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Abstract

The aim of the present study is to examine thealijgk between working capital management, financial
constraints, and profitability of the listed tegtifirms of Pakistan during 2005-2014. The outcomipanel
models reveal that more (less) financially constdifirms to have smaller (longer) net trade cydereover,

the study found an inverted U-shaped relationskigvben investment in working capital and firm periance.
Based on the empirical results of this study isugjgested that financial managers should try totaia an
optimal level of working capital to optimize thegfit performance of the firm, as an investment iarking
capital above that optimal point will negativelyeat the corporate profitability.
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1. Introduction:

The principal objective of any firm is to maximitiee shareholder wealth and firm value. While, Btagent
decisions play a key role in the maximization ofaltle and value of the firm. Management usually sakeo
type of decisions related to the nature of thetassee related to capital structure and the atflated to current
asset management or working capital managemensidesi It is imperative for the management to méiee
optimal use of firm's resources in order to maxiithe shareholder value. Finance managers pay much
attention to long-term long term investment anéficing opportunities, yet management of workingtehplso
plying a key role in firm’s performance and the idem related to working capital management cani@antly
influence the performance fundamentals of an erisap

There is a plethora of literature on capital sttetand dividend policy, however, little attentioas been given
to the area of short-term financial management lmedhe short-term decision is usually reversibl@ature.
Yet the liquidity position of a firm can have sarsorepercussions for the existence of a businetbeishort-run.
The short lived assets and liabilities deserventitie because they play a key role in the profitaband wealth
maximization of the shareholders (Smith, 1980) ciieate value, every firm shall strive to attairogtimal level
of working capital that efficiently balances thadeoff between liquidity and profitability (Deloof003;
Westhead & Howorth, 2006). There are two opposiegvs about the level of working capital, one vieyzes
the higher the working capital higher will be trerding power for firms to get discounts throughyepayment,
moreover, firms can increase their sales volumeffgring generous credit terms to their customé&sldgof,
2003), However the other group of researchers arthat higher level of working capital can incretiserisk of
bankruptcy as the short-term assets are the leadugtive and do not earn any cost of capital far firm
(Kieschnick, Laplante, & Moussawi, 2013). Keepifmpge views in perspective, there is a possibilftyhe
existence of an optimal working capital for eagimfivhich not only avoids bankruptcy but can alsoréase the
overall profitability and value of the firm. Sodan be hypothesized that there could be an invéststiaped
relation between working capital and firm performariundamentals, that is increasing in working &dman
increase firm profitability up to a certain le\mlt after that level the increment in working capitan increase
the risk of bankruptcy and deteriorate the firmuealBafios-Caballero, Garcia-Teruel, & Martinez-8oja
2014). The performance of the firms in respect ofking capital has been empirically tested in salvstudies
(Bafios-Caballero et al., 2014), (Dr. Talat Afzap0Kasiran, Mohamad, & Chin, 2016) the resultghefse
studies recommends that working capital decisidfectafirm performance. (Wang, 2002) found a negati
relationship between the profit proxies and Cashwecsion Cycle (CCC) and postulate that aggressiving
capital policy can increase the firm performancédede studies signify that efficient working capital
management can increase firm performance.
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To obtain the level where the working capital irxges the value of the firms it is essential to fimel factors
which can affect the level working capital decisofCarpenter, Fazzari, Petersen, Kashyap, & Fiaedrh994)
found that investment in the working capital iseefed by the access to external financing. Thenéizé
constraints can significantly influence the investinin working capital. The optimal level of worficapital is
lower of firms that are facing financial constraiiBafios-Caballero et al., 2014)

