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Abstract 
Working capital management is important part in firm financial management decision. Improper 

management of Working capital, that is, too much or too low working capital may suffer firms, 

so an optimum level of working capital is the key to a smooth inflow of profit. In this paper we 

investigate the relationship between profitability and working capital management. We used a 

sample of 60 textile companies listed at Karachi Stock Exchange (KSE) for the period of 2001-

2006 and the firms observations are 360. The purpose of this study is to establish a relationship 

that is of statistical significant between profitability, the cash conversion cycle and its 

components (Number of days Accounts receivables, Number of days Accounts payables and  

Number of days Inventory). The results of our research showed that there is statistically negative 

significance between profitability, measured through Return on Asset, and the cash conversion 

cycle. Moreover managers can create profits for their companies by handling correctly the cash 

conversion cycle and keeping Number of days Accounts receivables, Number of days Accounts 

payables and Number of days Inventory to an optimum level. 

Keywords: Working Capital Management ; Profitability: Evidance From Pakistan Firms 
 

 

INTRODUCTION 
Working capital management is important part in firm financial management decision. 

Working Capital refers to a company’s Current Assets. Current Assets are Cash and Equivalents, 

Accounts Receivable, and Inventory. Working Capital Management is applying Investment and 

Financing Decisions to Current Assets. Working capital management is a very important 

component of corporate finance because it directly affects the liquidity and profitability of the 
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firm (Rehman & Nasr 2007).  Referring to theory of risk and return, investment with more risk 

will result to more return. Thus, firms with high liquidity of working capital may have low risk 

then low profitability. Conversely, firm that has low liquidity of working capital, facing high risk 

results to high profitability. The issue here is in managing working capital, firm must take into 

consideration all the items in both accounts and try to balance the risk and return. 
 
An optimal working capital management is expected to contribute positively to the 

creation of firm value. To reach optimal working capital management firm manager should 

control the trade off between Liquidity (Ability to pay bills, keep sales coming in, keep 

customers happy, play it safe ) and Profitability (Size of earnings after taxes) accurately. 

Working capital management is the lifeblood of business and every manager's primary task is to 

help keep it flowing and to use the cash flow to generate profits.  Working capital in business is 

considered as lifeblood in human body (Reddy & Patkar 2004).  
 

Creditors are a vital part of effective cash management and should be managed carefully 

to enhance the cash position. There is an old saying in business that if you can buy well then you 

can sell well. Management of your creditors and suppliers is just as important as the management 

of your debtors. Slow payment can be inexpensive and flexible source of financing but it can 

cost the firm when discount is offered for an early payment and may create ill-feeling that can 

signal that your company is inefficient or in trouble. Large inventory and a generous trade credit 

policy may lead to high sales. Large inventory reduces the risk of a stock-out. Trade credit may 

stimulate sales because it allows customer to assess product quality before paying (long, Maltiz 

and Ravid, 1993 and Deloof and Jegers, 1996) on the other hand, late payment of invoices can be 

very costly if the firm is offered a discount for early payment.  
 

In traditional view of relationship between cash conversion cycle (as measure of working 

capital management) and profitability is ceteris paribus. The shorter firm cash conversion cycle, 

the better a firm profitability. This shows that less of time a dollar tied up in current asset and 

less external financing. While, the longer cash conversion cycle will hurt firm’s probability. The 

reason is that firm having low liquidity that would affect firm’s risk. However, if firm has higher 
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level of account receivable due to the generous trade credit policy it would result to longer cash 

conversion cycle. In this case, the longer cash conversion cycle will increase profitability. Thus, 

the traditional view cannot be applied to all circumstances. 
 

The corporate finance literature has traditionally focused on the study of long-term 

financial decisions, particularly investments, capital structure, dividends or company valuation 

decisions. However, short-term assets and liabilities are important components of total assets and 

needs to be carefully analyzed. The current study investigate the relationship between working 

capital management and firm profitability of Pakistani Textile Industry by taking a sample of 60 

textile companies for the period of six years from 2001 to 2006. The present study is expected to 

contribute to better understand firm related factors that shape up the working capital 

requirements of firms especially in the emerging markets like Pakistan. 

