Journal of Poverty, Investment and Development www.iiste.org
ISSN 2422-846X  An International Peer-reviewedrdal S-L,i,l
Vol.18, 2015 IIS E

The Impact of Liquidity Management on Firm Profitability, an
Empirical Analysis of Pakistani Cement Companies Lsted On
Karachi Stock Exchange in Pakistan

Qismat Ullah Khan
Abdul Wali Khan University Mardan, Pakistan

Abstract

In this study investigate the impact of liquidityanagement on firm profitability, an empirical argsy of
Pakistani cement companies listed on Karachi SEbadhange Pakistan for the period of six years 2206t.
The nature of the data is secondary and selectedofranies form the cement sectors of Karachi stock
exchange. This paper was set out to explore thmiagly/ controversial profitability / liquidity trael off theory.
From literature, the controversy as regard theticglahip and impact of liquidity on profitabilitysiyet to be
resolve as divergent finding exist. Our empiricaldstigation using both the correlation and regoasanalysis
reveal that liquidity ratios measure by currenioa@uick ratio and cash ratio sales growth anoh fiize have a
positive and significant relation with ROA while Bteratio has negative relationship with ROA. Regi@s
analysis reveals that current ratio, Quick rat@stcratio and firm size have a minute insignificanpact on
ROA. The implication of liquidity has low degree woffluence on the profitability of cement companias
Pakistan. This only goes to indorse inefficiencyg areffectiveness in the management of liquid asset
Keywords: - Liquidity Management, Firm Profitability and Paeisi Cement Companies.

Background of the study

The Liquidity management importance that it affgutsfitability of corporations in today’s era shduhot be
over emphasized. The crucial part in managing vmgrkiapital is required maintaining its liquidity day-to-day
operation to ensure its smooth running and meetsktigation (Eljelly, 2004). In the success of #iorancial
firms liquidity plays an important role. For fuliihg short term obligation a company should engbes it does
not suffer excess or lack of liquidity. The liquidistudy has a great importance for both externdl iaternal
analysts because it has a very close relation avitlusiness day today operation (Bhunia, Khan ankhiti
2011). To achieve desired balance among liquidity profitability is a dilemma in liquidity managentgNasr
and Raheman, 2007).the need for liquidity of a fdepends on a specific nature of the firm and tlaeeeno
particular rules for liquidity that a company shebuhaintain in such a way that it place a positiffeat on
company’s profitability. Business owners and manadem the whole world has a concern to make a fda
manage their day today activities in order to futiir liabilities when they face a situation whney have to
pay and to increase shareholder wealth and préfitabf company .liquidity management is considifeom
the viewpoint of working capital management as nodsatios used for determining company profitapire a
purpose of the constituents of working capital.

Liquidity and liquidity management are consideredat prodigious level the profitability and develogmh of
cement companies. Because imbalance liquidity dessxceed are danger to the smooth operation ofirtine
(Janglani and Sandhar, 2013).Non-financial comgaaie no exemption to this problem of extra ligtyidir
scarce liquidity and they have to keep an optimewell of liquidity as they chase their objectivepobfitability.

In corporate finance working capital managementesy important component because it sprightly éffex
company liquidity and profitability.it compacts Wwiturrent liabilities and current assets. (Nasr Ratieman,
2007). Financial profitability and liquidity haveqeally important and main companies activities nmay
properly work if we ignore liquidity and profitally (Ajanthan, 2013). The growing of a businessafinial
liquidity may inversely affect profitability of acenpany. If a firm have too much liquidity so it Wihversely
effect profitability of that company.to run a busés in such a way that there should be smooth iifoits
activities should have a proper working capital athtan be define as current assets less currdnilitiés.
Working capital management has liquidity and padfility implications (Bhunia et al., 2011).a companain
objective is to maximize shareholder wealth anddase profitability. While performing day to daytiaities
there is a need of balance between liquidity amofitpbility to ensure smooth running and to fulftthe
obligations of the company (Eljelly, 2004). Liquigientails meeting obligations as they fall due atriking a
balance between the current assets and currenlitiésb For a match between short term assetsliabdities,
proper working capital management practices redoitge embraced through shortening of the casharsion
cycle. This will ensure sufficient liquidity levethich guards an enterprise from external fundingctvitomes
at a cost (Oduol, 2011). A company having liquiddakes benefits of investments available to thepamyg. It
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can also enjoy cash discount and lower interesiggsges on borrowings.

Jensen (1986) has observed that companies arsestreten they have low liquidity and have negatreeking
capital. Corporations discover themselves in aatibtn when on due date they are unable to pay their
obligations. Cement companies must insure thatttieat have a balance level Of liquidity even a tetgu have
not imposed a regulation to maintain a specifielef liquidity. The final and eventual objectivé tbe firm is

to increase profit level but keeping liquidity i@ an important objective .the main issue is thakimizing
profit at the charge of liquidity can bring to tfien serious problems their fore there must be larz between
liquidity and profitability of the firms. One objaee should not be at the charge of other becaose faving
impotence. If we ignore profit we cannot live aliethe market for more but if we do not cautioroabthe
liquidity we cannot pay our obligation which leatts insolvency and bankruptcy. Therefore cement girm
liquidity management should be given a proper #itianand will finally effect profitability of compay.
Eichengreen and Gibson (2001) studied that low|l®fefunds invested in liquid investment will resul
maximum profitability .so finally liquidity is comdered an important cause of profitability for ceme
companies.

