1.1 BACKGROUND

The real world is manifested with an extensive amount of uncertainty concerning the demand for 

goods/services, fluctuations in the market price and the easy accessibility of the suppliers.

Transaction cost is associated with buying and selling of goods and services. Due to the cost, 

there is a lack of even distribution of information leading to the differences in lending and 

borrowing rates for the investments and financing of equal risk. In the same way, every company 

has its own capacity and technology so as to manufacture goods and services. Manufacturing

involves two types of cost namely fixed costs and variable costs. Now, for day to day operations, 

the need for WC has become mandatory as it influences liquidity and hence the profitability also 

gets affected (Raheman and Nasr 2007). WC is an involvement between the CA and the CL and 

it is necessary for various reasons like: a manufacturing firm is expected to have a greater 

percentage of CA out of its total assets similar is the case with the distribution company. Horne 

and Wachowicz (2000) said that, higher levels of CA might reduce the standard of return on 

investment which is an indicator of profitability nevertheless, organisations with too little CA 

might likely to have shortages and stock out problems which would affect the smooth running of 

the concern. WCM aims to provide firms success and its creditworthiness in paying the external 

debts and future operating expenses. In the midst of rising cost of capital a company with scarce 

funds often struggles and as a result the WCM has become more prominent these days. 

Profitability is heavily dependent on the WCM because an inefficient WCM might lead to lack of 

profitability and which would tend to financial crisis. A firm would manage to survive for a 

foreseeable future with the help of proper WCM (Siddiquee and Khan 2009). If larger firms focus 

entirely on cash management, they might have fewer cash sales and the seasonality of funds 

could be affected leading to cash-flow problems. According to Raheman and Nasr (2007), 

medium sized firms are mainly into inventory management while, less profitable firms engage in 

credit management and on contrary, bigger firms follow a lenient credit-policy towards its 

customers so that, more capital is blocked into the inventory. In the meantime the payables would 

also increase because of superior relationship with the suppliers and the financial institutions 

which deflect this benefit of financial cost to their customers (Lazardis and Tryfonidis 2006). 
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1.2 RESEARCH PROBLEM

Maintaining a proper liquidity indicates that funds are confined to liquid assets thereby making 

them unavailable for operational use or for investment purposes for higher returns. Thus, there is 

an opportunity cost associated with the maintenance of those liquid assets and this might affect 

the overall profitability of the firm. In other words, increasing profitability would tend to reduce 

firms liquidity and too much attention on liquidity would tend to affect the profitability (Smith 

1980). So, Raheman and Nasr (2007) think that, the final goal for any firm is to maximize the 

profitability of the firm by preserving the liquidity. However, increasing profits at the cost of 

liquidity might cause serious trouble to the firm and this problem might lead to financial 

insolvency as well. Thus an effective WCM would be needed to strike a balance between the two 

core objectives of the firm. The firm’s liquidity should not be too high or too low. Excessive 

liquidity on one hand indicates the accumulation of idle funds that don’t fetch any profits for the 

firm (Smith 1980). On the other hand, insufficient liquidity might damage the firm’s goodwill, 

deteriorate firm’s credit standings and that might lead to forced liquidation of firm’s assets.

Afterwards problems like bankruptcy and insolvency might happen. To sum up, a company 

unable to make profits might be termed as a sick company but, a company having no liquidity 

might cease to exist. 

1.3 SIGNIFICANCE OF STUDY

This research is mainly based on impact of the WC on the profitability of the listed companies of 

BSE. Particularly in this paper a sample of 100 listed companies are chosen for the period of 2 

years (2010-2011). The year 2011 is chosen because all the companies’ accounts are restated 

during 2011 with the prior consent of the Institute of Chartered Accountants of India (ICAI) due

to the implementation of International Financial Reporting Standards (IFRS) in India.

Implementation of IFRS in India will lead to smooth transition to the globally-followed 

accounting standard (Dutta 2008). The aim of setting standards is to bring about uniformity in 

financial reporting and to ensure consistency and comparability in the data published by 

enterprises (Bharatan 2005). Indian GAAP was descriptive in nature and its underlying 

accounting was not appropriate so, IFRS was implemented. 
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1.4 RESEARCH AIM AND OBJECTIVE

In order to maintain high profitability levels companies might need to forfeit its solvency for 

maintaining relatively low levels of CA. As soon as the companies start doing so, its profitability 

would improve as less amount of money would be fastened up to the idle CA and their solvency 

would be in danger. Thus this piece of work is performed so as to find out the relationship 

between the profitability and the WC ratios. Thereafter, the WC position and its performance for 

the chosen sample (listed companies of BSE) will also be discussed. The results from this 

analysis will not only reveal the reasons why companies to fail but, it will also help the 

companies to frame a corporate strategy so as to sustain in the business for a long run. This piece 

of work will also enable the future prospective researchers to frame new ideologies and 

techniques in the field of WCM. In order to justify the research aim which is, ‘the effect of WCM 

on the profitability’ four set of statistically testable hypothesis are undertaken. Now, there are two 

types of hypothesis the first one is the Null hypothesis and the second one is the Alternative one 

for that Null hypothesis. The four hypothesis listed below would aim to find out is there any 

relationship between the liquidity and profitability.  

1. The Null hypothesis H10 means that, there is no significant association between the

efficient WCM and profitability of the Indian firms. However, H11 the alternative 

hypothesis to H10 states that, there is likely to be a negative relationship with the WCM 

and the profitability of the Indian firms. 

2. The second hypothesis of the study wants to prove that, there is no significant relationship 

between liquidity and profitability for the Indian firms, H20. However, there might be a 

negative relationship between liquidity of Indian companies and their profitability. Firms 

having higher levels of liquidity are supposed to post low-levels of profitability and vice 

versa represented by H21.

3. The third hypothesis would try to prove that, there is no relationship between size of the 

Indian firms and their profitability represented by H30.
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Conversely, a positive relationship might be present between the two represented by H31 

and this could be due to the larger firms trying to cover the cash and liquidity gaps.

4. The fourth or the final hypothesis is intended to find out that, there is no significant 

relationship between the debt used by the Indian firms and their profitability denoted by 

H40. However, H41 would try to find out that, there is some kind of negative relationship 

between debt utilized by the Indian firms and their profitability and this is because, firms 

with higher level of debts are expected to have lower levels of profitability.

1.5 OUTLINE OF THE RESEARCH

The outline of the research is the overall research design on the basis of which this research is 

conducted. This gives a clear view to the readers, how this research is carried out and what are 

the ways in which the research questions are answered sequentially. This research is comprised of 

6 chapters where the chapter 1 which has already been discussed above deals with the 

introduction, research problem, aims and objectives of the research. The following chapters to be 

discussed are; literature review, methodology, findings, analysis and finally conclusion and 

recommendation. The brief overview for each these chapters are given below.

CHAPTER-2

LITERATURE REVIEW

The chapter 2 will start with brief introduction of the WC followed by the contributions made by 

the different researchers in this field of WCM. This chapter will also talk about the empirical 

studies that have been used by those researchers relating to the WC and profitability. These are 

afterwards analysed and evaluations are made for which the research objectives are meant to be 

carried out.
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CHAPTER-3

METHODOLOGY

This section gives the details about the research-philosophy, methods and approach to be used in 

this research. The data sources are analyzed along with that, the merits and demerits of using the 

primary and the secondary data are also discussed. The matters regarding the reliability and 

validity are also critically discussed.

CHAPTER-4

FINDINGS

This chapter will just depict the results obtained after the statistical analyses are conducted. The 

list of graphs and charts will diagrammatically show the statistical results. This is the chapter 

which comes before the analysis section, on the basis of which the analysis will be made.

CHAPTER-5

ANALYSIS

This chapter will talk about the observations derived after conducting the statistical analysis that 

will coincide with the theory or the literature as per the deductive approach. It has been found 

that, there is a negative relationship between the WC ratios or the liquidity ratios and the 

profitability ratios. Secondly, debt also negatively influences the profitability of the Indian 

companies. Finally, the size of the firms’ also influences the profitability of the Indian firms. The 

results obtained from this research coincide with the viewpoints of other researchers who have 

conducted their research in the same field.

CHAPTER-6

CONCLUSION AND RECOMMENDATIONS

In this final chapter, the results from the findings will be presented followed by some 

recommendations which would help the companies to avoid liquidity problems for the companies 

by sustaining its profitability.
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2. LITERATURE REVIEW

Nature and Importance of working capital 

The WC is needed in a company for meeting the short-term financial obligation which the 

company is expected to have while in operations. It can be termed as a capital solely used for the 

trading purposes and it can’t be retained (any form) in the business for more than 1 year. In the 

normal course of business operations, the form on which the money is invested keeps changing. 

The need for WC is just like the circulation of blood in the human body so as to maintain life. 

Lack of WC might make a firm weak and it might not survive longer. Majority of the businesses 

fail due to the WC starvation and the success of the firms depend on the timeliness of the cash 

generation procedure (Rafuse 1996). Due to the lack of planning and improper financial decision 

making procedure the cash recovery in firms get slower causing a threat to the solvency position 

of the firms (Jarvis et al. 1996). The formula used to calculate is very simple it is (CA-CL)

(Padachi 2006).  

The Management of Working Capital 

While the performance levels are judged in the small businesses through traditional indicators 

such as general managerial factors, manufacturing factors, marketing factors and operational 

factors the growth of the business is measured by the WCM (Kargar and Blumenthal 1994).

WCM is helpful for the management to strengthen the financial position of the businesses

irrespective of the size and the nature of operation a firm is engaged in. Sometimes it is found 

that, the proportion of WC is more than that of the total assets in that case, care must be taken so 

that the amount is utilized efficiently and effectively. So, both the objectives of profitability and 

liquidity must be tied together and one should not intrude on the other for a long time.

Investments made on the CA are not escapable because it ensures delivery of goods/services in a 

timely manner to the ultimate customers. A sound management technique of the same would 

ensure the desired levels of profitability and liquidity.
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If resources are blocked at every stage of production it might elongate the CCC which on one 

hand might increase the profitability due to the increase in sales but on the other hand, it might 

negatively disturb the profitability as the cost of the funds blocked exceeds the advantages of 

holding the inventory/allowing more trade-credit to the customers (Padachi 2006). The final 

component of the WCM is the accounts payables which do not consume the resources directly 

but is being used as a short-term finance by the companies. Payables help to reduce the CCC 

however it has an implicit cost whereby, discounts are being offered for prompt payments.

