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ABSTRACT: 

Working capital management is a central concern of corporate finance because it directly affects a firm’s liquidity, operational 
continuity, and profitability. Manufacturing enterprises particularly require efficient management of inventories, receivables, 
and payables due to their long production and sales cycles. The present study examines the relationship between working 
capital practices and profitability using financial ratio analysis and statistical correlation. The study relies on secondary data 
collected from published annual reports of a leading Indian manufacturing company over a ten-year period (2014–2023). Key 
working capital indicators such as Current Ratio, Quick Ratio, Inventory Turnover Ratio, Debtors Turnover Ratio, Creditors 
Turnover Ratio, and Cash Conversion Cycle are analyzed and their relationship with profitability indicators (Return on Assets 
and Net Profit Margin) is examined. The findings indicate that efficient working capital management significantly influences 
profitability. A shorter cash conversion cycle and efficient receivable collection improve firm performance, while excessive 
liquidity reduces profitability. The study concludes that manufacturing firms must maintain an optimal balance between 
liquidity and profitability rather than maximizing either one. 
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1. INTRODUCTION 

In any business organization, daily operations depend on 
the availability of short-term funds. These funds, 
commonly called working capital, are used for purchasing 
raw materials, paying wages, maintaining inventories, and 
meeting short-term obligations. Unlike fixed capital, which 
is invested in long-term assets, working capital keeps the 
business operational on a day-to-day basis. 

Manufacturing companies require substantial working 
capital because production involves procurement of raw 
materials, processing, storage, and sales on credit. The gap 
between production and cash realization often becomes 
long. If working capital is insufficient, production may 
stop; if it is excessive, funds remain idle and profitability 
declines. Therefore, financial managers constantly try to 
maintain a balance between liquidity and profitability. 

The present study explores how working capital practices 
influence profitability. Instead of treating working capital 
merely as a liquidity issue, the paper examines it as a 
performance determinant. Efficient management of 
inventories, receivables, and payables can directly affect 
financial performance and firm value. 

2. OBJECTIVES OF THE STUDY 

The study is conducted with the following objectives: 

 

 To analyze the working capital practices of a 
manufacturing enterprise. 

 To evaluate liquidity position using key financial 
ratios. 

 To examine the relationship between working 
capital management and profitability. 

 To study the effect of the cash conversion cycle on 
firm performance. 

 To suggest measures for improving working 
capital efficiency. 

3. HYPOTHESES 

H₀₁: There is no significant relationship between working 
capital management and profitability. 

H₀₂: Cash Conversion Cycle has no significant effect on 
Return on Assets. 

H₀₃: Liquidity ratios do not significantly influence net 
profit margin. 

4. REVIEW OF LITERATURE 

Working capital management has gradually moved from 
being treated as a routine accounting concern to a central 
issue in corporate financial performance. Earlier finance 
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theory primarily focused on long-term investment and 
capital structure decisions, while short-term asset 
management was considered operational rather than 
strategic. However, later empirical studies began to show 
that the management of current assets and current 
liabilities directly affects firm profitability, liquidity, and 
risk exposure. 

One of the earliest systematic empirical examinations was 
conducted by Shin and Soenen (1998), who analyzed a 
large sample of firms and demonstrated a significant 
inverse relationship between the length of the cash 
conversion cycle and corporate profitability. Their findings 
suggested that firms able to recover cash faster from 
operations tend to generate higher returns. The study 
shifted the focus from static liquidity ratios to the dynamic 
measurement of working capital efficiency through the 
cash conversion cycle. 

A more detailed firm-level analysis was provided by Deloof 
(2003), who examined Belgian firms and found that 
profitability is negatively associated with the number of 
days accounts receivable and inventory remain 
outstanding. In simple terms, firms that collect payments 
quickly and maintain lower inventory holding periods 
perform better financially. The study emphasized that 
working capital management is not merely about 
maintaining sufficient liquidity; rather, inefficient 
management locks funds in unproductive assets and 
reduces returns. 

Supporting this argument, Lazaridis and Tryfonidis (2006) 
investigated companies listed on the Athens Stock 
Exchange and concluded that shortening the cash 
conversion cycle improves operating profitability. Their 
work reinforced the view that working capital decisions 
directly influence operating performance and should be 
considered part of financial strategy rather than only 
day-to-day management. 

Subsequent research expanded these findings into 
emerging economies. Studies conducted on manufacturing 
firms in developing markets observed that companies 
often face longer operating cycles due to credit sales, 
inventory accumulation, and supply chain delays. Under 
such conditions, working capital efficiency becomes even 
more crucial. Firms that fail to control receivables and 
inventories often experience liquidity pressure despite 
reporting accounting profits. 

Indian corporate studies also highlight similar patterns. 
Research on Indian manufacturing companies has shown 
that excessive investment in inventories and receivables 
reduces profitability because funds remain tied up in 
non-earning assets. On the other hand, extremely low 
working capital creates operational risk and may disrupt 
production. Thus, the relationship between liquidity and 
profitability is not linear but a trade-off. Both shortage and 
excess of working capital adversely affect performance. 

Financial management textbooks also recognize this 
balance. Pandey explains that adequate working capital 
ensures smooth operations, but surplus working capital 

indicates inefficient fund utilization. Likewise, Van Horne 
and Wachowicz describe working capital policy as a 
risk-return decision: higher liquidity reduces risk but also 
lowers profitability, while aggressive policies increase 
returns but raise the possibility of insolvency. 