Liquidity

Dalgaard (2009) describes Liquidity as the degoestich an asset or security can be bought oriadite
market without affecting the asset's price. Hehiairtexplains that a liquid asset is characterized bigh level
of trading activity and plays a vital role in thenttioning of financial markets. Markets are liqwltlen those
who have assets holdings can sell them at priggsithnot involve considerable losses so as tothaifinance
they need to fulfill other commitments (Amihud, 290

According to Mahavidyalaya, Niranjan and Suvara®dl(® the term liquidity refers to the capabilityafirm to
meet short term financial obligations [that is @umitrLiabilities (CL) by converting the short terrssats (that is
Current Assets (CA)) into cash without sufferingydass. The liquidity of a firm actually depends the
effective management of the composition of CA vigsaCL. A business enterprise making no profit nieey
considered as sick but one having no liquidity wdle soon. As a matter of fact, liquidity is a nesay
condition (or a pre-requisite) for the very survisha nonfinancial company. The liquidity positiofia firm is
generally analyzed with the help of some importatios computed on the basis of different constitsieof
working capital either in isolation or in aggregate both. The ratios reflecting the liquidity pasit of a
company as identified by Mahavidyalaya et al. (3Gh6ludes the Current Ratios (CR): It is the ratfaurrent
assets to current liabilities; Quick Ratio (QR) ¢idh Test Ratio: It is the ratio of quick assetsQGarrent
liabilities; Absolute Liquid Ratio/ cash ratio: @aand near cash is the most liquid asset. Absdiyae ratio is
more accurate test of liquidity than current ratia liquid ratio (Bhunia et al., 2011) and the C&simversion
Cycle (CCC). The cash conversion cycle is used esngprehensive measure of working capital managemen
(WCM). The cash conversion cycle is simply (humbiedays accounts receivable + number of days irorgnt
number of days accounts payable). Number of dagsusts receivable is calculated as (accounts rabksvx
365) / sales. Number of days inventories is (inegas x 365) / cost of sales. Number of days actsopayable
is (accounts payable x 365) / purchases. Nasemribiels and Hadeya (2013) in the study of factorsiémicing
corporate working capital management concludedshatt CCC is expected to result in positive opegatash
flows; this gives indication about working capitaknagement, companies with short CCC tend to hawe m
cash flows than companies with long CCC implyingttbompanies reporting high operating cash flowseha
high net liquid balance. The management of workiagital affects the liquidity and the profitabilitf the
corporate firm and consequently its net worth (8mit980). Working capital management therefore ains
maintaining a balance between liquidity and proiitey while conducting the day to day operatioridasiness
concern. Inefficient working capital management oy reduces the profitability of business butoals
ultimately lead to financial crisis (Chowdhury aAdin, 2007). A company’s ability to sustain its shterm
debt-paying ability is important to all users afdncial statements. If the company cannot keepgtierm debt-
paying ability, nor will it be able to satisfy itockholders. Even a very profitable company witidf itself
bankrupt if it fails to meet its obligations to stiterm creditors. The ability to pay current ohbligns when they
fall due is also related to the cash-generatindjtalof the company. Analyzing the short-term debtying
ability of the company, reveal a close relationshigtween the current assets and the current tiabili
Generally, the current liabilities will be paid Wwitash generated from the current assets. Thetabilifly of the
firm does not determine the short-term debt-payafgity. In other words, using accrual accountirle
company may report very high profits but may notehaghe ability to pay its current bills becausdaitks
available funds. If the entity reports a loss, &ynstill be able to pay short-term obligations (EinWarrand and
Omari, 2013). The aim of this study is to establigtether there is any relationship between a comfiguidity
and profitability of the nonfinancial companieddid in the Nairobi securities exchange.
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Profitability

Every business is most concerned with its profitgbiProfitability is the ability to make profitrébm all the
business activities of an enterprise. It shows kdficiently the management can make profit by usitighe
resources available in the market. One of the fnequently used tools of measuring profitabilitypi®fitability
ratios. Profitability ratios show a company's olleefficiency and effectiveness. Profitability islated to the
goal of shareholders of wealth maximization, angegtiment in current assets is made only if an dabép
return is obtained. While liquidity is needed foc@mpany to continue business, a company may chodseld
more cash than needed for operational or transeadtimeeds or for precautionary or speculative nesasid there
will be an unjustifiable over investment in curressets then this would negatively affect the oditesturn on
assets (vishnani and shah, 2007). Managers of mandial companies must ensure maximum return fioen t
investments of their principal and therefore muséuge they invest resources in high yielding vesgusther
than holding excess investments in current assetanglani and Sandhar (2013) identified the foltayvi
Measures of corporate profitability; two major tgpaf profitability ratios are computed: profitabylin relation

to sales and profitability in relation to investrhe@ross profit margins (GPM), net operating margiioM),
return on assets (ROA), return on equity (ROE), ratdrn on capital employed (ROCE) are the mainsuess
of profitability. Therefore, profit is an absoluteeasure and profitability is a relative measureftitiency of the
operations of an enterprise. Nonfinancial companiest earn profit to survive and grow over a loegiqd of
time. Profits are essential, but all managemenisitet should not be profit centered at the expesfsthe
concerns for customers, employees, suppliers dalsoonsequences. The profitability ratios are alalied to
measure the operating efficiency of the company.

According to Janglani and Sandhar (2013) ReturnAesets (ROA) expresses the net income earned by a
company as a percentage of the total assets aeaftabuse by that company. ROA measures managésnent
ability to earn a return on the firm’s resourcess@s). The income amount used in this computaigmcome
before the deduction of finance costs, since firatmst is the return to creditors for the resoutbes they
provide to the company. The resulting adjusted ime@mount is thereby the income before any digtahuo
those who provided funds to the company. ROA is alsmputed on a pretax basis using EBIT as thermretu
measure. This results in a ROA measure that isfectafl by differences in a firm’s tax position asliwas
financing policy, ROA is computed by dividing eargs before interest and tax by total asset.