(Padachi 2006)

Review of Previous Studies

Many researchers have already contributed the different aspects of WC from different angles and 

in different environments. The following ones are discussed below. Management of WCM was 

found to have a significant effect on both profitability and liquidity in studies in different 

countries.

The research conducted by Lairodi and et.al (1999) with the listed companies of London Stock 

Exchange for 4 years period revealed that, the cash conversion cycle (CCC), current ratio (CR) 

and the quick ratio (QR) (which are the indicators of liquidity) have a negative association with 

the profitability ratios like the net profit ratio, assets-return ratio and the return on equity ratio. 

They also found a positive correlation between the liquidity ratios itself. A rise in CR and QR 

must not be a state where a company should rejoice because simultaneously its CCC would

increase which is a stage where a company gets worse.

Lairodi and Lazardis (2000) conducted the research to find out if there is any relationship 

between the liquidity, profitability and leverage ratios for the sample of 82 food industries listed 

in the Greece Stock Exchange and they found a positive relationship between CCC and return on 

assets.
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By collecting a panel of 8,872 SMEs from Spain for the period of 6 years Garcia-Teruel and 

Martinez-Solano (2007) tested the effects of WCM on the SME profitability using the panel data 

methodology. The results suggested that, managers could create value by reducing their 

inventories and the number of days for which their accounts are outstanding. Moreover, 

shortening the CCC also improves the firm's profitability.

Falope and Ajilore (2009) on other hand conducted their research using a sample of 50 Nigerian 

quoted non-financial firms for the period 1996 -2005. Their study utilized the panel data 

econometrics in a pooled regression, where the time-series and cross-sectional observations were

both merged and estimated. They found a significant negative relationship between net operating 

profit and the receivable days (RD), inventory turnover days (ITR), payable days (PD) and the

CCC. Furthermore, they found no significant variations in the effects of WCM between large and 

small firms. This observation contradicts the ideologies of Garcia-Teruel and Martinez-Solano 

(2007).

Afza and Nazir (2007) on other hand attempted to investigate the conventional association 

between the WCM policies and a firm’s profitability for a sample of 204 non-financial firms 

listed on the Karachi Stock Exchange (KSE) for the period 1998-2005.Their study found that, the 

WC requirements and financing policies are different across the different industries. Furthermore, 

the regression analysis conducted by them found a negative relationship between the profitability 

of firms and degree of aggressiveness of WC investment and the financing policies. It stressed on 

the point that, managers could gather the value if they take up a conservative approach towards 

the WC investment and WC financing policies.

Mathuva (2009) inspected the impact of WCM components on corporate profitability by using a 

sample of 30 companies listed on the Nairobi Stock Exchange (NSE) for the periods 1993-2008. 

Pearson and Spearman’s correlations, the pooled ordinary least square (OLS), and the fixed 

effects regression models were used in order to conduct the data analysis. The key findings of his 

study were many folded. Firstly, there exists a highly significant negative association between the 

time taken by the firms to collect cash from its receivables and the profitability.
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Secondly, it was found that, there exists a positive relationship between the time taken to convert

the inventories into turnover and profitability contradicting the observation of Falope and 

Ajilore (2009). He also found that, there exists a highly significant positive correlation between 

the time it takes the firm to pay its payables and the profitability.

According to Eljelly (2004), efficient liquidity management associates planning and controlling 

CA and CL in an efficient manner so as to eliminate the risk of non payment of dues for short-

term requirements and it also avoids excessive investment in these assets. The connection

between the profitability and the liquidity was examined, as determined by CR and CCC on a 

sample of joint stock companies in Saudi Arabia using correlation and regression analysis. 

Similar to the other researchers, Eljelly (2004) stressed on the fact that, the CCC is the most 

effective tool to measure the liquidity compared to the CR which affects profitability. Besides 

that, the researcher also thinks that, the size of the firm has also a significant effect on the 

profitability at the industrial level. The results found were stable and it had a serious effect on the

liquidity management in various Saudi Arabic companies. Thus it was clear that, there was a 

negative relationship between profitability and liquidity for the Saudi companies. Furthermore,

the study also disclosed the fact that, there was great variation amongst the industries with respect 

to the measure for liquidity.

Similar to the research of Eljelly (2004), Deloof (2003) earlier found out that, most firms invest a 

large amount of cash in the WC. It can therefore be assumed that, the way in which WC is 

managed will have a significant effect on the profitability of those firms. Using correlation and 

regression tests he was of the opinion that, there exists a significant negative relationship between 

the profitability and the RD, ITR and the PD of the Belgian firms. On the basis of those results,

Deloof suggested that, managers must create the value for their shareholders by minimising the 

number of RD and ITR to a reasonable minimum. The negative relationship between PD and 

profitability is also consistent with the view that, less profitable firms wait longer to pay their 

bills. Firms prefer to have an optimal level of WC that maximizes their value. For example, huge 

stock level and a generous trade credit policy might lead to higher sales as larger inventory 

reduces the risk of a stock-out.
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Trade credit stimulates sales because it enables customers to assess product quality before buying 

(Long, Malitz and Ravid 1993; Deloof and Jegers 1996) cited by (Deloof, 2003).

Brennan et al. (1988) and Petersen and Rajan (1997) elucidated that, trade credits can also 

play an important role by effective price cutting and act as motivation to customers to acquire 

merchandise at times of low demand. As the suppliers may have significant advantages on cost 

on the financial institutions for providing credit to their customers, it can also be a cheaper source 

of credit for customers (Petersen and Rajan, 1997) cited by (Deloof, 2003, p.2). The other side 

of granting trade credit and storing inventories is that, the money is tied up in the form of WC.

However, firms that usually devote heavily in the inventory and account receivable can suffer

from lower profits. Thus, the greater the investment in CA, the lower the risk, and hence,

profitability would be obtained. Another component of WC is accounts payable. On one hand, 

delaying in payments for suppliers allows a firm to assess the quality of the purchased products 

and it can be an inexpensive and flexible source of financing for the company. On the other hand, 

late payment of invoices might be very costly if the firm is offered an early payment discount. In 

fact, the opportunity cost might surpass 20% depending on the percentage of discount percentage 

for the period granted (Ng et al., 1999 and Wilner, 2000).

Another researcher Svensson (1997) agreed Wilner’s statement by saying that, 75% of the firms 

at Belgian offered an average early payment discount of 3%. For all European firms in his 

survey, the average PD was 61 days and 54% of the firms offered a discount of 4%. An important 

measure of WCM is the CCC, which can be outlined as, the time difference between the 

expenditure incurred on the purchase of inventory, the collection from the receivables and the 

payment of the payables. The longer this time difference is; the larger is the investment in the 

WC. A longer CCC might increase profitability because it leads to higher revenues and thereby 

increasing the profitability and this statement contradicts the observation made by Falope and 

Ajilore (2009). The three different components of CCC are accounts are; ITR, PD and RD,

which can be managed in different ways so as to maximise the profitability or to enhance the 

growth of the company (Shin and Soenen, 1998). 
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The critique like Deloof (2003) pointed out that the corporate profitability might also decrease 

with the CCC, if the costs of the investment in the WC rise faster than the benefits of holding 

more inventories and granting more trade credit to the customers. Deloof (2003) was inspired by 

Shin and Soenen (1998) who also investigated the relationship between the measures of the 

CCC and corporate profitability.

Shin and Soenen (1998) found from his large sample of listed American firms for the period of 

1975-1994 that, there exists a strong negative correlation between the profitability and CCC. In 

his opinion managers can create value for their shareholders by reducing the CCC to a minimal

level. Shin and Soenen (1998) also added that, an efficient WCM is a key component of the 

overall corporate strategy for creating shareholders’ value. WC is the outcome of the time lag 

between the expenditure for the purchase of raw materials and the collection for the sale of the 

finished product. The continuous process of flow of cash from the suppliers to inventory to 

accounts receivable and back to cash is usually known to as the CCC. The way in which WC is 

managed can have a substantial impact on both the liquidity and profitability of the company. 

Over the years, experts have used traditional ratio analysis as a key instrument for the 

measurement of the corporate liquidity in the firm, of which the well-established ratios are CR 

and QR (Smith, 1997). With the passage of time, the need for WC increases. 

Smith (1980) first hinted the benefits of the trade-offs between the double goals of WCM, that is, 

liquidity and profitability. In other words Smith (1980) wanted to mean that, decisions which 

tend to maximize profitability do not maximize the chances of adequate liquidity. Furthermore, 

Dash and Hanuman (no date) have chosen Smith’s contribution by saying that, the trade-off 

between profitability and risk play a vital role in the WCM. Very little WC increases profit but 

decreases liquidity, as CA is more costly than the fixed assets. For instance, if the management 

feels that, management trainee as a cost, they will allocate fewer funds for it and on the other 

hand if it observes it as an investment in the manpower, the funds allocation would increase 

considerably. It is needed in any case either for; procuring, inventory, storing, developing, 

distributing and human capital/other investment decisions. Alternatively, focusing completely on

the liquidity might tend to decrease the expected profitability for the company.
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A firm can curtail their investments in fixed assets by renting or leasing it but neither can they 

escape the investment in CA. Likewise, a firm can survive without making profits but cannot 

subsist without having a WC. Thus, Smith (1980) believes that, WCM is important because of its 

effect on the firm’s profitability, risk and its value.

The literature of finance on other hand focuses on the long term financial decisions whereby, an

intensive effort was made by the theoretical economists for analyzing the financial decisions of

the business firms within the perspective of the equilibrium models of financial markets. While,

these models have been used to judge the “long term corporate investment and financial 

decisions” nearly, no research has been carried out so as to apply them for taking WC decisions

(Sing and Pandey, 2008). The literature of finance has not taken care about the short term 

financial decisions, which is WCM. Shortage of funds in WC as well as the uncontrollable over-

expansion of WC has caused many businesses to collapse and obstructed their growth (Sing and 

Pandey, 2008). Mainly, in small firms, WCM might be a decisive factor for the success or failure 

of the larger firms, an efficient WCM can considerably affect the firm risk, return and share (Sing 

and Pandey 2008). 