The firms with high working capital level show gteasensitivity to investment in working capitaldanash
flows, and low sensitivity to investment in fixedgital to cash flow, this suggest that the worlkdagital can be
used by management to remove the effect of cash dlio fixed capital investment. When the cash flaw i
uncertain the large size old firms adjust fixedidpnvestment and small new firms adjust workaapital, the
firms with low cash flow can try to adjust bothtlifey are exposed to internal financing constraifitas, firms
that are more exposed to leverage makes more agjosin working capital, however, firms having Idwed
capital cash flow and high working capital to cflelv face high external financing constraints (KimigDing, &
Guariglia, 2010). There is a significant relatiostween the firm's profitability and the level of itvorking
capital (Mun and Jang (2015). Some studies suggasinternal and external funds are a perfecttgubsif the
market is perfect (Modigliani & Miller, 1958). Baiwing to an imperfect market the external finandmgot a
perfect substitute for the internal funding sourse, based on these studies firms have differernéimg
constraints.

The main objective of this study is to investigtite relation between working capital level, finat@onstraints
and firm profitability of companies that are listed Karachi stock exchange (KSE). This study isdemted to
analyze the impacts of financial constraints on kivay capital level to investigate the significanc the
financial constraints for working capital level ahdw the management reacts to financial constramtsie
context of the working capital optimum level. Moveo, the study analyzes the impact of financialst@ints
on the optimum level of the working capital in téxtfirms of Pakistan listed on KSE. The empiricatcomes
of this study verify the existence of an optimalriing capital in the Pakistani listed firms, in &th, the
working capital level of financially constrainedrfis was substantially lower than firms with lessaficial
constraints. The results of this study uncover irtgrd information about the dynamics of working italpin
more and less financially constrained firms. Acdogdo the best of our knowledge, no prior studplered the
impact of working capital management on firm p@atfitity by taking into account the financial comsiits in an
emerging economy like Pakistan.

2. Literature Review

Working capital make the upper part of the balastoeet of the firms including the currents assetheffirms,
but the net working capital can be found by subitngccurrent liability from the current assets.cRet
researches e.g., (Deloof, 2003; Juan Garcia-T&udhartinez-Solano, 2007; Naser, Nuseibeh, & Al-Hgale
2013; Padachi, 2006; Shin & Soenen, 1998) studiedmpact of the working capital on the profitalyilon the
firms that how the profitability of the firms reacto different levels of the working capital andiwdifferent
working capital policies and it has been found thate is negative relationship between the pruifityg and the
working capital level. (Wang, 2002) observed thkatienship between cash conversion cycle and RO& an
ROE and revealed a negative association. They fonrtieir study that through efficient managemerd t
reduction in the cash conversion cycle can be lagat into the firm profitability. (Shin & Soenef998) in
their study verified the negative relationship betw profitability and net trading cycle which thegjculated as
NTC= (AR/Sales)*365+ (Inventories/Sales)*365-(ARE3*365. The ratio of these two groups of itemeveh
the liquidity of the firm. Traditionally the corpate finance area of study emphasized on the lang fieancial
decision, particularly investment decisions, cadgtaucture, dividend policy and returns of the gamy (Smith,
1980). The optimum level of working capital is eg## for the performance of any business entitydifierent
sector and firms within the same sector have diffefinancial constraints which affect their optmmilevel of
working capital. Working capital management fronie€tiinancial officer perspective is differencettyveen
current assets and current liabilities (Harris, 20®ut in broader view, the working capital manageat covers
all activities related to customer, supplier anddurcts liability (Harris, 2005), the investment @ém of the
firm working capital is important for managers aibds difficult job for them to find the optimum Vel of
working capital (Lamberson, 1995). The role of wogkcapital in the performance of the manufactufings is
very important to increase the value of the firheTefficiency of the working capital managemenmgortant
for the performance of the manufacturing firms astassets of these firms consist of current aggats Horne