Liquidity and Profitability Relationship

A company must preserve adequate amount of ligutditmeet its daily obligations but liquidity in @ss of
what is adequately required by the company to firaits operations may be counter-productive. Theidity
requirement of firms differs depending on the amnstances of the company (Pandy, 2005). Theorsaticall
company requires preserving a liquidity level timtot detrimental to its profitability. Empiricavidence
shows a negative correlation between liquidity prafitability but a company cannot operate withazlquidity
in order to maximize its profits. This relationslégpdepicted using figure 1.1; liquidity increasads to increase
in profitability (point A to B) up to a certain ptiwhere any further increase in liquidity; proffitity remains
constant (point B to C) beyond this point any fartincrease in liquidity will lead to decrease moffiability
(point C to D).

Figure 1.1 Relationship between Hguidity and profitability
&
Profitabahity

v

Licpuiciry

Source: Mahavidvalaya et al (2010)
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Research question

Liquidity and profitability have a high degree efationship with each other. Allot of research wiwlavailable
about this relationship but the selected sectorceeent sector has not been given much considerbéfore
this in Pakistan. So literature about this seddess in Pakistani context. Liquidity managementary crucial
part of business activities of any company. Fordbment sector liquidity management is also vergarant
.So the question of this research is

> Does liquidity have any impact on profitability cément sector firms of Pakistan?
> What kind of relation liquidity and profitabilityave?

Research Objectives

> To find the relationship among liquidity and ptability.

> To analyze the effect of liquidity on profitabylit

Significance of the study

The purpose of the study is to identify the impattiquidity on profitability and their relationghiof the
nonfinancial cement companies listed in the Karatioick exchange. In business cash is an importéamg,t
without cash company cannot survive and to takeuaidge of business opportunities, it's necessamyaimtain
liquidity position to overcome the difficulties. €hworking capital management plays an importarg fok
success or failure of firm because of its effecfiom’s profitability as well as on liquidity. Thstudy will enable
the managers to establish optimal liquidity levatal adopt better working capital management palicidne
research will enable the policy makers to devisaddrds in establishing an appropriate level afididy for
firms and come up with more effective methods ofaming liquidity levels of a company. The studylwilso
enable the investors to know the kind of informatio be disclosed by firms on the financial statet®eas
relates to liquidity and profitability. Finally, ¢hstudy will be of importance to academics and lsgho The
study will add to the existing body of knowledgetbe liquidity and how liquidity impact on profitdity. This
study makes recommendations that will be of sigaifce to those who may wish to carry out furthediss in
the area. The study also provides a base for furdsmarch especially in the areas of liquiditye Bludy is also
of importance to the management of companies aswilebe able to use the information as a basenfaking
decisions, understand its importance and obseev&réhnd of the impact of liquidity on profitability

Limitation of the study

> This study faces the following limitations:

> The primary limitation to the current study is thek of time.

> Due to lack of time only 18 non-financial cemenimpaanies of the 20-non financial cement sectors
listed at Karachi stock exchange are being analyzed

> Liquidity has been based on three variables s@thrr some other factors that affect profitability

Review of Literature

The Literature Review is actually a Research Joumigich means an evaluation of the body of a Rebetirat
addresses a Research Question and the aim oftémature Review is to identify that what is knovegarding
the Area of the Research. And remember! That LtiieeaReview is an Iterative process-which is base8-key
points like: Refine, Rethink and Rework. As well the Literature Review is comprised on 5-stages: IiK)
Research Question framing, 2) Searching the retehiterature, 3) Managing the Search results-whigans
three tasks are includes like: Collecting, Orgargziand Citing, 4) Synthesizing-which means to cioelwo or
more elements to make a new Whole where the Elemmaaans Findings and New whole means Conclusions
the key aim is to draw the Conclusions regardirggEindings in the Literature. 5) Write which idwadly an
evaluation of the Literature the purpose is to lihk Conclusions regarding how the Literature askke the
Research Question. And ultimately a well-writtetetature Review reflects a Scholarly Accomplishment

Introduction

This section provides information from studies opits related to the research problem. It examimieat
various scholars and authors have said about thegoreship between liquidity and company’s profitap. The
chapter is divided into four main areas: theorétieamiew, determinants of profitability, empiricedview and
summary of literature review.

Theoretical Review

Theories are analytical tools for understandingla&ring, and making predictions about a given scbinatter.
There are various theories with regard to liquiditgnagement and profitability as discussed below.
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Keynesian Theory of Money

Keynes (1936) in his study “The general Theory wpkyment, interest and money” identified threesoes
why liquidity is important, the speculative motiviéhe precautions motive and the transaction mofivee
speculative motive is the need to hold cash tolide @ take advantage of, for example, bargaintmse, and
favorable exchange rate fluctuations in the cadatefnational firms. For most firms, reserve bavirtg ability
and marketable securities can be used to satigfguigtive motives. Precautionary motive is the nfmda
safety supply to act as a financial reserve. Omyzgna there is probably a precautionary motive liguidity.
However, given that the value of money market insgnts is relatively certain and that instrumentshsas
Treasury bills are extremely liquid; there is nalreeed to hold substantial amount of cash for qaréanary
purpose. The transaction motive is the need to lksash on hand to pay bills. Transactions relatedifneome
from collection activities of the firm. The disbarsent of cash includes the payment of wages aades| trade
debts, taxes and dividends. Therefore there is farea firm to be liquid in order to meet the thmeeeds. The
implication of this theory is that a company net@saintain a level of liquidity which may have iawgi on its
profitability.