According to Smith et al. (1997) profitability and liquidity included the salient goals of WCM. 

The problem arises due to the maximization of the firm's returns could seriously threaten its 

liquidity, and the pursuit of liquidity had a propensity to dilute returns. This piece of work

appraised the association between standard and alternative WC measures and the return on 

investment (ROI), mainly in the industrial firms listed on the Johannesburg Stock Exchange 

(JSE). The problem under investigation was to create whether the more recently developed 

alternative WC concepts showed improved association with ROI to that of the conventional WC

ratios or not. The results verified that, there were no significant disparity between the years and 

the chosen the independent variables. The results of their stepwise regression confirmed that, the

total CL is divided by funds flow accounted for most of the variability in ROI. The statistical 

results proved that, a traditional WC leverage ratio, CL divided by funds flow, exhibited the 

greatest associations with the ROI. Renowned liquidity concepts such as the current ratio (CR)

and the quick ratio (QR) showed insignificant associations whilst only one of the newer WC

concepts, the “comprehensive liquidity index”, indicated significant associations with the ROI. 
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Vishnani and Shah (2007) mentioned that, the most common measure of liquidity is CR and

ROI for the profitability. A higher CR indicates a larger investment in the CA which means, a 

low rate of ROI for the firm, as excess investment in CA will not yield enough return.

As, a low CR means a smaller investment in CA which means a high rate of ROI for the firm, as 

no unused investment is tied up into the CA. However, a low CR might also mean disruption in 

production and sales due to the frequent stock-outs and the inability to pay the creditors in time 

due to the restrictive policy. 

Chakraborty (2008) tried to find out if there is any relationship between the WCM and the 

corporate profitability of Indian pharmaceutical companies. He found out that, there were two 

distinct schools of thought on this particular issue, one says that, the WC improves profitability 

but there might be a negative relationship while; the other says that investment in WC plays an 

important role so as to improve the corporate profitability, and if not there is a minimum level of 

investment of WC, the output and sales cannot be maintained. In fact he also said the same thing

that “the inadequacy of working capital would keep fixed asset inoperative”. From the context of 

Pakistan, Raheman and Nasr (2007) had chosen a sample of 94 companies listed on the Karachi 

Stock Exchange for a period of 6 years for studying the effects of different variables of WCM 

including the RD, ITR, PD and CCC on the net operating profit. The results derived from it were 

a strong negative correlation between the above mentioned variables of WCM and companies’ 

profitability. In addition to that, they also showed a positive relationship between the volume of 

the company measured by natural logarithm of sales, and profitability. Therefore, it is true in 

saying that there exists an inverse relationship between profitability and liquidity which is not 

permanent, but up to a certain level of liquidity so but further than that level, the decline in 

liquidity would lead to a decline in profitability. Poor liquidity position might pose a serious 

problem for smooth running of business, thereby hampering the growth of business and creating 

a decline in profitability.
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Vishnani and Shah (2007) believe that, an important WC policy decision is related with the 

level of investment in CA. The optimal level of investment in CA is involves a trade-off between 

costs that increases with the CA for instance, carrying costs and the costs that fall with CA for 

example, shortage costs. Researcher like Mallik et al. (2005) established a relationship between 

WC and profitability in the context of Indian pharmaceutical industry and they believed that, 

there is no definite relationship between liquidity and profitability. 

However, Narware (2004) in his study of WCM and profitability of NFL, a fertilizer company 

showed both negative and positive association. Mukhopadhyay (2004) gave another perspective 

in his research. He said that, loans and advances, and other CA hardly had any role to contribute 

in revenue or business generation of the firm. Bardia (2004) and Sur and Ganguly (2001) in 

their study on steel giant SAIL and Indian aluminium producing industry believed that, there is a 

positive association between the liquidity and profitability and this observation tallies with the 

observation derived by Narware (2004). 

Ghosh and Maji (2003) did a similar kind of research and they conducted a study on WCM from 

the point of view of the of Indian cement industry and they inferred that, there is some kind of

relationship between effective utilization of CA and profitability of the companies under study, 

although there seemed to be a wide range in the degrees of such relationship between company to 

company. 

Zariyawati et al. (2009) is no exception to the contribution made by researchers like Deloof 

(2003) and Raheman and Nasr (2007). He established a similar relationship between the WCM 

and corporate profitability. CCC was the main ratio used as a WC ratio for the panel data for 

1,628 companies from the period of 1996-2006 (from six different economic sectors listed in 

Bursa Malaysia). His coefficient results of Pooled OLS regression analysis suggested that, there 

is a strong negative significant relationship between the CCC and the corporate profitability 

which means that, more quickly cash comes in the hands of the business the better becomes the 

profitability of that business. So, it should be the aim for every manager to reduce the CCC 

unless the level is achieved.
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Similar kind of observation was made by Nobanee and AlHajjar (2009b) who analyzed a 

sample of 2,123 companies listed in the Tokyo Stock Exchange for the period 1990-2004 and he 

approved the statement of Zariyawati et al. (2009) by saying that, profitability could be 

increased by shortening the CCC, RD and the ITR. His results also explained that, by extending 

the PD profitability could be increased but while doing so managers need to be careful because 

extending the PD might affect the credit reputation of the company and cause endanger to its 

profitability in the long run.

Khoshtinat and Namazi (2004) wanted to find out that, the degree of relationship between 

traditional and modern liquidity variables for the food industries listed in the Tehran Stock 

Exchange for the period of 3 years. They came up with the results that, there exists the degree of 

relationship between the modern and traditional liquidity variables but some wide range of 

differences might play an important role in decision making process. They have stressed on the 

fact that, modern liquidity variables have more different information content which might help 

the users of these variables for making optimal decisions.  

In the same environment like the Khoshtinat and Namazi (2004), Namazi and Mansouri 

(2006) conducted an empirical Study between the CCC and the Liquidity analysis of the Tehran 

Stock Exchange by using CCC as liquidity index for the 216 companies for the period of 4 years. 

The results were, there exists a positive relationship between the CCC and the CR, QR but 

however, a negative relationship subsists with the Net profit to Sales ratio as well as Return on 

Equities ratio. They were surprised to find out that, no relationship was observed between the 

CCC and the Return on Assets.

It was an effort by Wang (2002) to find out if there is any sort of relationship between liquidity 

management and company profitability and value for Japanese and Taiwanese firms for the 

period of 11 years. His results showed that, negative significant relationship was observed 

between the CCC and profitability (Return on Equities and Returns on Assets ratio). 

Furthermore he believes that, a strong liquidity management caused by decreasing the CCC 

would create improved company performance and as a result the value of the company would 

increase accordingly.
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Uyar (2009) examined the fact that, CCC has a negative relationship with the Return on Assets 

and no association between the Return on Equity ratio and he also emphasized on the fact that 

companies with shorter CCC have more profitability than companies with longer CCC.

Rezazadeh and Heidarian (2010) in their study of the impact of the WCM on the profitability of 

the Iranian companies’ profitability showed that, firms can increase the valuation by decreasing

the inventories and the receivables collection period and the profitability can be improved by 

shortening the CCC.

Sharma and Kumar (2011) argued the fact that all the above researches failed to show the 

actual picture and he concluded that there is no significant relationship between CCC and 

profitability (Return on Assets) through studying the relationship between WCM and 

profitability.   

All these above mentioned studies provide a solid foundation on the basis of which the current 

research is based on. An idea regarding the WCM, its components and its impact on the 

profitability can easily be understood from the viewpoint of these researchers. Their 

understanding also helps the current researcher to suitably frame his research questions on the 

basis of the literature and conduct his research within the stipulated time frame.
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3. METHODOLOGY USED

This chapter will enlist the details about the philosophy and approach employed by this study. 

The sources of data which are utilized for the analysis are identified and the merits and demerits 

of the data collection method are discussed. Furthermore, the matters relating to the reliability 

and validity are also explained.

3.1 STRATEGY AND APPROACH   

This investigation is on the basis of the positivist philosophy. This philosophy discards the

metaphysics and exercises that new knowledge that can only be derived from the experiences by 

producing meanings and gaining insights into phenomena as said by Saunders et al. (2007). The 

belief of this philosophy is empiricism. Saunders et al. (2007) believes that, there are five 

sequential stages in this philosophy. Primarily, inferring hypothesis from the theory as 

contributed in different literature. The next step involves, framing the research question in the 

form of a hypothesis in operational terms and investing that hypothesis. At the end, critically 

examining the specific outcome of the inquiry and confirming or modifying the theory. Using 

this kind of philosophy, a researcher is expected to be impartial, unbiased in his research work.

Likewise, in this research, there are four types of hypothesis which are performed to confirm the

above mentioned literature review. The first hypothesis is meant to find out whether, there is any 

relationship between the WC and the profitability of the listed companies of BSE and for this, the 

variables such as RD, ITR, PD and CCC are used as the WC components and it is compared 

against the NOP which is (net operating profit on the total assets) an indicator of profitability. 

The second hypothesis is prepared to search, if there is any relationship between the profitability 

and liquidity; variables such as CR and QR are evaluated with the NOP. Third hypothesis tries to 

find out if there is any significant relationship between debt ratio (DR) and NOP and the final 

hypothesis is designed to find out if the size of the company measured by (LOS) has any effect 

on the NOP or not. The relationships are tested through correlation and regression analysis so as 

to find out, if it merges with the theory or the literature or not.
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Subsequently, a deductive approach is followed which is based on the rational idea that 

underlines the style of research in which the examiner begins by accumulating and analysing 

data, from which a theoretical situation could then be set up (Davies, 2007). Afterwards, the data 

used are analysed by means of the quantitative strategy which deals with quantity and number 

crunching techniques. This researcher has used Descriptive statistics, Correlation, Regression 

analysis as his quantitative strategy.