& Wachowicz, 2004). Moreover, the firms in Pakistiollows conservative working capital management
policies and to improve their performance managemkauld improve the collection policies. To optmithe
working capital management firms should hire sgizeid financial personnel (Raheman, Afza, Qayyum, &
Bodla, 2010). To create value, the firms tries taintain the optimal level of working capital (Defp@003;
Westhead & Howorth, 2006) and (Afza & Nazir, 2008he firms with high working capital level show hig
sensitivity to investment in working capital to haow, and low sensitivity to investment in fixedpital to
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cash flow, this suggest that the working capital ba used by management to remove the effect bfftas on
fixed capital investment. When the cash flow isartain the large size old firms adjust fixed cdpitaestment
and small new firms adjust working capital, thermfir with low cash flow trying to adjust both if thénave
internal funding constraints. The firm more exposetbverage, that uses more working capital adjast, and
those firms have low fixed capital cash flow andgthivorking capital to cash flow face high exterfiahncing
constraints. While firms with lower collateral ah@jh debt adjust fixed assets (Knight et al., 20IMe high
level of working capital enables the firm to incseasales and get greater discounts for early pagnvemch
increase firm value (Deloof, 2003). But if the fisworking capital level is excessively high it hi@sobtain
extra funds which expose the firms to bankruptsi (Kieschnick et al., 2013).

In the perspective of textile sector, (A. Akbar,12) investigates the relationship between workiagital
management and corporate performance for a paré@ ohinese textile firms. Study provide a strongp®rt to
the notion that working capital management hasgatiee impact on corporate performance. The investrof
the firms depends on upon the financial factors tikailability of the internal funds, access tceexal funds and
cost of the external fund (Fazzari, Hubbard, Peter8linder, & Poterba, 1988). The working capitamore
sensitive to financial constraints than fixed asq4@azzari & Petersen, 1993). The optimal levelvofking
capital for a firm is sensitive to the financialnstraints. The optimal is lower for those firms efhiface
financial constraints. Furthermore, there is arerted U-shaped relation between the firm’s worléagital and
profitability which show that the performance o&tfirms beyond that optimal working capital poinil e
adversely affected (Bafios-Caballero et al., 20i4the context of Pakistan, Similar findings weoggested by
(M. Akbar & Akbar, 2016). They analyzed the assticiabetween working capital management and cotpora
performance for the firms that observe the guidsliof Shariah supervisory board of Karachi Meernaiex-30.
Study suggests an inverted U-shaped relationshigvele® working capital management and corporate
performance.

3. Hypothesis development:

(Modigliani & Miller, 1958) proposes that in a pect market, companies can always obtain externahtiing
without any problems hence, their investment dagslapend on the availability of internal capitahce capital
market imperfections (informational asymmetries agdncy costs) are present, capital market fristinorease
the cost of outside capital relative to internajgnerated funds (Greenwald, Stiglitz, & Weiss, 19Rhsen &
Meckling, 1976; Myers & Majluf, 1984). Accordinglgxternal capital does not provide a perfect stuistifor
internal funds. (Stiglitz & Weiss, 19813lso shows that how asymmetric information may Itesu debt
rationing. Specifically, (Hill, Kelly, & Highfield,2010) proposes that firms with greater internakficing
capacity anctapital market access hold a higher working capéetl. Thus, on the basis of this argument we
develop the first hypothesis of this study;

H1: Financially constraint firms tend to have smallet nade cycle as compare to fewer constraint firms
The performance of the firms in respect of workoapital management level has been observed byaever
studies e.g., (Bafios-Caballero et al., 2014), (Calat Afza, 2008; Kasiran et al., 2016) these atiteo
researcher find out that working capital decisidfea firms performance. Therefore, there shouldthe
significant and positive impact on the working ¢abievel on the firm performance.

H2: There is a positive relation between the workingited management and firm’s performance.