Trade off Theory of Liquidity

Under perfect capital market assumptions holdirghazeither creates nor destroys value. The firmatamays
raise funds from capital markets when funds areleggethere are no transaction costs in raisingethesds, and
the funds can always be raised at a fair price usecthe capital markets are assumed to be fulbynméd about
the prospects of the firm. The trade-off theorygesis that firms target an optimal level of ligtydio balance
the benefit and cost of holding cash. The costabdihg cash includes low rate of return of thessetssbecause
of liquidity premium and possibly tax disadvantagbe benefits of holding cash are in twofold: First firms
save transaction costs to raise funds and do rat feliquidate assets to make payments. Secohelfirim can
use liquid assets to finance its activities andestient if other sources of funding are not avéelaly are
extremely expensive. As theory, the use of tradenoflel cannot be ignored, as it explains thamgiwith high
leverage attracts high cost of servicing the dabteby affecting its profitability and it becomei§fidult for
them to raise funds through other sources (JeiS886).

Miller and Orr's Cash Management Model

Miller and Orr (1966) came up with another modecath management. As per the Miller and Orr's madel
cash Management the companies let their cash malaove within two limits the upper limit and themer
limit. The companies buy and sell the marketabtaigges only if the cash balance is equal to ang of these.
The model rectified some of the deficiencies of Baumol model by accommodating a fluctuating cdstv f
situation stream that can either be inflow or awtfl The Miller-Orr's model has an upper limit amveer limit
as shown in the figure 2.1 below:

Figure 2.1 Miller and Orr's Cash Management Model
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Balance
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Source: Waweru (2011)
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The Modern Quantity Theory

Friedman (1956) restated the quantity theory of eypa theory of demand for money and this “moderangjty
theory” has become the basis of news put forwardhbyetarists. In this theory, money is seen asguostof a
number of ways in which wealth can be held, aloiity) &l kinds of financial asset, consumer durabtesperty
and human wealth. According to Friedman, moneyaasnvenience yield in the sense that its holdanges
time and effort in carrying transactions. Holdingaith in terms of excess cash does not increaselsiiders
wealth rather it erodes because it loses purchamiagr thereby impacting on profitability negativel

Baumol Inventory Model

Baumol (1952) developed the inventory model to meige the amount of cash an entity should hold. The
Baumol model is based on the Economic Order QuefEi®Q). The objective is to determine the optitaaet
cash balance. Baumol made the following assumptionkis model; The firm is able to forecast its ftas
requirements with certainty and receive a speeifiount at regular intervals; The firm’s cash paymmemcur
uniformly over a period of time that is; a steadyerof cash outflows; the opportunity cost of hafdcash is
known and does not change over time; cash holdinggr an opportunity cost in the form of opportynit
foregone; the firm will incur the same transactamst whenever it converts securities to cash. irhitattions of
the Baumol model are as follows; assumes a consligbursement rate; in reality cash outflows ocatr
different times, different due dates; assumes rsh caceipts during the projected period, obviowsgh is
coming in and out on a frequent basis; no safetgksis allowed for, reason being it only takes arshmount of
time to sell marketable securities. This theoryréfa@re requires a target cash balance to be maedady the
company; this may impact negatively on the compapyobfitability because of holding idle cash.

Determinants of Profitability

Profit is the most important financial measure tosmbusinesses. In order to survive and succeed in
competitive market firms must focus on maximizingfii, or they will eventually be driven out of boess
(Dutta and Radner, 1999). Jovanovic (1982) suppbitsclaim by saying that only efficient firms gt the
market, and that less productive firms will evetijuaxit the market. Many companies are thus very
understandably interested in what factors influgmodits. The existing literature on firm profiteipt to several
key determinants of profits as discussed below.

Liquidity

Mahavidyalaya et al. (2010) observed that firm'sfpability is highly influenced by different liqdity ratios

taken as the explanatory variables. Different comemts of working capital influence profitabilityfiéirently.

Therefore the change of composition of working tapshould be analyzed to get a clear picture alloait
corresponding change in the profitability of a firBolek (2013) argues that connected to the liquidivorking

capital is a very important element of a compangiiicial management since it affects the profitgbiihnked to

a level of risk. Moreover it can be assumed thatrttore the liquid the company is, the lower riskssociated
with such an entity and moreover the more liquid tompany, the less profitable it is. This suggéisé

profitability decreases with increase in liquidityhere is need to balance working capital positidénthe

business enterprise in order to maintain adequmigdity, minimize risks and raise profitabilitygdglani and
Sandhar, 2013).

Productivity

Stierwald (2010) documented that productivity isasured as the degree of cost-efficiency in the yrtian
process. There are a number of reasons why somes fiperate more cost-efficiently than others. Ratken
factors are lower average costs of productiongbejtiality of products and services or higher outpuantities
produced with fewer inputs. Higher productivity éd& can also be the result of strategic managenoredie to
employing state-of-the-art technologies or a higtkifled workforce. Stierwald (2010) further argubat there
is another way of interpreting the positive linkleen productivity and profitability. It could blkat the level of
productivity is the result of firmisinnovative activity. The rationale behind it istinvestments into research
and development (R&D) raise the probabilities afaducing product, process or organizational intiova
which, if successful, lead to increases in profitgh

Firm Size

Stierwald (2010) found positive and significant graeter estimate for firm size. The study shows bhigger
firms are more profitable than smaller firms. Theesf a firm significantly enhances its performanStierwald
(2010) suggested a possible reason is that larges fexploit scale economies and benefit from ecoesrof
scope. An alternative interpretation is that lafigas can access capital at lower costs than Sfinals.
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Leverage

The results of the study by Bothwell, Cooley andlH&984) indicate that higher leveraged firms wit
relatively high liabilities) are more profitablevillently, the more extensively firms use debtsha&sgource of
financing the higher its profits. An explanatiomdae that more profitable firms have had easieesxto debt
financing and do not need to rely exclusively omiggcapital. Alternatively, it could be argued thagher
leveraged firms bear greater risks of bankruptayreed to compensate stakeholders with highertprofi

Empirical Review

This section gives evidence of what other reseaschave observed and the findings in their studtirey to
the relationship between liquidity and profitalyiliEmpirical evidence is the record of one's ditservations
or experiences which has been analyzed quantikativequalitatively.