3.1.1 APPROPRIATENESS OF STRATEGY AND APPROACH

The above mentioned strategy and approach are seemed to be most suitable as there has been

plenty discussion on the WCM and its impact on the profitability. Trochim (2006) is of the 

opinion that, deductive reasoning works from the more general to specific and it may be termed 

as a "top-down" approach. The approach starts with a theory derived from the literature followed 

by specific hypotheses that are testable. The Observations are made for addressing the hypotheses 

and this ultimately leads to test those hypotheses with specific data which is known as 

confirmation with the original theories or not. Keeping this idea in mind, this particular research 

commences with the theory of risk and return in which, investment with greater risk will lead to

more return. Hence it can be said that, Indian firms which have a high liquidity in WC might

have a lower risk leading to low profitability as mentioned by (Zariyawati et al. 2009). The 

research then frames that general theory into specific hypothesis by mentioning that, the size of 

the firm, the financial debts in the firm, the liquidity and the WC have some kind of association

with the profitability of the Indian firms. Thereafter, statistical analyses are used for testing those 

hypotheses so as to confirm that, the results obtained tallies with the theories contributed by 

different researchers. 

3.2 RESEARCH METHOD

This research is conducted on the basis of the secondary data. Lazardis and Tryfonidis (2006), 

Raheman and Nasr (2007), Deloof (2003), Narware (2004), Zariyawati et al. (2007), Uyar (2009), 

Sing and Pandey (2008) and others have also used the secondary data to undertake their research. 
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Furthermore it is incomprehensible for an individual to collect the data from the different 

companies due to the nature, size and complexity of the company’s financial information.

3.3 MERITS AND DEMERITS OF USING SECONDARY DATA 

While primary data focus more on the research question/objective which a researcher desires to 

accomplish while, the secondary data is available for a wider range of purposes and it is readily 

available to the common public, thus, the data utilised and the results of the study is readily 

available for the public scrutiny. According to Saunders et al. (2007) the usage of the secondary 

data might lead to ascertaining the unanticipated relationships mainly where the secondary data is 

not sourced at the beginning so as to find out such relationships. Saunders et al. (2007) also 

mentioned that, it is time saving as well as cost saving to adapt this data collection method.

However, getting access to the required data might be a discouraging exercise mainly where the 

data are collected for business needs. Furthermore, the secondary data might be collected for a 

specific reason which may not be similar from a researcher's point of view in terms of the

research question and objectivity.

3.4 VALIDITY AND RELIABILITY

Validity and reliability are present in every research design for reducing the risk of getting

wrong answers which are not cannot be generalizable in nature (Saunders et. al. 2007). While,

validity aims to investigate the level of complication of the research design and the extent of 

control, achieved to set research question reliability guarantees the consistency and legitimate 

generalizability of results which are obtained as said by Walliman (2006). The financial data are 

taken from the annual reports of the listed companies quoted at the BSE. As the audited financial 

statements are reliable in nature that is the reason why they have been chosen in this research.

Now, why publicly traded companies are chosen instead of the non listed companies?  Publicly 

traded companies have a statutory requirement to have their financial statements audited by an 

independent auditor in an accounting year. Therefore, after preparing the financial statements, the 

management of that company passes it to an accounting firm for the verification purposes. 
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It is their job to certify that, a company's financial statement abides by the GAAP (Generally 

Accepted Accounting Principles) standards. The auditor also gives a true and fair view on the 

audited statements so as to confirm the validity and reliability of that financial statement. When 

he or she is happy with that he/she issues a report with the details of his/her findings and finally 

the report becomes a part of the financial statement which is then filed with the SEC and it is

shown to the shareholders. This report is a genuine document which contains the impartial view 

of the auditor Stock Market Investors (2011). Thus, companies listed in the BSE have an 

encouragement to present their profits so as to make their more lucrative. While non-listed firms 

in India seem to have less incentive to portray their actual financial statement so as to show their 

actual financial performance in order to avoid taxation. This the main reason why certain firms 

are not taken as samples to justify the research ideology (Lazardis and Tryfonidis, 2006).

3.5 SAMPLES AND VARIABLES

The sample chosen for this research is about 100 companies divided into 67 manufacturing 

companies and 33 service sector industries listed at the BSE for the time period of 2 years 2010-

2011. Now why the BSE is chosen rather than any other stock exchange in the world? The 

answer is that, the BSE has the maximum number of scrips listed on any exchange compared to 

the rest of the world. There scrips has its own benefits furthermore, it also creates challenges for 

the exchange in terms of risk management and compliance. In order to make the investor happy 

and relaxed, the scrips are classified at BSE on the basis of the size of the company, the nature of 

activity the company is engaged in and the liquidity of the company and hence, the scrips are 

grouped as: A, B1, B2, F, G and Z groups. This grouping makes the task of the investors 

simplified. This research is focussed on the A group mainly because it includes the top 200 

quoted at BSE on the basis of market capitalization and liquidity. The A group industries also 

have a good listing history, dividend record and profitability BSE India (2011). Due to the lack of 

information some companies are excluded from the sample. The financial statements are 

extracted from the annual reports of those 100 companies for analyzing the relationship between 

the WC and the profitability and which results to 200 (100*2) total observations. All the other 

variables used in this research are stated below for testing the research hypotheses of this study.
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NOP, which is a measure of Profitability of the firm, is derived by dividing the net profit by the 

total assets. This ratio is considered to be a good indicator of earning by optimal utilisation of the 

assets in the company. This ratio also means how effectively and efficiently a company uses its 

assets for generating earnings before meeting contracted commitments. The more the company 

earns in proportion to its assets, the more efficiently the company has utilized its assets. The other 

variables which might affect the profitability are RD, ITR, PD, CCC, CR, QR, LOS, DR and 

FATA. Now what are these variables? RD is also known as the receivable days, which is the 

collection policy calculated by dividing the debtors/receivables by sales and multiplying the 

result by 365. ITR is another name for the inventory turnover which means, how much time the 

inventory takes to get converted into sales in a year. It is used as proxy for the Inventory/Stock

Policy calculated by dividing the inventories by revenues and multiplying with 365 days. PD or 

the payable days is used as an alternative for the payment policy which is derived by dividing the 

creditors/accounts payable by the sales and multiplying the result by 365 (Smid, 2007). The cash 

conversion cycle (CCC) is utilized as a broad measure of WCM and it is calculated as; (RD + 

ITR – PD). CCC is used for measuring the profitability of each company (Smid, 2007). CCC

decides the health of the company which determines the number of days for which WC has been

invested in the business. CR institutes the association between CA and CL which determines the 

firm’s ability to pay the short-term debts and it is also believed to be a symbol of financial

strength. Likewise, QR/quick ratio is another ratio similar to the CR which is used as a more 

stringent test of liquidity compared to the CR. It is more effective than CR because, it can be 

converted into cash faster than the CA so the formula for this is (CA-Inventories) divided by the 

CL. The other name for the QR is the Acid-test ratio. Coming to the size of the company, it is 

believed that the size of the firm plays a major role in elevating the profitability of the Indian 

firms. The growth in the size of the company could be due to the increase in sales or an 

investment in the fixed assets. For this research, it is believed that, the growth of the firm is due 

the increase in the sales revenue and not due to the increase in the fixed assets.

The logarithm of sales or the LOS is used to judge how the firm’s have grown in the recent years. 

Basically it is evident from the literature that, as the firm’s sales increases the firm tends to grow 

either organically or in organically. Liquidity and the gaps in cash might differ among the 

different industry sectors and among the different countries depending on the economic scenario. 
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The debt ratio or the DR also play an important role in the managing the liquidity of the 

companies. Leverage of the Indian firms is calculated by dividing total long term debts by the 

total assets and this ratio depicts the portion of the fixed assets financed by the debt. The more 

the debt is the more would be the interest factor which would in turn affect the profit. This ratio is 

expected to have a negative relationship with the profit on one hand and the measures of WCM

denoted by PD, ITR, CCC and RD) on the other hand. FATA or fixed assets on total assets is an 

indicator which is used to add to the activities of firm-holding by establishing a long lasting 

relationship. It is also believed that loans are borrowed for purchasing such fixed assets. Here the 

LOS, FATA and DR are used as the control variable. This is at par with the point that, the time 

interval between the cost of materials purchased and the its recovery from sales as finished goods

might be a lengthy process and hence reducing this time span might increase the profitability of 

the Indian companies (Lazardis and Tryfonidis, 2006).

3.6 ANALYSIS USED IN THIS STUDY

In this research mainly two types of data analysis are used which are quantitative followed by 

descriptive analysis.

3.6.1 DESCRIPTIVE ANALYSIS

Descriptive analysis is the foundation stone for any type of analysis which enables the researcher

to describe the relevant aspects of the CCC that will entail detailed information about each 

relevant variable and in order to check this relationship the SPSS software is used.

3.6.2 QUANTITATIVE ANALYSIS

In quantitative analysis, researchers tend to use research questions backed by suitable hypothesis 

and moreover, research objectives are also framed to put emphasis on those two. Quantitative 

research questions are designed to find out the degree of association amongst the variables that 

the researchers intend to find out and these are utilised mainly to interpret the survey results. 

Quantitative hypotheses, on side are numeric estimations that the researcher guesses so as to find 

out the expected relationships among the chosen variables. 
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It is often based on experiments where a researcher compares the group of chosen samples. After 

the hypotheses are drawn, they are tested statistically whereby the researcher can infer about the 

chosen samples and the results obtained there from.  Hypotheses can be termed as experiments in 

which investigators mention the aims and objectives of the study. A simple example might be 

helpful to understand how hypothesis helps to find out the aims and objectives of the research. 

Does the theory mentioned in literature review portray any kind of relationship between the 

independent variable and the dependent variables? Here for this research, there is a theory and the 

in order to prove that, it would be found that, whether the dependent variables like: ITR, PD,

CCC, CR, QR, DR and LOS which are the indicators of liquidity, debt and size have any impact 

on the profitability of the firm which is an independent variable. If not Null hypothesis would 

take place and if yes the Alternate hypothesis would stand (Sagepub No Date). The quantitative 

analysis is done by conducting Pearson Correlation which is usually done to measure the degree 

of association between the different variables under consideration. Particularly in this research, 

testing the relationship between WC ratios and profitability ratios through correlation would be 

useful because, it has also been applied by several other researchers for their study as well. In 

order to identify the causes from the consequences multiple regression analysis is used. It is used 

because correlation fails to identify the causes. Special softwares like SPSS and E-view are used 

to analyze the data and the choice of the variables is influenced by the previous studies conducted 

on the WCM.
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Now, the study also involves panel data regression analysis of the cross-sectional and time-series 

data. In order to perform this, the pooled regression is used where the cross-section firm data as 

well as the time-series data are pooled together in a single column (Raheman and Nasr 2007). 