LITERATURE REVIEW 
Working capital management is an important issue from the corporate perspective, that’s 

why many researchers from different areas study it with different views and in different 

environments. Available literatures related to this study are as below. 
(Deloof M. 2003) discussed that most firms had a large amount of cash invested in 

working capital. It can therefore be expected that the way in which working capital is managed 

will have a significant impact on profitability of those firms. Using correlation and regression 

tests he found a significant negative relationship between gross operating income and the number 

of days accounts receivable, inventories and accounts payable of Belgian firms. On basis of these 

results he suggested that managers could create value for their shareholders by reducing the 

number of days’ accounts receivable and inventories to a reasonable minimum. The negative 

relationship between accounts payable and profitability is consistent with the view that less 

profitable firms wait longer to pay their bills. 

 
Raheman A and Nasr M. (2007) elucidated that Most of the Pakistani firms have large 

amounts of cash invested in working capital. It can therefore be expected that the way in which 

working capital is managed will have a significant impact on profitability of those firms. They  

have found a significant negative relationship between net operating profitability and the average 
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collection period, inventory turnover in days, average payment period and cash conversion cycle 

using panel data regression analysis of cross-sectional and time series data for a sample of 

Pakistani firms listed on Karachi Stock Exchange. These results suggest that managers can create 

value for their shareholders by reducing the number of days accounts receivable and inventories 

to a reasonable minimum. The negative relationship between accounts payable and profitability 

is consistent with the view that less profitable firms wait longer to pay their bills. 

 
Working capital management is particularly important in the case of small and medium-

sized companies. Most of these companies’ assets are in the form of current assets. Also, current 

liabilities are one of their main sources of external finance. The objective of the research was to 

provide empirical evidence about the effects of working capital management on the profitability 

using Descriptive Statistics, Correlation Matrix, Mean Values by ROA Quartiles & Effect of 

Working Capital Management on ROA of a sample of 8,872 covering the period 1996-2002 

(Teruel PJG and Solano PM. 2007). 

 
(Lazaridis I and D Tryfonidis. 2006) observed a negative relationship between 

profitability (measured through gross operating profit) and the cash conversion cycle which was 

used as a measure of working capital management efficacy. It seems that operational profitability 

dictates how managers or owners will act in terms of managing the working capital of the firm. 

The data collected were from listed firms in the Athens Stock Exchange Market using a sample 

of about 300 firms which narrowed down to 131companies for a period of 2001-2004 using 

regression analysis and Descriptive stastics. Managers can create profits for their companies by 

handling correctly the cash conversion cycle and keeping each different component (accounts 

receivables, accounts payables, inventory) to an optimum level. 

 

Afza T and MS Nazir (2008) investigated the relationship between the 

aggressive/conservative working capital policies for seventeen industrial groups and a large 

sample of 263 public limited companies listed at Karachi Stock Exchange for a period of 1998-

2003. Using ANOVA and LSD test, the study found significant differences among their working 

capital investment and financing policies across different industries. Moreover, rank order 
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correlation confirmed that these significant differences were remarkably stable over the period of 

six years of study. Finally, ordinary least regression analysis found a negative relationship 

between the profitability measures of firms and degree of aggressiveness of working capital 

investment and financing policies. 

RESEARCH DESIGN: 
Sample and Data 
 

Population of the study is all textile firms listed at Karachi Stock Exchange. There are 

three categorization of whole textile industry at Karachi stock exchange. In the textile spinning, 

textile weaving and textile composite there are 105, 18 and 66 companies respectively. So our 

total population contains 189 overall textile firms. The data has been collected from the database 

provided by Karachi Stock exchange, which includes financial statements and annual reports 

regarding listed public limited companies. We selected 6o large and well-known textile 

companies listed at Karachi stock Exchange for a period of six years from 2001 – 2006 from 

whole textile industry as a sample of convenience. These are those firms which represent the 

overall industry. The purpose of this research is to contribute towards a very important aspect of 

financial management known as working capital management with reference to Pakistani textile 

industry.  

Variables 
 

This study undertakes the issue of identifying key variables that influence working capital 

management of Pakistani textile firms. Choice of the variables is influenced by the previous 

studies on working capital management. All the variables stated below have been used to test the 

hypotheses of our study. 

