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Abstract: Cash conversion cycle is one of the most widely used measures to evaluate and measure the risks and
returns associated to liquidity management Since every corporate organization is extremely concerned about
how to sustain and improve profitability, hence they have to keep an eye on the factors affecting the
profitability. The present study is concerned about evaluating how cash conversion cycle affects the profitability
of manufacturing sector organizations listed at Karachi stock exchange of Pakistan. The specific research
objective of the study is to investigate the existing literature on the role of cash conversion cycle in enhancing
return on assets and equity of the companies and to measure the impact of cash conversion cycle on profitability
of the manufacturing companies. The results of the study will be helpful for academics and industry experts for
policy making and control purposes. The study takes return on equity and return on assets as measures of
profitability to represent dependent variables. Firm size and debt ratio are taken as control variables. Cash
conversion cycle is considered as independent or explanatory variable. Study takes into consideration 5 years
financial statements data starting from 2007 to 2011. Results showed that manufacturing companies are having
low average return on asset and high average return on equity with reasonable average cash conversion cycle.
Regression results after adjusting for heteroskedasticity of data to minimize the effects of outliers, showed that
cash conversion cycle is having significantly inverse association with both return on assets and equity
indicating that lesser the cash conversion cycle greater would be the profitability measured through return on
assets and equity. Hence the receivable collection period and inventory selling period must be reduced along
with the extension of payment period to increase the profitability of manufacturing sector organizations. The
study suggested that manufacturing companies are required to well estimate and evaluate the cash flows of the
business, to well identify the long run and short run cash inflows and outflows to timely sort out the cash
shortages and excess to formulate financing and investing strategies respectively.
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I.  Introduction

Liquidity management has been one of the most crucial financial management domains since it
involves intense tradeoffs between risks and returns associated to short term asset and liabilities management
(Jose, 1996; Lancaster, 1999; Farris & Hutchison, 2002). Cash conversion cycle is one of the most widely used
measures to evaluate and measure the risks and returns associated to liquidity management (Moss & Stine,
1993; Bodie & Merton, 2000; Keown , 2003; Appuhami, 2008). It measures the time it takes to convert cash
into cash again from the time when inventory is bought till the time inventory is sold and the bills are recovered
(Padachi, 2006). Cash conversion cycle of individual firms as well the collective cycle of the industry,
highlights how the firms are performing; moreover it also helps to dig out the areas where further improvement
is required (Hutchison, 2007). For the business owners, one of the most important tasks is to estimate and
evaluate cash flows of the business, to well identify the long run and short run cash inflows and outflows to
timely sort out the cash shortages and excess to formulate financing and investing strategies respectively. It also
helps in planning the payments to creditors on time to avoid losing reputation and trust of the customers and to
avoid potential bankruptcy. Generally cash management is based on cash conversion cycle and is considered as
important factors enhancing the performance of companies, since it shows how efficient a firm is in its
payments of bills, collection of payments, and selling of inventory. Companies can enhance their profitability by
lessening their length of cash conversion cycle through decreasing or lessening the receivables collection period,
decreasing or lessening the inventory selling period and increasing or lengthening the credit payment period.

Since every corporate organization is extremely concerned about how to sustain and improve
profitability, hence they have to keep an eye on the factors affecting the profitability. In this regard, liquidity
management having its implications on risks and returns of the corporate organizations cannot be overlooked by
these organizations and hence cash conversion cycle being indicator of the liquidity management needs to be
explored as to how it may affect the profitability of the corporate units. Today due to changing world’s
economy, advancement of technology and increased global competition among the companies, every company
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is striving to enhance their profits and for that companies are putting every effort to bring their cash conversion
cycle at optimum level to increase profitability.

The present study is concerned about evaluating and measuring about how the changes in cash conversion cycle
affects the changes in the profitability of the manufacturing sector organizations listed at Karachi stock
exchange of Pakistan.

Obijective of Study

The specific research objective of the study is to investigate the existing literature on the role of cash
conversion cycle in enhancing profitability of the companies and to measure the role of cash conversion cycle in
explaining the variations in the profitability of the listed manufacturing companies of Pakistan.

Scope of Study
The study considers only the listed manufacturing sector companies of Karachi stock exchange of Pakistan.

Significance of Study
The results of the study will be helpful for academics and industry experts for policy making and
control purposes.