NOPit= β0 + ∑ n
a l l ∑ βi Xit + ε

        

Where:

NOPit: Net operating profitability for the companies i at the time t where, i = 1, 2...100

companies and t=1, 2 years. 

β0: The intercept of equation 

βi: Coefficients of X it variables 

X it: The different independent variables for the WCM companies i at time t

ε: The error term 

If the equation above is converted as per the WCM variables it will become like:

NOP it = β0 + β1 (RD it) + β 2 (ITR it) + β 3 (PD it) + β 4 (CCC it) + β 5 (CR it) + β 6 (DR it) + β 

7 (LOS it) + β 8 (FATA it) + β9 (QR it) + ε  
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4. FINDINGS

There are two types of analysis which are conducted and these are; descriptive statistics and 

quantitative analysis. The findings for these two types of analysis are mentioned in this section 

and these findings are analyzed in the next chapter. 

4.1 DESCRIPTIVE STATISTICS

Descriptive statistics depict the mean the standard deviation from the mean as well as the 

maximum and the minimum values for the chosen variables. This is helpful because, it gives a 

clear idea about the variables. Now, why is descriptive statistics important? It is used to describe 

the basic features of the data set. It is a snapshot of the samples and their measures. Along with 

the graphical representation it becomes clearer for every quantitative analysis of data. Descriptive 

statistics is different compared to the inferential statistics. The Descriptive statistics on one hand 

shows the exact position of the data whereas, in the inferential statistics a researcher tries to reach 

the conclusion that extends ahead of the immediate data itself. The Appendix-1 below gives a 

clear picture about the descriptive statistics.

Figure 2 Graphical Representation of the Descriptive Statistics for 100 Indian Companies
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The descriptive statistics for 200 observations that is 100 different companies in 2 years show 

that: The mean value of NOP for all the industries is 14% with a maximum of 48% profit and a 

minimum of -53%. The standard deviation also shows a 37% of deviation from the mean. The 

average debt ratio is 42% with a minimum of 9.8% debt for certain industries and a maximum of 

341% of debt to some followed by the standard deviation of 36%. Of the liquidity indicators 

firstly, the CCC has a maximum of 1501.70 days and a minimum of -925.48 days followed by a 

mean of 67.08 days and 180.25 days as standard deviation. Secondly, the current ratio shows a 

mean of 2.24:1 a maximum value of 21.68:1 and a minimum value of .12:1. The standard 

deviation for CR is 2.56. Thirdly, the ITR shows a mean of 67.72 days with a maximum of 

740.52 days and a minimum of 0 days. The standard deviation for the ITR is 114.80. Fourthly, 

the RD has a maximum value of 410.22 days, a minimum of 1.25 days and a mean of 58.83 days

followed by a standard deviation of 59.72. Fifthly, the PD has a maximum of 362.79 days, a 

minimum of 12.04 days and a mean of 59.47 days with a standard deviation of 392.30.

Sixthly, the LOS shows a mean value, maximum value, minimum value and standard deviation 

of 12.04, 17.22, 14.22 and 4.32. Seventhly, the QR has .02:1 as minimum, 12.68:1 as maximum, 

1.60:1 as an average and 2.45 as standard deviation and finally, FATA has a mean of 37% 

followed by a maximum of 89%, minimum of 0% and a standard deviation of 22%. The 100 

industries are classified into 67 manufacturing industries and 33 service industries.

Figure 3 Categories of Industries
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Of which the average CCC for manufacturing industries is 119.88 days and 62.79 days for 

service sector industries. It has a maximum, minimum and standard deviation of 1501.70, -925.50 

and 367.98 days for manufacturing industries and 429.13, -90.36 and 212.45 days for service 

industries. CR shows a maximum of 21.68:1 and 4.98:1, minimum of 1.98:1and 0.12:1, mean of 

3.26:1 and 1.92:1 and finally of 3.01 and 2.21 as standard deviation for manufacturing and 

service sector industries. ITR, RD, PD have a minimum of 150.39, 256.37 and 325.48 days for 

the manufacturing sector and 1.80, 1.25, 12.04 days for the service sector. The maximum values

of ITR, RD and PD for the manufacturing sector are 740.52, 410.22, 362.79 and 556.32, 198.32 

and 228.47 for the service sector. The mean and standard deviation for manufacturing sector are 

(95.45 and 62.36 for ITR), (89.67 and 67.09 for RD) and (65.24 and 48.36 for PD). However

(53.11 and 77.68 for ITR), (62.36 and 40.84 for RD) and (52.68 and 188.03 for PD) for the 

service sector. LOS, QR, NOP, DR and FATA have an average of 13.69, 2.96, 0.26, 0.57 and 

0.64 for manufacturing industries and 7.29, 1.19, 0.08, 0.38 and 0.32 for the service sector. The 

minimum values for these variables for the manufacturing sector are 14.22, 0.65, -.53, .36 and 

.29. Whereas 9.25, 0.02, -0.37, .098 and .00 for the service sector. The maximum values for these 

variables are 17.22, 15.25, 0.48, 3.41 and 0.89 for the manufacturing sector. However, 7.22, 

10.22, 0.26, 0.65 and 0.62 for the service sector. Finally, the standard deviations for these 

variables are 4.98, 2.93, 0.45, 4.98 and 0.25 for the manufacturing sector and 13.45, 0.75, 0.14, 

0.28 and 0.16 for the service sector. The graphical representation is given below.

Figure 4 Descriptive Statistics for 67 Manufacturing Industries
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Figure 5 Descriptive Statistics for 33 Service Sector Industries 

The figure 5 below shows the allocation of the manufacturing and the service sector industries on 

basis of which this research is carried out. The four most important sectors are the health sector

contributing 15%, transport and communication sector contributing 17%, infrastructure and 

development sector contributing 19% and the energy sector contributing 19% of the total 

population.

Figure 6 Sector-Wise Industry Classification
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4.2 QUANTITATIVE ANALYSIS

The quantitative analysis begins with the correlation and regression analysis and the findings are 

discussed below.

4.2.1 PEARSON’S CORRELATION COEFFICIENT ANALYSIS

The CCC has a positive relationship with the CR, ITR, RD and QR. CCC has negative 

relationship with the PD, LOS, NOP, DR and FATA. Similarly, CR has positive relationship with 

the ITR, RD, FATA and QR. However CR has negative relationship between PD, LOS, NOP and 

DR. ITR has a positive correlation between RD, FATA and QR and a negative relationship 

between LOS, NOP and DR. RD has negative relationship with the following variables like LOS, 

NOP and DR. PD has a negative relationship with QR and NOP and a positive relationship with 

LOS, DR and FATA. LOS has a negative association with the QR and DR and a positive relation 

with the NOP. QR has a negative association with NOP along with DR. NOP on one hand has a 

negative relationship with the DR while DR has a negative relationship with the FATA. No 

relationship has been found between ITR and PD, RD and PD, RD and QR, RD and FATA, LOS 

and FATA and lastly, NOP and FATA.       

4.2.2 REGRESSION MODEL: POOLED LEAST SQUARES METHOD

A main drawback of Pearson correlations is that, it does not permit to locate the causes from the 

consequences. The determinants of NOP are calculated for 100 Indian firms for the period of 2 

years with a 200 firm-year observations as evident from the Appendix-3. The first model states:

NOP it = β0 + β1 (RD it) + β 2 (CR it) + β 3 (DR it) + β 4 (LOS it) + β 5 (FATA it) + β6 (QR it) + ε  

Where, NOP is the dependent variable, RD is the independent variable and FATA, CR, QR DR 

and LOS are controlled variables. The results from the first model reveal that, firstly, receivables 

have a negative relationship with the profitability.
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Secondly, the CR and the DR also have negative relationship with the NOP. Finally, the LOS has 

a positive relationship with the NOP. However, FATA has a negative relationship with NOP. The 

second model states:

NOP it = β0 + β1 (ITR it) + β 2 (CR it) + β 3 (DR it) + β 4 (LOS it) + β 5 (FATA it) + β6 (QR it) + ε  

Here the ITR is the independent variable and the NOP is the dependent variable whereas CR, QR, 

FATA, DR and LOS are controlled variables. The results from the second model indicate that, 

the coefficient of ITR is negatively related to profitability. The other control variables like 

FATA, QR, CR and DR have negative association with the NOP of the Indian firms. The third 

model states:

NOP it = β0 + β1 (PD it) + β 2 (CR it) + β 3 (DR it) + β 4 (LOS it) + β 5 (FATA it) + β6 (QR it) +ε  

Here the PD is the independent variable and the NOP is the dependent variable whereas CR, QR, 

FATA, DR and LOS are controlled variables. From the result it is clear that, PD has a negative 

relationship with the profitability of the Indian firms. The LOS has positive relationship with the 

NOP. Variables like QR, FATA, DR and CR have negative relationship with the NOP. The 

fourth model states:

NOP it = β0 + β1 (CCC it) + β 2 (CR it) + β 3 (DR it) + β 4 (LOS it) + β 5 (FATA it) + β6 (QR it) +ε  

In this model, CCC is the independent variable and NOP is the dependent variable whereas CR, 

QR, FATA, DR and LOS are the controlled variables. It is seen that, the coefficient of CCC has a

negative relationship with the NOP. CR, DR, FATA have negative relationship with the NOP as 

well. 
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4.2.3 REGRESSION MODEL: GENARAL LEAST SQUARES- CROSS 

SECTION WEIGHTS

In the first regression the RD and CR are being used as independent variables with other control 

variables like DR, LOS, FATA and QR. The coefficient of Accounts Receivables has a negative 

relation indicating the fact that, collection policy or the RD has significant effect on profitability 

of the Indian firms. The CR is no exception to the RD; it also has a negative significant 

relationship with the NOP. All the control variables have negative relationship with the NOP 

except the LOS which has a positive association with the NOP. In the second regression, ITR and 