Liquidity management is a very important sourcepuaffitability of a company. Many researchers haslisd
allot on this topic and concluded that efficientmagement of working capital lead to a firm profitiéyp. Some
of them has worked on the relationship of liquidityd firm profitability and showed that these fastbave
negative relation while some of them say that giationship is positive in long and medium run.

Profitability and liquidity relationship nature mde differ a lot of study have been conducted armdtnof
studies conclude that there is negative relatignblitween liquidity and profitability. These resultave been
tested by (Deloop 2003 ) for the impact of liqudiin profitability he has used cash conversioncley
(Samiloglu and Demirgunes 2008) has also found thegaelationship by using inventory conversionipér
,cash conversion period and employed account ralki\conversion period.

(Chatterjee Saswata Chatterjee) explained fixedtasgl current assets impact on organization éffsetss. He
found direct relationship between liquidity and fitedility. There are also findings in the businesshat with
increase of profit margin suffer losses due tord¢wiin the number of working capital in relatiortlwhet sales.
When the companies’ liquidity becomes high with imgement, then working capital will increase. Fishould
decrease its sales volume then the profitability etiange as a result. He selected 30 UK firmgdish London
Stock Exchange. Data from 2006 to 2008 was tak#tuence of working capital on profitability wasusied.
He used acid test ratio, current ratio, cash caiwercycle, payments in days, turnover of inventapd
collection period on total operating income of UKafs.

Smith (1980) argued from his study conducted pabfiity and liquidity relationship and suggest thairking
capital management has a positive effect on conipapyofitability and on risk and from the studycan be
achieved that financial strength can be boostssingueffective working capital management.

Soenen (1993) performed an analytical study on id8sfand analyzed working capital management and it
relation with firm performance and suggested thakt trade cycle length increases so it negatiedfigcts the
return on investment.

Marques and Braga (1995) investigate the liquidityl profitability relationship by taking a sampléfood
companies .Blatt (2001) also found in his studyt thanegative relationship exists between liquidityd
profitability he used a dynamic model and profitiyni

Chandra (2001)say in his paper that a high levéigofdity is a sign of financial strength but othesearchers
like AssafNeto (2003) explore that high liquiditseaalso non-desirable just kike low liquidity besawsually
current assets are less beneficial as comparedd fssets simply meaning that money that have ibeested
in fixed assets generate high profit other tharresurassets and this represent opportunity costathount
employed in current assets make maintenance cdatamally and this reduce company profitability

A study of Abuzar and Eljelly (2004) conducted ¢we ttompanies listed on KSA stock exchange shows the
relationship between liquidity and profitability bysing different ratios that there is a highly nega
relationship between a company liquidity and pattility .the association is more obvious compamigh high
current ratios and cash conversion cycle for lang And on the level of industry the study showet ttash gap
or cash conversion cycle is having much importataceneasure the firm liquidity than current ratio igéh
influences profitability

Filbeck and Krueger (2005) has explored the impmeaof working capital management by studding and
analyzing the working capital policies of 32 nondicial US companies, in their result the significa
differences exist between these firms in workingitzd practices and among these industries thepéata
practices significantly varies.

Lazaridis and Tryfonidis (2006) studied the workiogpital management and profitability relationshuip
companies registered on Athens stock exchangeslitrthey showed that there is a significant ietabetween
these two. They measured profitability by cash eosion cycle and gross operating profit. And furthere
managers can make profit by handling the compor@nirking capital at optimal level.

Vishnani and Shah (2007) they studied the relatipnbetween liquidity and profitability .the stusyas based
on Indian consumer electronic industry .from thedgtthey concluded that profitability had no redaghip with
overall industry liquidity but most of the compasieelated to this industry showed positive relattdp for both
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liquidity and profitability.

Chakraborty (2008) studied the association betwwefitability and working capital of Indian pharneadical
companies. About this issue there were two diffesehools of thinking, according to one of themt tarking
capital and profitability has a negative relatiagpsiind working capital is not a key factor whiclgéeprove the
profitability. The other argues that working capitavestment improves the firm profitability andwdevel of
investment in working capital reduces output arld.da actual fact, the insufficiency of workingpstal would
keep fixed asset out of action.

Singh (2008) extracted from his study that the r@uand size of inventory straight influence workioapital
and its management. He further say that inventerg key factor of working capital and should betauled
properly and accordingly.

Sing and Pandey (2008) pointed out from his stustydacted on hind-Alco Industry Ltd India that wordi
capital management is very crucial because it kdepst effect on profitability of this company.

It was analyzed by (Dong 2010) that that workingitzd has an effect on firm liquidity and on potahprofits.
The data was taken from Vietnam stock exchangaherperiod 2006 to 2008. His key variables weréhcas
conversion, profitability other elements relatedhese and its mutual relationship. In his findiitgs stated that
the relation between them is strong negative. lamsethat profits decreases when increase in casrerion
cycle occurs. It is also in his findings that deelin the days of account receivables and inventdlyjincrease
profitability by that extent.

BintiMohamad and MohdSaad (2010) conducted studyl % companies of Malaysia. They assess different
working capital component influence on a firm’s ketrvalue and profitability. The study was conddote the
base of five years data between 2003 and 200 #eliffevorking capital components like debt ratio jDFash
Conversion Cycle (CCC) current liabilities to toteset ratio (CLTAR) current asset total assed (ZATAR)
current ratio (CR).TO find the effect on financgdrformance by these working capital componentyg trsed
ratios like return on capital (ROIC) Tobin's Q (T@d return on asset. After doing this they extthetresult
by using correlations and multiple regression asialand argued that there is a negative relatipnahiong
components of working capital and company’s pertonoe.

