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Abstract: The extant literature on working capital management of firms used three significant categories 
to establish the relationship between liquidity, efficiency and utilization aspects of working capital 
[independent variables] with profitability of the firms [dependent variable]. None of the available metrics 
of working capital management is directly related with the profitability of the firms. 
This paper considers Return on Net Working Capital (RONWC) as the dependent variable and cash 
conversion cycle, number of days of inventory, number of days of accounts receivables, number of days of 
accounts payables as independent variables and firm size, sales growth and debt to total assets as the 
control variables used to measure the relation between the firm’s profitability measure, RONWC and 
working capital management using fixed effects model for the sample of non-financial Indian firms for the 
period 1997 to 2016. 
 The Researcher applied fixed effects model and found a negative relationship between RONWC and 
cash conversion cycle & number of days inventory (supportive of the previous studies Deloof,2003). Also 
relationship of cash conversion cycle and number of days’ inventory with RONWC is statistically 
significant while the relationship of number of days’ receivables and payables with RONWC is not 
statistically significant. 
 
Keywords: Working Capital Management; Return on Net Working Capital; Profitability; Cash Conversion 
Cycle; Fixed effects model. 
 
JEL Classifications: G32, M21, H21. 

 
1. Introduction: The main focus of corporate finance literature in recent years is on investment and long-
range financial decisions of the firms and little attention has been given to working capital management 
(Fazzari, S. M., and Petersen, B. C., 1993).Some relevant research has been done on individual components 
of working capital but a comprehensive view in this perspective is yet to be developed. (Dewing, 1941; 
Ramey, 1989; Blinder and Maccini ,1991). 
 
Firms traditionally focused on capital budgeting and capital structure decisions, whereas in the recent past 
companies across different industries focus on working capital efficiency owing to the global financial 
crisis. The studies conducted on the relationship between working capital management and the global 
financial crisis resulted in two conclusions: (1) firms with sound working capital management practices 
fared better during the crisis than others; and (2) the crisis had led to changes in working capital 
management practices of all the firms (Liddell, 2008; KPMG, 2010). 
 
The existing literature on working capital management had established an indirect relationship between 
various measures of working capital and profitability of a firm. The working capital measures adopted by 
the existing research can be sub-categorized into a) Liquidity measures (such as Current Ratio, Quick 
Ratio, and Net Liquid balance). b)Working capital efficiency measures (such as Cash conversion Cycle, 
Weighted Cash Conversion Cycle and Net Trade Cycle) and c) Working capital utilization measures ( such 
as Cash Velocity and Working Capital Turnover Ratios).Profitability was measured using operating profit , 
Profit before tax (PBT) , Net income , Return on assets (ROA) , Return on equity (ROE), shareholder 
returns and Tobin’s Q. 
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All these measures of WCM posit an indirect approach to study the relationship between liquidity, 
efficiency and utilization of working capital with profitability of the firms. None of the available metrics 
directly measure the relationship between the working capital management and profitability of the firms. 
 
The objectives of this paper are two: 
1. To introduce return on net working capital (RONWC) as a direct profitability measure of working 

capital management.  
2. To empirically tests the relationship between the direct measure of profitability (RONWC) and the 

working capital management of firms. 
 
The rest of the paper is organized as follows; the second section deals with literature review and the 
formulation of Return on Net Working Capital (RONWC). The third section presents the research 
methodology with details on sample selection, variables used and model specification. Analysis of the 
results and discussion is presented in the fourth section. Fifth section concludes our research and spells 
out the scope for further research. 
 
2. Literature Review: A significant portion of financial research on working capital management has 
been extensively investigated at empirical levels. Improper management of working capital is a major 
reason for the failure of small and medium-sized firms compared to large firms in developed economies 
like USA and UK (Dunn and Cheatam,1993;Peel and Wilson,1996). There is an increasing emphasis on 
efficient management of working capital to reduce the probability of bankruptcy 
 
2.1 Measures of Liquidity and The Relationship Between Liquidity and Profitability Measures: 
Liquidity is a flow concept. Current ratio and Quick or acid test ratio are used to measure the liquidity 
position of a firm. However the drawback with these measures are that they do not consider the element 
of time as they are static figures based on historical events (Bernstein,1981;Emery,1984).(Cagle et. al,2013) 
argues that these traditional measures are easy to compute but quite difficult to interpret.  
 