Il.  Literature Review

Earlier literature has explored different variables representing liquidity and its effect on profitability
and examined the relationship of accounts payable management, accounts receivables management, inventory
management and cash to cash cycle management with profitability management, providing with different results
as per how the length of cash cycle has been affecting profitability using different proxies for profitability
(Deloof, 2003; Abdullatif & AlHajjar, 2004; Nobanee, 2005; Lazaridis & Tryfonidis, 2006; Raheman & Nasr,
2007; Demirgunes & Samiloglu, 2008; Enquvist et al., 2008; Stephanou et al. 2010; Raheman et al., 2010;
Mathuva, 2010; Danuletiu, 2010; Alipour, 2011).

Richards & Laughlin (1980) presented the idea of cash conversion cycle as a tool for measuring the
liquidity management and performance of a company. Gentry et al. (1990) suggested that cash conversion cycle
affects the market value of a firm. Lamberson (1991) suggested, during expansion in economics, liquidity
increases to some extent by working capital management but there is no noticeable change seen during
economic slowdown. Schilling (1996) proved that the increase in cash conversion cycle increases the minimum
liquidity requirements of the business organizations and similarly decrease in cash conversion cycle decreases
the minimum liquidity requirements of the business organizations. Schilling (1996) stated that the optimal level
of liquidity position is obtained at minimized level of liquidity therefore the deployment of available resources
in working capital in a way to attain and maintain optimal level of liquidity is mandatory, the study further set
up the association of cash conversion cycle with the required minimal level of liquidity in a way that if at times
cash conversion cycle increases the minimal level required for liquidity gets to upper levels; and if at times the
cash conversion cycle decreases the minimal level required for liquidity moves down to lower levels. Shin &
Soenen (1998) found significant impact of efficient cash cycle conversion management on profitability and
liquidity of companies

Lyroudi & Lazaridis (2000) argues that the company’s profitability depends on working capital
management. Lyroudi and Lazaridis (2000) provided some evidence that cash conversion cycle significantly
affects the liquidity of the company. Filbeck & Krueger (2003) investigated that there are some other factors
that affect the working capital management like interest rate, if the interest rate rises it will make longer the cash
cycle period. Deloof (2003) stated that for better performance the time duration for collection of receivable
should be kept short. Nobanee et al. (2004) suggested that for better performance of company inventory must be
converted into cash as early as possible. Eljelly (2004) found significantly inverse association and linkage
between the profitability and the liquidity represented by the cash conversion cycle.

Padachi (2006) found that if the firm is invested higher in the inventories then the optimum level will
diminish and profit will go down. Teruel & Solano (2007) explained that company’s profitability would be
increased by reducing days in receivables, days in inventories and length of cash cycle. Hutchison et al. (2007)
observed significant association of cash conversion cycle with the return on investments of the companies.
Raheman & Nasr (2007) reported significant and negative association of components of liquidity with
profitability. Hutchison et al. (2007) suggested an inverse relationship between profitability and cash conversion
cycle. Teruel & Solano (2007) suggested that firm should delay in making the payments for efficient
performance. Raheman & Nasr (2007) stated that for better performance the time duration for collection of
receivable should be kept short. Appuhami (2008) investigated that operating cash flows have significant impact
of firm working capital management. Koumanakos (2008) stated that the higher the average inventories are
conserved the lower the rate of return.
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Afza & Nazir (2009) found a significantly positive relationship of woeking capital management and
profitability. Uyar (2009) also found significant association and linkage of working capital management with
liquidity and profitability and concluded that the firm size is negatively linked and related to cash conversion
cycle and a negative and oppositely moving linkage of cash conversion cycle with profitability was observed.
Luo et al. (2009) stated that if the value of the firm enhances the cash cycle will decrease. Gill et al. (2010)
found that if the firm is maintaining it accounts receivable, accounts payable and inventories at optimum level
the firm will generate maximum profit. Dong & Su (2010) observed significant association of cash conversion
cycle with the return on investments of the companies. Sharma & Kumar (2010) found that in Indian firm length
of cash cycle and profitability have positive relationship between them. Randall & Farris (2010) argued that by
implementing a collaborative cash to cash management cycle by adopting weighted average cost of capital will
increase the profitability. Johnson & Templar (2011) stated that return on capital employed and length of cash
cycle would be enhanced by change of proxy. Ebaid (2011) examined that the current cash flows have
significant impact to enhance the profitability of the firm.