Ajanthan (2013) studied the liquidity and profititigirelationship of Sarilinka trading companie® tstudy was
about eight listed companies in sarilinka stockhexage and the duration was five years between 2008
2012.he used regression and co relational and igtgerstatistical analysis in his study and fouhdt that
among profitability and liquidity has a significarlationship.

Research Methodology

All research work has its individual methodologieso we give in details the methodologies of our
investigation work in this part of research. Thigstion describes the research methodology to bvedd for
data collection and after that analyzing it througtiifferent statistical tools. Includes the topics this study,
Research Design, sources of data, data collectiogtmd, sample size of research, Hypothesis Devealent,
Conceptualization Model, Specification of Variablesd proxies for Measurement, Regression Model, flafs
Significance and , measurement of variables, andadysis techniques.

Research Design

Research design is the process for assemblagexandr&ation of data in a way that targets to poaisemuence

of the research purpose with economy during rekeprocess. The study embraced a descriptive rdsearc
design. A descriptive research design enableseg®archer to meaningfully describe a distributibeoores or
measurements using various statistics (Mugendahvaugenda, 2003). Descriptive design provides theegdn
overview giving some valuable pointers as to whatiables are worth testing quantitatively. This was
appropriate since it offered the researcher doehlnces of detecting and analyzing the past dati@outi
prejudice (Waweru, 2011).

Sources of Data

The current study uses the Panel data-which agtabdlws us for Multiple-variables and multiple #atorizons

for the purpose of to draw a right picture betw&ssponse and Explanatory Variables. And for theeor
study uses a time-horizon from (2006-2011) whichdagitudinal in nature and is collected in thenfioof Excel
version which is issued on the SBP-site on the nafm@rinancial Statement Analysis of KSE-listed Non
financial firms) as well as the other data relevarthe current Research topic is collected froendther sources
like: kse.com, brecorder.com, pkfinance.info, pagks.com, edynamics.com informit.com and Economy
Watch.Com.
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Data collection Method

The current Research is focuses on Quantitativéysinathat’'s why there are two conditions for cociitug
quantitative data analysis like Scale of Measurdraed Format of the data to input to the Analysivgare is
necessary. And here for the current study the Sdfdiéeasurement is (Secondary data) like in a Nigakform
which means easily Measurable and format of tha @atMillion Rupees).

The total research bases on secondary data. Taddsttaken from the sample company’s financid¢stants,
such as balance sheet, income statement and cashtfitements .The source of data is balance ahaétsis of
non-financial firms published by State Bank of Rédn on his official website.

Sample selection

The sample for this study is consists of listed eehrcompanies of Pakistani cement sector of Karsiduk

exchange (KSE) for the period of 2006 to 2011.Tiuelys cover overall sector of cement in Pakistatedisin

Karachi stock exchange in which total companies2érand two companies are dropped from analysiausec
data were not available for some years.

Hypothesis Development

Hia There is positive relationship between litityi and profitability
HOA  There is no positive relationship between liifyiand profitability
H1B There is negative relationship between ligyidind profitability
HOB There is no negative relationship between tlgyiand profitability
H1C Liquidity has significant impact on profitaiby

HOC Liquidity has no significant impact on profithty

H1D Liquidity has insignificant impact on profitdiby

HOD Liquidity has no insignificant impact on praefiility

YVVVVVYVYYY

Like for the Accepting and Rejecting the Hypothesisper the condition of Significance testing (whineans
that either the relationship is positive, negativeéhere is no relationship exist), in this casté p-value (which
is used to determine the significance of the Repolt Beta > 0.05 (which is the significance leveeans (the
relationship is Insignificant and the interceptuelis zero which means there is no fixed effectstein this
situation the H1 is to be accepted and Ho will &eated. And if the if the p-value of Beta <0.0%n¢ans (the
relationship is significant and the intercept vaisi@ot zero which means there are some fixed &ffexist) in
this situation the H1 is to be rejected and Ho bédlaccepted.

Conceptualization Model

The current study follows the following Researdmifiework because of a strong, relevant, valid acmhaistent
Conceptualization Model always contributes positiveards the systematic-conceptualization of arbjam.
The Independent variable is Liquidity as measureCoyrent ratio, Quick ratio, Cash ratio. Firm siBzgle
growth and Debt ratio are control variables andesg®nse Variable as Profitability as measure byrRein
asset (ROA)

Specification of Variables and proxies for Measuremt

Mugenda and Mugenda (2003) define a variable asasurable characteristic that assumes differentesal
among the subjects. The dependent variable waseadefas the profitability of the firms. The indepentd
variable was interpreted as the commonly usedditratios. The ratios used are chosen from thiidiged by
Bhunia et al. (2011), Ajanthan (2013) and Jangéasiandhar (2013). The dependent variable that vsesl is
ROA. The researcher considered ROA as the bestumea$ profitability since it measures the retum al
assets utilized in generating the profit for theigek ROA is computed by dividing the profit befdréerest and
tax by the book value of total assets multipliedl6@. The independent variables used in the studyded are
current ratio (CR) obtained by dividing currentetssby current liabilities; acid test ratio or duratio (QR)
obtained by dividing current assets net of inveetoby current liabilities and the cash ratio (CSleBRtained by
dividing cash plus short term investments by curliabilities. The control independent variablesritified by
the researcher in the study of the relationshigvben liquidity and profitability of nonfinancial ogpanies listed
in the KSE included the following; Firm size, satgewth and the debt ratio. Control variables aosé
variables that are likely to influence the reseaesults (Mugenda and Mugenda, 2003). The control
independent variables were calculated as folloiust §ize was the natural logarithm of total asgetd A);
sales growth (SG) = [(this year's sales - previma's sales)/previous year’s sales] multiplied 89 and the
debt ratio (DR) was determined by dividing the lditilities by the total asset multiplied by 100.
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CONCEPTUALIZATION MODEL