CR are used as independent variables with others as control variables. The coefficient of ITR is 

highly significant and it has a negative relationship with the NOP. The other control variables 

except LOS have a significant negative relationship with the NOP. The third regression takes PD 

as the independent variable and it is found that, the PD, DR, FATA have negative significance 

with the NOP but, LOS has a positive relationship with the NOP. The fourth regression has CCC 

as the independent variable with other control variables like DR, FATA, LOS and QR. CCC

shows a similar kind of relationship with the NOP i.e. negative. Other variables also affect the 

NOP both positively and negatively. The positive relationship exists with the LOS and negative 

with the rest.
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5. ANALYSIS

5.1 Analysis from the Descriptive Statistics

From the Appendix-1 it is seen that, the industry average for CCC which is (the proxy for 

checking the prudency of the WCM) in the manufacturing sector is 119.88 days while the service 

sector has 62.79 days. Overall for 100 industries, it is 67.08 days. It is for sure that, 

manufacturing sector would have more unsold goods lying as stock so the CCC is more than the 

service sector. Both the sectors also have a negative CCC in their minimum which means that, 

some of these sectors delay in making their payments to their creditors. As soon as these sectors 

get paid from their debtors then only they pay their creditors and not before that. So, it is for sure 

that, these sectors are not expected to retain their inventory as well as money for a longer period 

of time. Fox (no date) suggested that, there are companies who have designed their business 

model in such as way that it gets fully paid before it needs to pay its external dues. The standard 

deviation is 367.98 days for the manufacturing sector [more than the total (180.25 days) as well 

as the service sector (212.45)] and this is because there is huge difference between the maximum 

(1501.70 days) and the minimum (119.88 days) value for this sector.

CR and QR are traditional liquidity indicators which help the companies to know whether they 

are performing well or not. CR and QR have a minimum of (1.98:1 and 0.65:1), the maximum of

(21.68:1 and 15.25:1) and the average of (3.26:1 and 2.96:1) for the manufacturing sector is more 

than the service sector and this is because of the high involvement of the CA. The minimum for 

the service sector which is .12:1 is really upsetting because anytime the company in this sector 

might have liquidity problems when the creditors ask for money. Mainly service industries will 

not have huge amount of money invested in the stock like the manufacturing industries so, the 

downfall of CR (.12:1) and QR (.02:1) is completely accepted.    

The Indian manufacturing companies roughly take in an average of 95.45 days to despatch their 

inventories with a standard deviation of 62.36 days. However, the maximum time taken by the 

manufacturing sector is 740.52 days and this period is a very long period for almost 2 years. 
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For the service sector, it is just under 2 years. As the CR and QR were low for the service sector 

and it was assumed that this lower value is due to the lack of stock for the service sector. Now, in 

this ratio of ITR it is proved. The ITR for the service sector has minimum value of 1.80 days 

which means that, service sector usually have no stock like the manufacturing sector which has 

minimum of 150.39 days. 

The average RD for the manufacturing firms in India is 89.67 days with the maximum and 

minimum value of 410.22 days and 256.37 days. Similarly, the service sector has a mean value of 

62.36 days with a maximum value of 198.32 days and a minimum value of 1.25 days. This means 

that, again the service sector is trailing behind the manufacturing sector in terms of receivables

which is good. The more quickly the service sector can procure cash the better will be the 

liquidity position of the company. Services are paid faster than the goods in the Indian scenario.

However, opposite happens for the PD. The mean for the manufacturing industries is 65.24 days 

more than the 52.68 days for the service sector. The manufacturing industries take longer to pay 

their creditors and this is because the RD for the manufacturing sector is more so, unless the 

debtors pay them cash quickly, they can’t able to pay their creditors. The maximum time taken by 

the manufacturing sector to pay their dues off is 362.79 days which is almost 1 full year and in 

contrary, the service sector takes a maximum of 228.47 days to pay their debts off. The minimum 

PD between the two has a large difference one having 325.48 days and the other having only 

12.04 days. Sometimes bigger manufacturing companies try to retain their liquidity position by 

increasing the payables period and this is a part of their strategy to do so. However, this might 

affect the goodwill of the company because; the more time a company takes to pay their dues off 

the more they lose their position in the market along with the prompt payment discounts.

The size of the firm also plays a major role in determining the profitability of the companies. The 

LOS has an average of 13.69 for the manufacturing sector, 7.29 for the service sector. The 

maximum is 17.22 for the former and 7.22 for the later. Usually the nature and the scale of 

operations are larger for the manufacturing sector rather than the service sector because more 

investment is involved in there.
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The DR also plays a major role in the industry. Almost 57% of the capital for the manufacturing 

sector is borrowed capital (external funds) in the form of loans. On contrary, the service sector 

has only 38% in that case. The maximum for the manufacturing sector is 341% and 65% for the 

service sector. This shows that, capital requirement is more for the manufacturing sector because 

of high LOS. 

As a result the manufacturing sector also has 64% of average invested in FATA with a maximum 

of 89% and a minimum of 29%. However 32% is the mean for the service sector and 62% and 

0% as maximum and minimum. It is obvious because as manufacturing sector would have more 

production so requirement of fixed assets is mandatory. However, the investment of the service 

sector would be more on manpower rather than fixed assets.  

Coming to the last indicator which NOP the mean for the manufacturing sector is 26% and 8% 

for the service sector. The maximum profit is more than the service sector probably because of 

the scale of operations. However, the amount of loss in minimum value is more in manufacturing 

sector rather than the service sector. This could be probably due to the high depreciation caused 

by greater FATA or high interest costs for high DR or both.

    

5.2 QUANTITATIVE ANALYSIS

For quantitative analysis correlation and regression are being used for measuring the degree of 

linkage between the different variables taken into account. The important variables are identified 

and are related with the WCM. Firstly, the Pearson’s Correlation is calculated for all the chosen

variables used for this study and the results are discussed.

5.2.1 Pearson’s Correlation Coefficient Analysis 

Pearson’s Correlation analysis is conducted so as to see if the variables of WCM have any kind 

of relationship with the profitability (NOP) of the Indian firms. If well-organized WCM makes

the profitability to rise then, a negative relationship is expected to occur between the measures of 

WCM and the profitability variables (Zariyawati et al. 2007).
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This is at par with the view that, the time lag between the expenditure for raw material purchased

and the sale proceeds obtained from the sale of finished goods might be a time taking process and 

reducing this time lag might increase the profitability for the listed companies. The Appendix-2 

shows the Pearson correlation coefficients for all the WCM and profitability variables. Primarily, 

CCC which (one of the traditional measure to test the liquidity of the firm) has positive 

relationship of .079, .321, .127 and .002 with the CR, ITR, RD and QR at 1% level. It means that, 

as the ITR, RD which are the key ingredients of CCC increase the CCC will also increase 

because CCC= (ITR+RD-PD). On other hand, if the CR and QR increase the CA should 

definitely increase. 

Now, if the CA increases three major items like stock, debtors and cash balances will go up and

that will automatically increase the CCC because of the increase in the ITR and RD. It is obvious 

that, automatically PD has a negative relationship of -.923 with the CCC at 99% level because,

CCC= (ITR+RD-PD) and as the PD increases the CCC would decrease. DR and NOP are 

negatively related to the CCC with -.025 and -.091 at 1% level. On one hand, the debt increases 

the CL which in turn creates pressure on the CA and thereby creating pressure on the liquidity. 

On other hand, the CCC has a negative correlation coefficient of -.091 with the NOP and the p 

value is (0.954) with significance at 1% level. 

This signifies the fact that, if the firms can reduce the time period for money collection (CCC) it 

will increase its profitability. This also means that, cutting down the time period for CCC is also 

associated with higher profitability and this would be an efficient way to manage the WC so as to 

have a higher corporate profitability - (Teruel and Solano, no date). There is a negative 

relationship of -.174 with the CCC and the LOS at 5% level which means that, bigger is the size 

of the firm the shorter is the CCC or in other words, the smaller the size of the firm is, the longer 

is the CCC. This result indicates that, the medium firms should give an effort to reduce the CCC 

period by reducing the inventory and receivables period and by elongating the payables period

(Uyar 2009). The CR and the QR are the conventional measures to check the liquidity of the firm 

(Raheman and Nasr 2007). It is seen that, positive correlation sustain with CR and liquidity 

indicators like ITR, RD and QR of .127, .362, .969 at 1% level. As already mentioned above that 

increase in CA increases the ITR and RD so, positive relationship exists. 
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Same applies to QR as well. QR is similar to CR just a (deduction of stock from it) so positive

relationship prevails. Negative relationship exist with the CR and other variables like PD (-.443), 

LOS (-.148), NOP (-.228) and DR (-.369). All these correlations are significant at 1% level

except for the LOS which is at 5% level. As mentioned earlier bigger firms have a negative CCC 

and CCC is directly related to CR so the same logic applies to the CR and LOS as well. DR is 

negatively associated with the CR.

This could be due to the fact that, larger the firm becomes the more dependent it becomes on the

long term funds rather than the short term funds. Coming to the aspect of profitability or NOP, 

CR has a negative relationship with NOP which means that liquidity has inverse relationship with 

the profitability. Like CR, QR also have similar kind of relationship with the variables like ITR, 

RD, CR, CCC, PD, LOS, QR, NOP, DR and FATA.

ITR shows similar kind of relationship like CCC with RD (.208), QR (.212) and FATA (.104). 

ITR has negative relationship with the LOS (-.361), NOP (-.277) and DR (-0.50) at 1% level.