I11.  Methodology

Rationale of Study

The rationale of the research is to examine the impact of length of cash cycle management on
profitability. Earlier literature depicts mixed results, hence it may be concluded that the relationship must be
investigated further under different settings to better generalize the results for future propositions in this regard.
So in this research return on equity and return on assets are taken as proxies of profitability to identify and
measure the association and relationship between length of cash conversion cycle and profitability as measured
by return on assets and return on equity, while taking size of firm and debt ratio as control variables.

Measurement of Dependent, Independent & Control Variables

The study takes return on equity and return on assets as measures of profitability to represent dependent
variables. It explains how firm and organizations can increase their revenue and generate sales by utilizing the
available resources optimally. Firm size and debt ratio are taken as control variables whereas cash conversion
cycle is considered as independent variable. The studied variables are calculated as follows:
Inventory Holding Period = (Average Inventories/Cost of Goods Sold) x 365
Receivables Collection Period = (Average Accounts Receivables/Sales) x 365
Payables Payment Period = (Average Accounts Payables/Cost of Purchases) x 365
Cash Conversion Cycle = Inventory Holding Period + Receivables Collection Period - Payables Payment Period
Return on Assets = Net Profit/Average Total Assets
Return on Equity = Net Profit/Average Total Shareholders’ Equity
Size of Firm = Natural Log of Sales
Debt = Average Total Debt/ Average Total Assets

Research Model
On the basis of review of the literature; following relationships have been predicted to be further tested
statistically to conclude the results of the study.
ROA = o + By Sizey + B, Debt; +Bs CCCyt + €t
ROE;; = o+ By Sizej + B, Debt;; + Bs CCCy + ;¢
Where;
ROE = Return on Equity
ROA = Return on Assets
CCC = Cash Conversion Cycle
Size = Natural Log of Sales
Debt = Financial Debt Level
o = Constant Term
B = Coefficient Term
i = No of firms ranging from 1- 75
t = Time Period ranging from 2007 — 2011
e = Error term

Population & Sampling

For the purpose of the study the manufacturing companies of Pakistan listed at Karachi Stock
Exchange are taken to measure the impact of cash conversion cycle on profitability of the studied sector. 155
manufacturing companies are selected on the basis of availability of information for the period of study under
review.

www.iosrjournals.org 84 | Page



Cash Conversion Cycle and Firms’ Profitability — A Study of Listed Manufacturing Companies of

Period of Study
Study takes into consideration 5 years financial statements data starting from 2007 to 2011

Data Collection
Secondary data is collected through five years financial statements data published by State Bank of Pakistan in
form of Balance Sheet Analysis.

Hypotheses
H1: Cash conversion cycle has a significant inverse association with return on assets
H2: Cash conversion cycle has a significant inverse association with return on equity

Data Analysis

The descriptive analysis shown in table 1 below depicts that the mean value of the variable return on
asset is around 8 percent and return on equity is around 38 percent with standard deviation of 0.08 and 1.15
respectively; the mean value for cash conversion cycle of all the companies together is around 21 days with high
standard deviation. Hence it may be concluded that the on an average, manufacturing companies are facing low
profitability as represented by return on assets and high profitability as represented by return on equity. Average
firms are having good cash conversion cycle, but the high standard deviation tells that the firms are dispersed
widely on it.

Table 1
Descriptive Statistics
Variables Obs Mean Std. Dev. Min Max

ROA 775 0.083 0.0884 0.0002 0.534
ROE 775 0.375 1.1584 0.0005 20.190
CCC 775 20.615 119.397 -385.728 1072.255
SIZE 775 14.207 1.154 10.793 17.648
DEBT 775 0.470 0..266 0.0003 2.599

Correlation Matrix is used to find the relationship between different variables. The correlation matrix table
below discloses that there is positive and moderate correlation between cash conversion cycle and size.
Similarly negative and weak correlation of cash conversion cycle was observed with debt level, return on assets
and return on equity.