 

We used the Return on Assets (ROA) as the dependent variable. We defined this variable 

as the ratio of earnings before interest and tax (EBIT) to assets. Number of days Account 

receivable has been used as proxy for the Collection Policy is an independent variable. It is 

calculated by dividing account receivable by sales and multiplying the result by 365 (number of 

days in a year). Number of days Inventory has been used as proxy for the Inventory Policy is 

also an independent variable. It is calculated by dividing inventory by cost of goods sold and 
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multiplying with 365 days. Number of days Account payable has been used as proxy for the 

Payment Policy is also an independent variable. It is calculated by dividing accounts payable by 

purchases and multiplying the result by 365. The Cash Conversion Cycle (CCC) used as a 

comprehensive measure of working capital management is another independent variable, and is 

measured by (Number of days Account receivable + Number of days Inventory - Number of 

days Account payable). 

 
Conceptual Framework 

 

  Independent Variables                                                                        Dependent Variable 

        
 

                                                                                                            

Hypotheses Testing 
 

The study makes a set of testable hypothesis {the Null Hypotheses (H0) versus the 

Alternative ones (H1)} to examine the relationship between working capital management and 

profitability. 

 

No. of days A/R 
  
No. of days Inventory 
  
No. of days A/P 
  
Cash Conversion Cycle 
 
 
 
 

 
 
Profitability 
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H01: There is no significant effect of Number of days Account receivable on the 

        profitability of Textile industry. 

H11: There is a significant effect of Number of days Account receivable on the 

        profitability of Textile industry 

 

H02: There is no significant effect of Number of days Account payable on the profitability  

       of Textile industry. 

H12: There is a significant effect of Number of days Account payable on the profitability  

        of Textile industry. 

 

H03: There is no significant effect of Number of days Inventory on the profitability of  

        Textile industry. 

H13: There is a significant effect of Number of days Inventory on the profitability of  

        Textile industry. 

 

H04: There is no significant effect of CCC on the profitability of Textile industry. 

H14: There is a significant effect of CCC on the profitability of Textile industry. 

 

Data Analysis and findings 
 

In the following tables, we have analyzed the data by using Pearson
 
correlation, Model 

Summary and ANOVA. The first four tables shows the Pearson correlation at the significance of 

0.05 level (2-tailed) for each independent variable (Cash Conversion Cycle and its components) 

and dependent variable (ROA) individually, means Bivariate analysis . In the fifth table Model 

Summary and ANOVA has been used to check the regression and significance of all variables 

used in the study. 

 

 

Table 1 shows Pearson correlation results between the Numbers of days Account 

receivable and ROA. The result of correlation analysis shows a negative coefficient – 0.118, with 
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p-value of (0.025) where N is the number of observations. Results show significant and negative 

relationship between ROA and Numbers of days Account receivable. It indicates that the result is 

highly significant at ά. = 5%, and that if the Numbers of days Account receivable increases one 

time it will have a negative impact of – 0.118 on the profitability and it will result in a decrease 

in profitability. 

 

Table 1 

Correlations 

  
Return On Assets 

Average Collection 

Period 

Pearson Correlation 1 -.118* 

Sig. (2-tailed)  .025 

Return On Assets 

N 360 360 

Pearson Correlation -.118* 1 

 

Sig. (2-tailed) .025
 

Number of days Account 

Receivable 

N 360 360 

*. Correlation is significant at the 0.05 level (2-tailed). 
 

 

Table 2 shows Pearson Correlation results between the payable turnover in days or 

Numbers of days Account Payable and profitability which also indicate the same trend. Here 

again, the coefficient is negative and highly significant. The coefficient is - 0.067 and the p value 

is (0.035). Results show significant and negative relationship between ROA and Numbers of 

days Account Payable. It is relevant with the idea that the less profitable firms wait longer to pay 

their bills. 
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                                                             Table 2 

Correlations 

  
Return On Assets 

Average Payment 

Period 

Pearson Correlation 1 -.067* 

Sig. (2-tailed)  .035 

Return On Assets 

N 360 360 

Pearson Correlation -.067* 1 

 

Sig. (2-tailed) .035
 

Numbers of days Account 

Payable 

N 360 360 

*. Correlation is significant at the 0.05 level (2-tailed). 
 