Negative relationship with the NOP means that if the companies take more time to sell the 

inventories it will badly affect the profitability of the companies. If the time taken by the 

inventories to get converted into sales reduces automatically, the profitability would increase so, 

that is the reason why there is a negative relationship between the two. According to Atrill (2006) 

a company generally prefers to have a shorter ITR because funds locked up into the stock cannot 

be reused for any other purposes unless the stock is sold. Reducing the time period also involves 

few other things to be taken care off they are mainly the inventory carrying costs, fluctuation of 

demands, chances of supply shortages and cost of perishability should be remembered. RD also 

has negative relationship with LOS -.110, -.144 with NOP and -.135 with DR at 1% significance 

level. This negative impact on profitability with the RD signifies the fact that, as the debtors 

delay to pay the debts for a firm, there would be a shortage of cash in that firm which would 

affect the operations and hence the profitability would be in threat. Firms can generate profits if 

there is a better understanding with the debtors so that, they pay on time (Atrill, 2006). PD has a 

negative correlation and high significance (1%) between the PD and the NOP. The coefficient is 

– .015. This means that the firms with low profitability delay longer to pay their bills (Raheman 

and Nasr 2007) and that is the reason why the profitability gets affected.
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Speeding up the payment procedure would surely increase the profitability for the Indian firms 

because companies are often subjected to a substantial discount for prompt payment. Care needs 

to be taken while incorporating that discount earned as a financial receipt else that might affect

the operating income (Deloof 2003). Increase in PD is good on one side because the firm gets 

more time to pay their debts while on other side; it also affects the goodwill of that firm for 

paying late (Atrill, 2006).

Besides NOP, PD also has negative relationship of -.203 with QR at 1% level which means that, 

as the PD go up, the CL will remain the same as it is not paid yet so logically negative 

relationship is built. A positive relationship is developed between PD and other variables like 

LOS (.142) at 5% significance level, FATA and DR with .197 and .102 with 1% significance 

level.

The size of the company also plays a major role while determining the relationship with the LOS 

and NOP. LOS has a positive relationship of .281 at 1% significance level with the NOP and this 

means that, the greater is the size of the firm the more would be the company’s profit. This 

increase in profit is due to an increase in sales revenue so; more sales a company does the higher 

profit that company will make (Deloof, 2003). Negative correlation exists within LOS, QR (-

.163) and DR (-.131) at 5% significance level. This could be possible because as the sales go up 

the company will focus more on the internal/organic growth so it will make use of the internal

funds rather than the external funds like loans so negative relationship exists between LOS and 

DR.

Furthermore it is also seen that, the NOP has negatively association of (-.087) with the leverage

measured by the DR at 1% significance level. According to Buferna et al. (2008) and Bevan and 

Danbolt (2002) a static trade-off theory stresses on the point that, firms with lower profitability 

distribute lower dividends. On other hand, companies with higher debt structure leads to the 

bankruptcy risks which in turn leads to lowering of shareholder’s return due to the interest factor 

associated with the debt. Shareholder’s return also can’t be enhanced by issuing equities because 

of the lack of adequate profit. Thus, firms with scanty profits facing a positive net present value 

will not opt for the external finance because it has a cost to afford. 
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A demand-side effect will also exist because the market would be willing to provide capital to 

those types of smaller firms. According to the theory mentioned above a positive relationship 

between DR and NOP is expected to happen. However, Myers (1984) is of the opinion that 

internal and external funds are both used in a firm side by side. This is what he meant by the

‘pecking order theory’ which means, as a company thinks of new investment, it firstly utilizes its 

own internal retained earnings followed by debt followed by an equity issue (Buferna et al.

2008). Profitable companies should possess lesser debts because higher levels of profit would 

generate greater levels of retained earnings (Bevan and Danbolt 2002). However, Um (2001) 

argued the fact that higher profit level also increases the levels of debt associated with tax shields.

Thus he believes the opposite holds true for the DR and NOP i.e. a positive relationship between 

the two. Thus Pecking order theory surpasses the Trade-off theory. Finally, FATA and DR are 

negatively associated with -.497 at 1% significance level which means that, companies are 

acquiring the fixed assets on the basis of the owned funds and not owed funds. According to 

Titman and Wessels (1988), the costs related with the agency relationship between shareholders 

and debenture holders are expected to be higher for the growing industries and so there is a 

negative relationship between the LOS and DR. 

5.2.2 Regression Model: Pooled Least Squares Estimation

Similar to the correlation analysis, the regression analysis tends to find out the determinants of

NOP which is found out by making 200 firm-year observations. From the Appendix-3, different

regression coefficients are calculated for the selected independent variables keeping NOP as the 

dependent variable. This regression is drawn by performing pooled least square method without 

weights. Now from first model, the above the results from the regression reveal that, coefficient 

of RD has negative value which is highly significant at ά. = 1%.

This means that rise and fall of debtors or RD will affect the profitability of the company. As 

delay in payment by debtors disturbs the cash flow of the company and hence it reduces the 

profitability for the company. Besides RD, the CR and QR which are said to be the conventional 

measure of liquidity also have a negative association with the NOP and this confirms the 

researcher’s hypothesis stating that, liquidity has an inverse relationship with the profitability. 
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DR which is another name for leverage also has negative relationship with the NOP. As the debt 

in the firm increases, the interest or the cost of debt also rises and as a result it reduces the net 

profit of the company. Furthermore, the LOS which is used to denote the size of the company 

shows a positive relationship with the NOP. This means that, bigger the size of the company 

more is its scale of operations (more sales) so, the relationship holds true with the NOP. Finally, 

FATA shows a negative relationship with the NOP. Higher FATA means, a firm has got more 

fixed assets invested into the business out of its total assets and it is possible because the 

company has borrowed external funds which have its own cost. More cost will reduce the profit 

margin. For FATA, a noticeable negative relationship is observed. 

It shows that, as the FATA goes up the NOP will decrease it is because the fixed assets would go 

up and this could go up due to external loans which have cost and also the amount of depreciation 

would also reduce the profits of the firm. The adjusted R2 which is known as the coefficient of 

multiple-determinations is denoted as the percentage of the variance for the NOP caused by other 

independent variables is 36.4%. The C is constant where the regression line cuts the Y-axis. C is 

also determined through the regression equation Y=MX+C, if X or the independent variables are 

0 then, MX=0, therefore Y=C. C here is 0.198. In order to test the significance of R, F-statistics is 

used which over here is 58.65. 

The second regression model was run by using ITR as an independent variable and it also reveals

similar results which were obtained above when RD was used as the independent variable. The C 

has changed to 0.249 which is significant and the coefficient of ITR is negative at ά. = 1%,

meaning increase or decrease in inventories will significantly affect the NOP because selling 

inventories is a time taking process. The remaining variables like LOS has a positive relationship 

with the NOP and other than that, the control variables like CR, QR , PD, DR, CCC, ITR, RD, 

QR and FATA (similar to the model 1) show a negative relationship with the NOP already seen 

in the first regression model. The adjusted R2 is 33.6% followed by the F-statistics of 57.65.

The third model is replaced by PD instead of the ITR. The C has changed from 0.249 to 0.078 

which is highly insignificant for this model. The coefficient of PD which is negative and is highly 

significant at ά. = 1%, which shows that, PD going up or going down will affect the NOP of the 

Indian firms. This means, a highly profitable firm quickly pays its own bill without any delay. 
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Other control variables like QR, CR, DR, LOS, RD, ITR, FATA and CCC also affect the NOP. 

The results show that, QR, CR, DR, FATA have a negative relationship with the NOP and LOS 

has positive relationship with the NOP. The adjusted R2 is 35.9% followed by the F-statistics 

value of 54.15 which is highly significant.

In the 4th regression, CCC which is the comprehensive measure for liquidity and efficient WCM

are used as the independent variable while the other variables remain the same. The coefficient of

CCC has a negative significance at ά. = 5% and this means that, rise and fall of the CCC will 

affect the NOP of the Indian firms. The other control variables which are similar to the regression 

models 1, 2 and 3 significantly affect the profitability negatively. However, the LOS still has the 

positive relationship with the NOP (as increase in sales increases the NOP). The adjusted R2 is 

20.8% with the F-statistics of 51.589 which is highly significant.

So, by using the pooled least squares method, independent variables are tested in the individual 

regression equation. All the regression equations show a relationship with the NOP. The results 

from the regression are prolific enough to show that there is an inverse relationship between the 

liquidity and profitability. Managing effectively the WC would help a firm to pull up its profits 

and make it profitable. The FATA, LOS and DR may not be directly associated with the WCM 

but it is someway linked with the profitability. For instance, if the LOS which is measured here in 

terms of sales growth increases profitability will go up. Now, the most technical thing about the 

sales increase is, there are two types of sales cash sales and credit sales. If credit sales increase, 

then LOS links with the debtors as well because credit sales give rise to debtors. Similarly, DR 

and FATA increase are associated with each other. FATA could increase if the debts increase. 

Increase in FATA also increases the depreciation which in turn reduces the profitability. Debts on 

other hand also have a cost known as interest. Too much debt also reduces the profitability.

5.2.3 Regression Model: General Least Squares – Cross Section Weights

The general least squares model with cross sectional weights is also used in this research so as to 

solve the problem of heteroskedasticity which means changing variations after short periods of 

time.
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The reason why it is used is because, in the pooled data cross sectional were greater than the time 

series. Particularly in this type of regression, the C or the common intercept is calculated for all 

variables and weights are assigned to them. The weighted least square (WLS) is calculated as: 

[(Weighted Series/ Mean of the weighted series)* Scaled weighted series]. The scaled weighted 

series is a normalization which has more weightage compared to the unweighted one  Appendix-

4 gives a clear picture of the regression results obtained from the regressions 5-8.

In the fifth regression, RD, CR and QR are being used as independent variables with other 

control variables like DR, LOS FATA, ITR and CCC. The C value is 0.125 which is highly 

significant at ά. = 1%. The coefficient for RD is negative and it has highly significant t-statistics 

with a p value of 0.000. This indicates the fact that, the collection technique has significant 

impact on the NOP of the Indian firms. The other variables are also affecting the NOP positively 

as well as negatively. The CR has the coefficient of -0.020 which means, as the liquidity position 

gets better the CR will rise and this will in turn reduce the profitability of the firms. CR has a p-

value of 0.000 which has a high significance at ά. = 1%. The LOS also plays a major role it 

shows a positive significance with the NOP having the coefficient of 0.008 at ά. = 1% and a p-

value at (0.000). It can be explained that, as the sales increase, the size of the firm will also 

increase which will increase the NOP as a whole. NOP having a negative relationship with the 

DR also confirms the fact that, as the debts in a firm increases, the profitability of that firm 

decreases. DR has a high significance at ά. = 1% with a coefficient of -0.421. The adjusted R2 is 

87.9%. This means the NOP can vary up till 87.9% depending on the independent variables.