To obtain the level where the working capital imse the value of the firm it is essential to fihe factors
which can affect the level working capital decision the study of (Fazzari & Petersen, 1993) itlhesn found
that investment in the working capital is effectadthe access to external financing. The firmsrigadinancial
constraints influence the investment decisions ankimg capital; the working capital optimum levsllower of
the firms which have financial constraints, therefathere is an inverted U-shaped relationship eetwthe
working capital to the profitability (Bafios-Cabatieet al., 2014). It can be hypothesized that theffcient of
the square of NTC should be significantly negative.

H3: Square of NTC has a negative impact on the firnfoperance

4. Sample selection, Variables and M ethodology.

A sample of this paper consists of textile firmdPalkistan that are listed on Karachi stock exchdmgthe years
(2005 to 2014). For any firm having less than fpears of consecutive data was dropped from the Igarhpis
practice yields 110 firms with 1335 firm-year obs#ions.

Data for this paper is extracted from balance sheatysis (BSA) provided by State Bank of Pakig{aBP).
The panel data is used because the sample wikhicotite data across firms and over time. Moreqgyangl data
sets are better able to identify and estimate &ffémat simply are not detectable in pure crostiesead or pure
time-series data. Financial constraints proxie$ bal used to investigate their impact on the waykaapital
level.

The following model is used to check the relatiopsbetween working capital management and firm
performance.

ROA=0 +BINTCi, t+p2NTC4 t +83SI ZEi t+BALEVi,t+ FSVNOIi t++si t
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In the above model ROA, is the dependent variabhéchvis used as a proxy for firm performance. It is
measured as earnings before interest and tax sbgléntal assets. Following (Shin & Soenen, 1998)C is
calculates as NTC= (AR/Sales)*365+ (Inventories#SE365-(AP/Sales)*365. It is a proxy for firm wank
capital management. NT@& simply the square of NTC. It is expected thatO\fias a positive relation with
performance of the firm. However, square of NTCutichave a negative association with the perforreanc
SIZE is measured by taking the natural log of ahsates of the firm. Large sales volumes are aasetiwith
better performance. Thus, the relationship betwR®wm and SIZE is predicted to be positive. LEV, leage of
the firm, is calculated as total debt scaled bgltassets of the firm. Leverage is predicted toehawnegative
association with firm performance. VNOI, variahjlin net operating income is measured by takingsthadard
deviation of annual net operating income for thmslad time period.

5. Empirical Results

5.1 Financial constraint and working capital level

Table 1 present the results of our first hypoth#ss financially constraint firms have smaller tretle cycles as
compare to the firms that are less likely to bafficial constraints. For this purpose, the sampiedsfare
divided into two groups those have financial caaistis and the one with no financial constraintsthis study,
we have employed three different proxies to dittkefirms into financially constraint or less coagtt group.
The first proxy that we have used is dividendsz@aai et al., 1988) argues that firms that tengdag a large
dividend are less likely to be financially constied. However, non-dividend paying (or low dividepalying)
firms are considered as financially constrainedusThwe split our data into zero-dividend (finanlgiaionstraint)
and positive dividend (financially less constraigtdups.

Our second proxy for financial constraints is cistv measures as the ratio of earnings before éstesnd tax
plus depreciation scaled by total assets. This ureasas proposed by (Moyen, 2004). Firms with dishs
above (below) sample median are considered tonbedially less (more) constrained.

Many studies use firm size as an inverse proxyiramcial constraints e.g., (Almeida, Campello, &igtach,
2004; Carpenter et al., 1994; Faulkender & Wand)620Following the proposition that smaller firmacé
higher informational asymmetry and agency costs &edce, will be more financially constrained. (Ui
1992) shows that larger firms have better acceseafmtal markets, so they face lower costs of eser
financing. Thus, Size of the firm is measured asinad log of sales and then firms below (above) sheple
median were considered more (less) likely to barfaially constraint.

Finally, we separately calculate the average (nmdi&the net trade cycle for the firms in bothgps.