 

 

Table 3 shows Pearson Correlation results between inventory turnover in days or 

Numbers of days Inventory and the ROA which also indicate the same type of result as in the 

above two tables. The correlation coefficient is – 0.067 and the p value is (0.035). This again 

shows that the result is significant ά. = 5%. Results show significant and negative relationship 

between ROA and Numbers of days Inventory. It also indicates that if the firm takes more time 

in selling inventory, it will adversely affect its profitability. 
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                                                         Table 3 

Correlations 

  
Return On Assets 

Inventory turn over 

in days 

Pearson Correlation 1 -.047* 

Sig. (2-tailed)  .049 

Return On Assets 

N 360 360 

Pearson Correlation -.047* 1 

Sig. (2-tailed) .049  
Numbers of days Inventory 

N 360 360 

*. Correlation is significant at the 0.05 level (2-tailed). 
 

 

Table 4 indicate Pearson Correlation results for the cash conversion cycle which is a 

comprehensive measure of working capital management also has a negative coefficient – 0.065 

and the p value is (0.038) and  significant at ά. = 5%. Results show significant and negative 

relationship between ROA and CCC. It means that if the firm is able to decrease this time period 

known as cash conversion cycle, it can increase its profitability.  

                                                    Table 4 

Correlations 

  
Return On Assets 

Cash Conversion 

Cycle 

Pearson Correlation 1 -.065* 

Sig. (2-tailed)  .038 

Return On Assets 

N 360 360 

Pearson Correlation -.065* 1 

Sig. (2-tailed) .038  
Cash Conversion Cycle 

N 360 360 

*. Correlation is significant at the 0.05 level (2-tailed). 
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By analyzing the results we conclude that if the firm is able to reduce these time periods, 

then the firm is efficient in managing working capital. This efficiency will lead to increasing its 

profitability. 

 

Table 5 shows Model Summary. The adjusted R square, also called the coefficient of 

multiple determinations, is the percent of the variance in the dependent explained uniquely or 

jointly by the independent variables and is 31.5% where R square is 39.9% and R is 63.2%. R 

change is 8%. So 40% impact on profitability is from these variables and other is from variables 

which were not taken in the current study. 

                                                                Table 5 
Model Summaryb 

Model R R Square Adjusted R Square R Change 

1 .632 .399 .315 .08

a. Predictors: (Constant), Cash Conversion Cycle, Number of days Account receivable,  

Number of days Account payable, Number of days Inventory 

b. Dependent Variable: Return On Assets 

 

Table 6 shows ANOVA analysis, which Indicate that the model is best fitted at a highly 

significant level of .000 and it is also proved from the value of F-statistics that is 21.33 which 

shows a significant relationship between Cash Conversion Cycle, Number of days Account 

receivable,  Number of days Account payable, Number of days Inventory and ROA. 

                                                                     Table 6 

ANOVAb 

Model Sum of Squares df Mean Square F Sig. 

Regression 1850.255 3 616.752 21.13 .000a 

Residual 10376.000 356 29.14   
1 

Total 12226.255 359    

a. Predictors: (Constant), Cash Conversion Cycle, Inventory turn over in days, Average Collection Period 

b. Dependent Variable: Return On Assets 
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Conclusion 
Working capital management is important part in firm financial management decision. When 

working capital is managed improperly, allocating more than enough of it will render 

management non-efficient and reduce the benefits of short term investments. On the other hand, 

if working capital is too low, the company may miss a lot of profitable investment opportunities 

or suffer short term liquidity crisis, leading to degradation of company credit, as it cannot 

respond effectively to temporary capital requirements. The current study indicates a negative 

relationship between profitability and the cash conversion cycle, which was used as a measure of 

working capital management efficiency. Therefore it seems that operational profitability dictates 

how managers or owners will act in terms of managing the working capital of the firm. We 

observed that lower profitability is associated with an increase in the number days of accounts 

payables. The above could lead to the conclusion that less profitable firms wait longer to pay 

their bills taking advantage of credit period granted by their suppliers. The negative relationship 

between accounts receivables and firms’ profitability suggests that less profitable firms will 

pursue a decrease of their accounts receivables in an attempt to reduce their cash gap in the cash 

conversion cycle. Likewise the negative relationship between number of days in inventory and 

corporate profitability suggests that in the case of a sudden drop in sales accompanied with a 

mismanagement of inventory will lead to tying up excess capital at the expense of profitable 

operations.  Due to the significant statistical results, we reject our null hypothesis (H01, H02, 

H03, H04) and accept the alternative hypothesis (H11, H12, H13, H14). Therefore managers can 

create profits for their companies by handling correctly the cash conversion cycle and keeping 

each different component (accounts receivables, accounts payables, inventory) to an optimum 

level.  
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