In the sixth regression ITR, CR and QR are used as the independent variables while the other 

control variables remain the same. The C here is 0.365 and the coefficient of ITR another name 

for stock policy is negative, and is highly significant at ά. =1%. This means that, fluctuations in 

stock turnover would affect the NOP. Inventories usually take time to sell but if it is kept for a 

long time, there are chances for it to become obsolete. The LOS of the firm also has high 

significance at ά. = 5% and it also has a positive relationship on the profitability while other 

variables like CR, QR, DR, FATA have negative relationship. The R2 is 78.9% which means, the 

NOP can deviate by 78.9% with the help of the independent variables the F-statistics is 489.236 

in this case.
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In the 7th regression, the PD is used as an independent variable keeping other control variables 

the same. The C which is the coefficient of intercept is 0.106. The coefficient of PD or the 

payment policy of the company is negative and highly significant at ά. = 1%, and this means that, 

payables going up or going down will seriously affect the NOP of the company. This also 

clarifies the fact that, less profitable firms take long time to pay their dues. The other variables 

also affect the profit and all of them have a significance level of 1%. LOS has positive 

significance with the NOP while, CR and QR have negative association with the NOP. The other 

control variables like FATA and DR have negative impact on the NOP. The adjusted R2 = 75.9% 

with the F-statistics value of 526.43, p-value of 0.000 and these values reflect high level of 

significance. 

The 8th or the last regression has been run by using CCC as an independent variable as it is the 

broader measure for efficient WCM. The other variables remain the same. The coefficient for 

CCC is negatively significant at 1%. It is also concluded that an increase/decrease in the CCC 

would tend to affect the profitability of the firm (NOP). All the other variables like CR, QR, 

FATA, LOS and DR also affect the NOP at 1% significance level. The R2 = 87.9% with the F-

statistics of 659.365 and the p-value of 0.000.

Finally to conclude the general least squares method with cross-sectional weights interpret the 

similar results that WCM affects the profitability of the companies listed at BSE. I f the WC is 

managed effectively profitability would increase. Liquidity always possesses an inverse 

relationship with the profitability and a sound trade-off model needs to be setup against the two. 

The debts, fixed assets to total assets and natural log of sales also play a major role for 

identifying the amount of advantage/disadvantage it can cause to the profits of the firms.

The figure 6 below shows the similar picture for the manufacturing industries as evident from the 

descriptive statistics above. The figures inside the pie-chart are in thousands and it is seen that, 

the level of the WC is quite high for most of the firms which means that, CA are higher in these 

cases. An increase in CA means an increase in ITR which will lead to an increase in RD that will 

lead to an increase in LOS which would finally lead to increase in cash balance for the firm.
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However, PD would also go up as size and the reputation of the firm increases so, some WC 

figures which are marked as negative means that, the firms take a long time to pay their payables 

and also it means that, that profits are too less to bear the costs of the debts for which the firm has 

a high DR.

Figure 7 Average Working Capital for the Manufacturing Sector Industries

The figure 7 below depicts the average working capital of the service sector industries. It is seen 

that, majority of the portions in the pie-chart are in negative which means that, the CL is greater 

than CA. So, these sectors face the shortage of funds. Now, why this sector faces this problem? 
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This is because, there is virtually no stock as this sector is not engaged in production and 

secondly maybe, they also pay the payables after they get paid by the receivables. This sector will 

usually have lower ITR, moderate RD, higher PD and higher debts. 

  

Figure 8 Average Working Capital for the Service Sector Industries
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6. CONCLUSION AND RECOMMENDATION

Thus after graphical representation as well the statistical analysis it is evident that, most of the 

Indian firms have invested a huge amount of money in the WC and therefore it is confirmed that, 

the ways in which these firms manage their WC will have significant impact on their 

profitability. After conducting the correlation and the regression analysis, a noticeable negative 

relationship is found between NOP and RD, PD, ITR, CR, QR, DR, FATA and CCC for the 

Indian firms listed in the BSE. These results also advise that the managers can increase the 

shareholder’s value by decreasing the RD, ITR as minimum as possible so that on one hand, the 

inventories would be quickly converted into sales and on other hand, the credit sales would be 

quickly converted into cash without any delay. A negative relationship with the PD means that, 

reputable firms take longer to pay their dues.

Coming to the hypotheses firstly, the alternate hypothesis H11 is accepted and the null hypothesis 

H10 is rejected. The H11 states that, WCM significantly affects profitability of the Indian firms. 

In a similar way the research hypothesis H21 is accepted which states that, a negative relationship

exists between liquidity and profitability for the Indian firms. It is also seen that, the liquidity 

indicators like the CR, QR and CCC seriously affect profitability. So, the hypothesis H20 is 

rejected. For becoming successful, a trade-off should exist between the profitability and liquidity 

so that; neither the objectives of profitability nor the liquidity is affected. Secondly, the third 

hypothesis, H31 is accepted because it is seen that, as the size of the company increases, the 

profitability of the company also increases. In this case the null hypotheses H30 is rejected.

Finally, the hypothesis H41 is accepted which states that, on increasing the debts in the firms the 

profitability for those firms gets affected. Thus, the null hypothesis H40 is rejected. The reason 

why debts will affect the profitability is because it has a cost which creates pressure on profits. 

However, debts improve the liquidity as money comes inside the company as an inflow. All the 

conclusions drawn matches with the observations of the other researchers as well like: Raheman 

and Nasr (2007), (Deloof 2003), (Eljelly 2004), (Shin and Soenen 1998). They also found similar 

kind of negative relationship between the variables of WCM including CCC, CR, RD, PD, ITR 

and QR and profitability measured by NOP.
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On basis of the above analysis the results obtained can be improved if there is an efficient 

planning involved in the WCM. The company should be cautious while managing the WC which 

is composed of CA and CL. How to finance the CA is a big question for any company? The 

answer is simple, firms should be prudent enough to manage their cash, debtors and inventories 

in a suitable manner so that, and it would yield higher profitability. This research is left at this 

stage so that, future research is conducted in this field with more companies for an extended 

period of time. The dimension of the this WC could be extended by taking not only inventories, 

debtors and payables only but also marketable securities, cash and so on. In this modern world, 

competition is driving everybody crazy so, all the companies need to be cautious while planning 

its WC requirement.

Liquidity and Profitability  

Figure 9 Working Capital Level VS Profitability (Firm’s Value Creation)

Adapted from: Michalski (2008)

From the figure 6 above it clarifies the fact that, excess of liquid assets endangers the profitability 

of the firms. So it is needed for the firms to have certain levels of liquid assets. This is because, 

when the financial market risk is neither high no low, the excessive liquid assets leads to 

ineffective utilisation of financial resources. (Michalski 2008). He also added that, depending on 

the risks associated with the daily operations a firm needs to increase the liquid assets because 

failure to do so might endanger the firm’s liquidity position. Profitability of liquidity 

management decision relies on two reasons. Primarily how NOP is getting affected in relation to 

the equities or total assets and secondly, assessing the profitability in relation to the value of the 

company. Variables like ITR, RD, PD, CCC, CR and QR affect the level of free cashflows of the 

firm.
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The Value Based Strategy in the WCM

Every company should have a proper WCM strategy depending on their business conditions and 

the levels of risk and uncertainty associated with that business. Now, this WCM strategy can 

either be directed towards the assets (investment in WC) or liabilities (mode of financing the WC 

requirement) and both of them disturb the free cashflows and cost of capital used for financing 

the company. It is advisable to have the asset first and then the liabilities. WCM aims to create 

value for the company. Arnold (2005) explains the WC as the portion of CA financed with the

permanent funds. Basically WC=CA-CL. It originates from the difference of cash inflow in the 

form of sales revenue and the money paid when it is due to be paid out. While determining the 

free cashflows, raising the WC means that, funds allocated for raising that capital are fastened. If 

the rise is positive that means, greater exposure to fund that decreases the free cashflows of the 

firm. Increasing the production levels mean increase of inventories, receivables and other CA and 

this increase is usually financed by the CL and the rest is financed by the alternative source of 

financing. Either a firm can follow an aggressive strategy in which there is a minimum 

investment in CA versus the FA. Aggressive Policy takes place where the ratio between total CA 

and total assets is minimum (Afza and Nazir 2009). The figure 9 below show a clear picture of 

that which the service sector industries should abide by. 

Figure 10 Aggressive Strategy

Adapted from: Michalski (2008)
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Similarly, higher levels of CL and less long term debts shows that a company is following 

aggressive financing policy. Service industries in this research should follow the aggressive

investment strategy because usually it has lower investment in the liquid assets out of the total

assets. The service sector industries should also follow an aggressive financing policy as they 

will more CL in proportion to their fixed assets. On contrary, the manufacturing companies 

should follow the conservative policy where they invest greater proportion of funds in liquid 

assets. Furthermore, it should also follow the conservative financing policy because; it uses more 

of the long term loans or external funds. The figure10 below gives a clear picture what the 

manufacturing industries should follow (Afza and Nazir 2009).

Figure 11 Conservative Strategy

Adapted from: Michalski (2008)

Arnold (2005) has suggested that, an aggressive policy will be appropriate for those companies 

which have a higher net worth like manufacturing industries in this case. However, this is not 

always true because, if the external short-term financing goes up for a company rather than the 

long-term financing then, a company would shift from conservative to aggressive policy meaning 

an improved risk level reflected through an increase in costs. So, aggressive financing policy is 

not welcomed because of the increased cost of capital. Recommendations are made as best 

possible for the manufacturing and the service sector industries. However, discussions and 

different viewpoints will keep going on. Thus this researcher tried to prove in the best of his 

knowledge that an inverse relationship holds true between liquidity and profitability.   
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Appendix-1 Descriptive Statistics
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Appendix-2

Correlation

** Correlation is significant at the 0.01 level (2-tailed).

* Correlation is significant at the 0.05 level (2-tailed).
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Appendix-3 Regression Model: Pooled Least Squares Method 

Appendix-4 Regression Model: General Least Squares (Cross Sectional Weights)