Liquidity Profitability
Cwrrent Ratio
>
Quick Ratio
Cash Ratio
>
RETURN
CONTROL VARTIAELES ON ASSET
Lnta (Firm
Size) >
Sale Growth
>
Debt Ratio >
v
Independent Dependent
Variahles Vanabhle

Regression Model
A multiple linear regression was used to analyzerétationship between the liquidity and the pedfility of the
nonfinancial companies listed at the Karachi Stexkhange.
The study used the following conceptual model:

ROA =f (CR, QR, LR, SG, FIRM SIZE, DR)
The model was modified from Waithaka (2012) whal&td the Relationship between Working Capital
Management Practices and Financial Performancega€éitural Companies Listed at the Nairobi Sedesit
Exchange so as to include liquidity and profitabitiontrol variables. Other studies that have sedar model
includes the studies carried out by Ajanthan (20ABhad and Gondal (2013), Bhunia (2011), Del@803)
and Mwangi et al (2014).

The empirical model is thus:
ROAIt = po +B1 (CR) +$2 (QR) +p3 (LR) + p4 (LnTA) + B5 (SG) #6 (DR) +eit
Where;

ROAIt = Return on assets of a company
Bo = the intercepts of equation (the constant);
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Bi = Coefficients of independent variables of compawhich measures the change in ROA for a uningeain
independent variable;

t=Time in years; 1, 2... 5 years;

i =1....n, where n is the total number of companies;18;
CR = Current Ratio;

QR = Quick Ratio;

CSHR = Cash / Liquid Ratio;

LnTA = Natural Logarithm of Total Assets;

SG = Sales Growth;

DR = Debt Ratio;

¢ = the error term (residual).

Test of Significance

The study is conducted for the purpose to findtbatimpact of liquidity on profitability of cemefitm listed on
Karachi stock exchange and also the relationshiihfese variables so regression and correlatiotysiaehas
been made .Correlation has used for finding thatioeiship between liquidity and profitability ofroent sector
of Pakistan and regression analysis has been wsethd casual affect detection liquidity upon puadfility

Significance of coefficient values at 5% and 1%elsvof significance was tested using the R2, Anslpé

Variances (ANOVA, the t and the F statistics. RZwaed to measures the amount of variation in ¢pemident
variable (ROA) which is explained by the variationthe independent variables. F Statistic is asstatwhich

essentially compares Sum of Square due to RegregsiBum Square due to Error. It enabled a hypathest
to be carried out on the significance of the regjmes model. The t statistic was used to measure weillva

particular independent variable predicts the dependariable if all other predictors are not inaddor are
assumed constant.

Results and Discussion

Introduction

This section presents data analysis, interpretadioth discussion of the research findings. The fiigsliare
divided into two types: Descriptive results andsthambtained from correlation and regression armlyle
statistical package for social sciences SPSS wvetkiowas used for both types of analysis. The figsliwere
presented using tables. Data from this study w#eated from the 18 listed Cement companies orkiBE for

the period 2006 to 2011. The total number of corigmalisted on the KSE as at 31st December 201120as
companies. The study only included 18 companies. fWlo companies were excluded from the study becaus
some year's data was missed and comparison wdsueot

Descriptive Analysis
Table 4.1 shows the descriptive statistics presgnthe mean, standard deviation, maximum values and
minimum values of the different variables usedhia study.

Table 4.1: Descriptive statistics

N Mean Std.
Minimum Maximum Deviation
CR 108 .20 3.00 .8083 57796
QR 108 .15 2.99 .7101 .54719
CSHR 108 .00 2.76 .2338 .47056
SG 108 -1.00 60.30 .8000 5.89207
DR 108 .24 1.26 .5963 .18193
LnTA 108 14.49 17.77 16.0425 .93901
ROA 108 -28.21 61.45 1.2445 13.19419
Valid N (list 108

wise)

Table 4.1 above shows the mean, standard deviatiorimum values and maximum values for 18 companies
listed on Karachi Stock Exchange for years 200@Gb1. The descriptive statistics show that overpgégod
under study, profitability as measured by returrassets has a minimum -28.21% with a maximum o#6%®
and an average ROA of 1.244% with a standard dewiatf 13.19%. Furthermore, the minimum curreniorat
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was 0.20 and a maximum of.80. The minimum quicioriat0.15 and a maximum of 2.99 and the minimushca
ratio is 0.00 with a maximum of 2.76. The mean galwf current ratio are.80 with a standard dewviatid
.75.The analysis also show that the value of meamjdiick ratio(.71) and for current ratio .(80) drelow the
standard rules .Conventionally they are 2:1 anddspectively .this reveals that the Pakistani cgroempanies
are facing problems to fulfill their short term wmations. It can therefore be concluded that then€d
companies listed on the KSE have unhealthy liquigibsition and therefore they are in a positiort thay
cannot pay short term obligations.

Quantitative Analysis

Pearson’s correlation coefficients’ has been takiedhese variables in order to show the relatigmstrength
between these mentioned variables and the regulthmwn in the below table 4.2.Correlation analysis used
to determine the strength and direction of thedineelationship between the variables under conreiide
(Table 4.2). The results indicate that all the pried variables namely: current ratio (CR), quiekio (QR), cash
ratio (CSHR) sales growth (SG) and  Firm sizBTIR) has a positive relation with profitability aseasured
by Return on Asset (ROA). In which correlatioreffitients of CR, QR and CSHR with ROA is .44, .42d
.38 respectively are found to be statistically gigant at 1% level of significance with ROA. SGAhNTA are
also positively correlated with ROA but this retatiis insignificant because correlation coefficiane .01 and
.08 respectively. ROA is negatively correlated witle firm’s leverage value of correlation co effict with
ROA is .559 this is statistically significant at 1ewel of significant. This means that the firmi®fitability will
decrease as the firm’s leverage increases. Thisomdalye case due to increased finance costs.