Table 2
Correlation Matrix
CCC SIZE DEBT ROA ROE
CCC 1 0.4116 -0.0502 -0.1074 -0.1126
SIZE 0.4116 1 -0.0413 -0.0760 -0.0623
DEBT -0.0502 -0.0413 1 -0.0092 0.0927
ROA -0.1074 -0.0760 -0.0092 1
ROE -0.1126 -0.0623 0.0927 1

In order to check relationship between the studied variables, regression analysis is used after adjusting for
heteroskedasticity of data to minimize the effects of outliers. Such a robust regression analysis finds out the
effect and relationship of certain variable with other variables. Return on assets and return on equity are
separately regressed with independent and control variables to get the outcomes of the predicted relationships.
Results of regression analysis with return on assets are shown in table 3 below. The results show that the cash
conversion cycle is significantly and inversely related to return on assets indicating that lesser the cash
conversion cycle greater would be the profitability as measured by return on assets. Hence the receivable
collection period and inventory selling period must be reduced and payment period must be delayed to increase
the profitability of manufacturing sector organizations. In other words an increase in receivable collection period
and inventory selling period and decrease in payment period will adversely affect the profitability. The results
supported the acceptance of H1. Size and debt as control variables are insignificant.
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Table 3
Regression Results — Return on Assets
Coefficient Standard t Prob
Error
CCC -.0000677 .0000266 -2.54 0.011
SIZE -.002951 .0028246 -1.04 0.296
DEBT -.0047423 .0232858 -0.20 0.839
Constant .1282545 .0404527 3.17 0.002

The above results can be expressed as follows:
ROA;; = 0.1282545 — 0.002951 Size;; — 0.0047423 Debt;; — 0.0000677 CCCj; + ejt

Results of regression analysis with return on equity are shown in table 4 below. The results show that
the cash conversion cycle is significantly and inversely related to return on equity indicating that lesser the cash
conversion cycle greater would be the profitability as measured by return on equity. Hence the receivable
collection period and inventory selling period must be reduced and payment period must be delayed to increase
the profitability of manufacturing sector organizations. In other words an increase in receivable collection period
and inventory selling period and decrease in payment period will adversely affect the profitability. The results
supported the acceptance of H2. Size and debt as control variables are insignificant.

Table 4
Regression Results — Return on Equity

Coefficient Standard t Prob

Error
CcccC -.0009802 .000377 -2.60 0.009
SIZE -.0167716 .0222365 -0.75 0.451
DEBT .3791425 1916374 1.98 0.048
Constant .4560128 .2944844 1.55 0.122

The above results can be expressed as follows:
ROE;; = 0.4560128 — 0.0167716 Size; + 0.3791425 Debt;; — 0.0009802 CCC;; + e,

IV.  Conclusion

Cash conversion cycle is significant for every manufacturing company since it helps the financial
managers to figure out the inventory holding period as reflected by the total number of days the cash of a
company remains blocked in to the business operations cycle starting from the manufacturing of inventory till
selling of that inventory. Cash cycle is very powerful tool for examining how well a manufacturing company’s
working capital is being managed. Financial managers have to run the manufacturing companies for longer
period and for that they make decisions to manage working capital by creating a balance between the available
current assets and current liabilities. Moreover the financial managers can reduce the risk of future shortfall of
cash and bankruptcy by managing cash conversion cycle well. In the present study, cash conversion cycle of
individual manufacturing firms and the overall cash conversion cycle of the manufacturing industry highlighted
the performance of these firms and industry in perspective of liquidity management and its impact on
profitability. It also pointed out the areas where further improvement is required regarding optimizing the cash
conversion cycle. The study found an inverse and significant association and linkage of cash conversion cycle
with profitability of manufacturing companies and concluded that cash conversion cycle has an opposite effect
on return on assets and return on equity; hence cash conversion cycle of manufacturing firms is negatively
related to the profitability of the firms. This depicts that shorter cash conversion cycle, inventory conversion
period and receivables period of the firms will lead towards increased profitability of the manufacturing firms
whereas longer cash conversion cycle, inventory conversion period and receivables period of the firms will lead
towards decreased profitability of the manufacturing firms. Moreover earlier payments to creditors will lead
towards decreased profitability of the manufacturing firms whereas extended payment periods to creditors of the
firms will lead towards increased profitability of the manufacturing firms. The manufacturing companies are
required to well estimate and evaluate the cash flows of the business, to well identify the long run and short run
cash inflows and outflows to timely sort out the cash shortages and excess to formulate financing and investing
strategies respectively. Moreover due to changing world economy, advancement of technology and increased
global competition among the manufacturing companies, these companies must strive to enhance their profits by
putting every effort to bring their cash conversion cycle at optimum level to increase profitability.
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