Findings provided in table 1, clearly indicatesttba average, less financially constrained firmgehlarger net
trade cycles as compare to their counterparts,sapgorts the first hypothesis of this study. If ek at the
results, the first proxy for financial constraintich is dividend, reveals that on average, lessiraint firms
take 91.79 days to complete their trade cycle. H@wnemore constraint firms spent only 78.17 daymil&r
findings were revealed by the second and third ypafXinancial constraints.

5.2 working capital management and firm perfor mance

In this section, the second and third hypothesithefstudy is tested. First of all descriptiveistats is applied
on the sampled data.

Table 2 provides the results of descriptive analygiplied on the variables selected for regresaimalysis.
Return on assets has a mean value of 1.894 whmhssthat on average sampled firms are generatisiiy®
profits. Average of NTC is 111. It means that firtake 111 days to complete their net trade cyde Jize of
the selected firms vary largely as the minimum gabi size is 7.36 whilst, the maximum is 17.81 with
standard deviation of 1.44.

At the next step, we have applied panel data mofietsl-effects and random-effects models. Hausman
specification test was applied to see that whicldehprovides more consistent results. A statidicgignificant
p-value of the Hausman specification test sugghatsFixed-effects model provides more consistestilts.
Regression results reported in table 3, shows M has a positive and significant association viitm
performance proxy ROA. While, NF@as a negative relationship with performance. Tliesings suggest that
working capital has an optimal level thus, firmattlare operating at a level lower than the optimetl has a
positive association with performance. However,eottiey crossed the optimal level, it will have aatéve
association with firm performance. These findings ia line with (Bafios-Caballero et al., 2014 & Rkbar &
Akbar, 2016). Leverage is found to have a negadissociation with firm performance revealing thaghly
leveraged firms performance will be lower than thdisms that are less leveraged. Moreover, the sfzéne
firm has a significantly positive association wite performance. It depicts that large firms oufpen the
smaller firms in textile sector of Pakistan.

6. Conclusion

The aim of this paper was to find out the possieféects of financial constraints on working capital
management. We used three different proxies, rgabggested in the literature, to measure the level
financial stress of the sampled firms. The studseads that financially less (more) constraint firtresve larger
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(smaller) net trade cycle. In the next step, sthgcks the association between working capital gamant and
firm performance. For this purpose Net Trade cystpjare of net trade cycle and some control vasahlere
regressed on ROA, a profitability measure. Findisigggest an inverted U shape relationship betwemking
capital management and firm performance. As NTCaassitive and statistically significant associatiwith
return on equity whilst, NT&ound to have a negatively significant relationsiigh firm performance. Similar
findings were suggested by (Bafios-Caballero e28ll4). Moreover, among control variables, leverhgs a
negative while, firm size has a positive assocmtigth firm performance. Both are significant ak(RP01).
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Table 1, financial constraints and level of working capital

Proxy for Financial constraints Average NTC for financially less Average NTC for financially more
constraint firm constraint firm

Dividend (Fazzari et al., 1988) 91.79 78.17

Cash flow (M oyen, 2004) 85.66 82.79

Size (Whited, 1992) 91.95 72.10

Table 2. Descriptive analysis

Variable Obs. Mean Std. Dev. Min Max

ROA 1335 1.894 12.216 -117.8 179.4
NTC 1335 111.0 125.98 -25.78 1281.5
NTC? 1335 28191 105072 .0010 1642408
LEV 1335 .6911 .26941 .0307 2.709
SIZE 1335 14.25 1.4472 7.369 17.812
VONI 1335 18.40 109.10 -2492.5 191.54

Table 3, Results of Fixed-effects Model: ROA as dependent variable

Variables Coefficient T-Statistics
NTC 0.0221" 2.60

NTC? -0.0000365" -4.43

LEV -16.51" -8.31

SIZE 1.754" 3.03

VONI 0.0009 0.24
Constant -13.14 -1.43

N 1335 1335
Overall R? 0.138 0.138

"P<01, p<0.05 " p<0.01
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