Table 4.2: Pearson’s Correlation Coefficients Analgis

CR QR CSH SG DR LnTA ROA
R
QR Pearson Correlation
.989" 1
Sig. (2-tailed)
.000
Pearson Correlation
CSHR .806" 833" 1
Sig. (2-tailed) .000
.000
SG Pearson Correlation -
-.094 .092 -.035 1
Sig. (2-tailed) 342
.333 717
DR Pearson Correlation -
. 443 - 122 1
485" 375"
Sig. (2-tailed) .000
.000 .000 .209
Pearson Correlation 132
LnTA .098 276" -.120 -.144 1
Sig. (2-tailed) 174
.315 .004 .216 .136
ROA Pearson Correlation
448" 427" .383" .016 -.559" .082 1
Sig. (2-tailed) .000
.000 .000 .000 .000 .000 .000

*, Correlation is significant at thedQ level (2-tailed).
*. Correlation is significarttthe 0.05 level (2-tailed).

Regression Analysis

Furthermore multiple regression analysis has bsed for the investigation of predictive abilityair
independent variables on the criterion variable fioelel used for the regression analysis is stateioei
common form as follows;
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ROAIt = Bo +B1 (CR) +B2 (QR) +B3 (LR) + p4 (LnTA) + B5 (SG) 486 (DR) +¢&

Table 4.3: Model Summary

Model R Square Adjusted Std. Error of the Estimate
R Square
1 .367 .330 10.80290
.606

Predictors: (Constant), LnTA, CR, SG, DR, CSHR, QR

The regression result shown inaheve table 4. 3 of the model summery. The adjuRtesquare values
of .367 show

that about 36.7% change in RO&xglained by independent variable Included in oadeh.

Table 4.4
Table 4.4: Analysis of Variances (ANOVA)
Model Sum of df F Sig.
Squares Mean
Square
6840.307 6 .000°
1 Regression 1140.051 9.769
11786.965
Residual 101 116.703
Total 18627.272
107

a. Predictors: (Constant), LnTR,SG, DR, CSHR, QR
b. Dependent Variable: ROA

In the above table 4.4 show the sum of squaresategression is 6840.307 and the sum of squaresaderror
(residual) is 11786.965. This shows that the diffices that are expounded by the independent vesiase
greatly less than the variations explained by ofhetors not taken in the model. The impenetralslgations
forms the foundation of advance studies to show\ileat are the other main factors that affect tradifability
of Pakistani cement sector.

Table 4.5: Regression Coefficients

Model Unstandardized Coefficients Standardized Sig.
Coefficients t
B Std. Error Beta
16.710 21.487 439
1 (Constant) 778
CR 13.015 13.922 .570 .352
.935
QR -10.230 15.188 -424 .502
-.674
CSHR 3.264 4.306 116 .450
.758
SG .196 181 .087 .282
1.08
1
DR -31.775 7.020 -.438 .000
4.52
6
LnTA -.043 1.223 -.003 972
-.035

a. Dependent Variable: ROA
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In table 4.5the standard beta coefficient of theéabdes show that all independent variables makeritmution to
the changes in dependent variable but at diffepeoportion of significance. Like for example CR reaka
higher contribution to the prediction of ROA wittBacoefficient of .57, while LNTA makes lower coittntion
to the predication of ROA with B-coefficient of ©8.the data further investigate that from t-valod aig-value
it is shown that DR generate significant negatmpact on ROA at 5% of significance The contributiorROA
of other variables namely CR, QR, CCSHR, SG and ANife not significance at 5% level of significan@R
and LNTA are negatively insignificant with ROA. QDR is negatively significant with ROA.

Hypotheses Testing

Correlation results shows the relationship betwiguidity and profitability so from the correlatioanalysis
referencing to table 4.2 that CR, QR and CSHR whégitesent the liquidity and ROA representing pabiiity

of cement sector of Pakistan has a positive relatith ROA so this accept alternate hypothésjs because
valuefor all is 0.00 which is statistically significaahd rejectHon The CR, QR and CSHR values in table 4.2
(.48, .42 and .38) are positive so this rejeggwhich states that liquidity has a negative relatisith
profitability and accepitigs. The values CR, QR and CSHR of beta coefficidnietd.5 are (.57,-.42 and .11) are
having insignificant impact becauperalueis greater than 0.05 so due to this result addgptVhich states that
liquidity has insignificant impact on profitabilitand rejecHop?

Conclusion and Recommendation

The cardinality of liquidity management in any angation cannot be over stressed. This is becaitkere
insufficient liquidity or surplus liquidity may blearmful to the plane operations of the organizatitiis paper
was set out to explore the seemingly controversiafitability/liquidity trade off theory. From litature, the
controversy as regard the relationship and impédigoidity on profitability is yet to be resolvesadivergent
finding exist. Our empirical investigation usingtbdhe correlation and regression analysis revesl ltquidity
ratios measure by current ratio (CR), Quick ra€@Rf and cash ratio (CSHR) sales growth (SG) amd §iize
(LNTA) have a positive and significant relation WiROA while Debt ratio (DR) has negative relatiapshith
ROA. Regression analysis reveals that CR, QR, CStR,LNTA have a minute insignificant impact on ROA
The implication of the above is that liquidity hémv degree of influence on the profitability of cem
companies in Pakistan This only goes to indorséigiency and ineffectiveness in the managemenlicpfid
assets.
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