More recent empirical discussions emphasize the 
importance of the cash conversion cycle as an integrated 
indicator. Instead of studying inventory, receivables, and 
payables separately, modern research treats them as 
interrelated components of the operating cycle. Efficient 
firms reduce the time gap between cash outflow for 
production and cash inflow from sales. This integrated 
approach is particularly relevant for manufacturing 
enterprises where production and sales involve multiple 
stages. 

Despite extensive research at cross-country and industry 
levels, firm-level studies remain useful because working 
capital practices vary across industries and management 
policies. Manufacturing firms, due to dependence on raw 
materials, storage, and credit sales, face unique challenges 
in balancing liquidity and profitability. Therefore, 
analyzing working capital behavior in the context of a 
manufacturing enterprise contributes to understanding 
how operational financial decisions influence 
performance. 

The existing literature consistently supports three broad 
conclusions. First, working capital management 
significantly affects profitability. Second, the cash 
conversion cycle is a more meaningful indicator than 
traditional liquidity ratios alone. Third, firms must 
maintain an optimal working capital level rather than 
maximizing liquidity. However, many studies rely on 
cross-sectional data, while fewer studies closely observe 
financial behavior across multiple years within a specific 
operating environment. 

The present study attempts to address this gap by 
examining working capital practices over a continuous 
time period and relating them to profitability indicators. 
By analyzing the interaction between liquidity measures 
and performance outcomes, the study seeks to contribute 
to the ongoing discussion on whether efficient short-term 
financial management can enhance firm value in 
manufacturing enterprises.The literature clearly suggests 
that working capital is not merely an accounting concept 
but a strategic financial decision affecting performance. 

5. RESEARCH METHODOLOGY 

Nature of Study- The study is analytical and empirical in 
nature. 

Data Source- The research is based on secondary data 
collected from: 

Published annual reports 

 Financial statements 

 Corporate financial databases (NSE/BSE/Money 
control) 

 Period of Study- Ten financial years (2014–2023). 
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Tools Used 

 Ratio Analysis 

 Trend Analysis 

 Correlation Analysis 

Variables 

Working Capital Variables 

 Current Ratio 

 Quick Ratio 

Inventory Turnover Ratio 

 Debtors Turnover Ratio 

 Creditors Turnover Ratio 

 Cash Conversion Cycle (CCC) 

Profitability Variables 

 Return on Assets (ROA) 

 Net Profit Margin (NPM) 

6. CONCEPTUAL FRAMEWORK 

Working Capital 

Working Capital = Current Assets − Current Liabilities 

It represents funds available for day-to-day operations. 

Cash Conversion Cycle 

CCC = Inventory Holding Period + Receivables Collection 
Period − Payables Payment Period 

A shorter CCC indicates better efficiency. 

7. ANALYSIS AND INTERPRETATION 

LIQUIDITY POSITION 

The current ratio generally remained around the 
acceptable standard of 2:1, indicating adequate ability to 
meet short-term obligations. However, in some years, 
higher liquidity suggested idle funds. 

The quick ratio showed moderate liquidity, confirming 
that inventory constitutes a large part of current assets in 
manufacturing firms. 

INVENTORY MANAGEMENT 

Inventory turnover ratio revealed that the firm maintained 
moderate inventory levels. A lower turnover in certain 
years suggested slow movement of goods, which locked 
capital in stock. 

RECEIVABLES MANAGEMENT 

Debtors turnover ratio indicated that credit collection 
efficiency directly influenced cash flow. Faster collection 
improved liquidity and profitability. 

PAYABLES MANAGEMENT 

Creditors turnover ratio showed that the firm utilized 
supplier credit as a short-term financing source. Moderate 
delay in payment helped maintain liquidity without 
harming relationships. 

CASH CONVERSION CYCLE 

The study observed that years with shorter cash 
conversion cycles corresponded with higher profitability. 
This supports the view that efficient working capital 
practices enhance firm performance. 

CORRELATION FINDINGS 

CORRELATION ANALYSIS REVEALED: 

Negative relationship between CCC and ROA 

Positive relationship between receivables turnover and 
profitability 

Negative relationship between excessive liquidity and 
profitability 

Thus, the null hypotheses are rejected. 

8. FINDINGS 

Working capital efficiency significantly affects profitability. 

A shorter cash conversion cycle increases return on assets. 

Excessive liquidity reduces profitability due to idle funds. 

Efficient receivable collection improves financial 
performance. 

Inventory mismanagement leads to capital blockage. 

Balanced creditor management supports liquidity. 

9. SUGGESTIONS 

Firms should reduce collection period through stricter 
credit policy. 

Inventory levels should be optimized using demand 
forecasting. 

Excess idle cash should be invested in short-term 
instruments. 

Financial managers should monitor cash conversion cycle 
regularly. 

Technology-based inventory systems should be adopted. 

10. CONCLUSION 

Working capital management plays a decisive role in 
determining firm performance. The study confirms that 
profitability is not only influenced by sales or production 
but also by how efficiently short-term assets and liabilities 
are managed. Manufacturing firms, due to their long 
operating cycles, must maintain an optimal working 
capital level. Both excessive liquidity and inadequate 
liquidity are harmful. The ideal approach is a balanced 
strategy where liquidity is sufficient for operations but not 
excessive enough to reduce returns. The evidence suggests 
that a shorter cash conversion cycle, efficient receivable 
management, and controlled inventory improve 
profitability. 
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