Many empirical studies have established liquidity and profitability as the two important goals of 
working capital management (Shin and Soenen,1998;Pandey,2000;Van-Horne and Wachowicz, 
2005;Raheman and Nasir2007). There is a trade-off between the liquidity and profitability goals of 
working capital management (Smith,1980;Raheman and Nasir,2007and Uremadu ,2009). Firms increase 
their profits by trading on liquidity or vice versa. 
 
Here we are unable to establish a direct relationship between liquidity measures and profitability of 
firms. The extant literature does not answer following research questions:  
 
“Whether a firm increases its profit margin by investing less in current assets or monetary current assets 
thereby having lower current ratio or quick ratio and if so how is it possible for academia and practitioners 
to measure such a direct relationship between liquidity measures and profitability of the firms? 
 
2.2 Measures of Working Capital Efficiency and The Relationship Between Working Capital 
Efficiency and Profitability of Firms: Operational working capital is mainly used to measure the cycle 
times or turnover times of various components of working capital management such as inventories, 
accounts receivables and accounts payables and designed to assess managerial decision making (Farris 
and Hutchison,2002; Filbeck and Krueger ,2005) and to measure the efficiency of working capital 
(Grosse- Hofmann and Kotza2010;Ruyken,2011). 
 
Cash conversion cycle (CCC) is the basic measure of operational working capital (Richards and 
Laughlin,1980). CCC deals with three major components of working capital namely inventory, accounts 
receivables and accounts payables in such a way that it reveals composite performance of a firm in terms 
of working capital efficiency. The weighted cash conversion cycle (WCCC) provides more detailed 
information than the original CCC (Gentry, 1990) .WCCC connects the monetary values of operational 
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working capital components to their cycle times. WCCC can be concluded as weighted operating cycle 
less weighted days in accounts payables. WCCC is extended into adjusted cash conversion cycle (ACCC) 
by some researchers (Viskari,2012).  
 
Academic research work carried over on the relationship between CCC and profitability of firms have 
reported a mixed evidence, where some of them have reported positive relationship ((Shin and 
Soenon,1998; Mathuva,2009; Dong andSu,2010; Banos-Caballero et al.2010)and some have reported 
negative relationship (Kim and Sherman, 1998; Wang ,2002; Deloof,2003;) between WCM and 
profitability of firms. 
 
The existing literature consists of number of papers (Emery,1987; Blinder and Mancini,1991;Deloof and 
Jegers,1996;Raheman and Nasr, 2007;Haithan Nobanee 2009;Nobanee and AlHajjar,2011) which state 
that cash conversion cycle is the measure of working capital efficiency of the firms and a firm can 
improve its’ efficiency in working capital management by reducing its’ cash conversion cycle. 
 
A firm can generate an additional amount of cash by reducing its cash conversion cycle which in turn 
can be used for investment in operating assets and thereby increasing the profits of the firm. The theory 
postulates an indirect negative relationship between cash conversion cycle and profitability of the firms. 
 
However we could not come across a paper that has established a direct relationship between cash 
conversion cycle and profitability of firms which leads us to the following research question:  
 
“Can a firm increase its profit margin by reducing its investments in receivables and inventory and by 
delaying payment to its creditors, if so how can we measure this in an explicit manner?”  
 
2.3 Measures of Working Capital Utilization and The Relationship Between Utilization and 
Profitability of Firms: Working Capital Turnover is used in theory of accounting to find how 
effectively and efficiently the firm is using its working capital to generate sales.Working capital turnover 
ratio is used to analyze the relationship between the funds employed in working capital and the sales 
generated from operations. 
 
Working capital turnover = Sales Revenue / working capital   (Anthony, Hawkins and Merchant,2013) 
 
A high working capital turnover ratio shows that the firm is efficient in using a firm’s short-term assets 
and liabilities for a given level of sales. It shows that the firm is utilizing its investments in working 
capital in an efficient manner. Efficient use of working capital investments may offer competitive 
advantage to the firm. To the best of the knowledge, the authors of this research paper could not come 
across any research work carried on the existence of the relationship between working capital turnover 
and profitability of firms. 
 
Here again we are not able to establish a direct relationship between working capital utilization and 
profitability of the firms. This leads us to the research question: 
 
“Is it possible for a firm to improve its profit margin by improving its utilization level of working capital? If 
so how is it possible for the academia and practitioners to measure such a direct relationship between the 
two variables?” 
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Figure 1:  Indirect Relationship between Working Capital Measures and Profitability of the Firm 

 
Figure 1 describes the indirect relationship between working capital efficiency, liquidity and utilization 
measures [independent variables]and profitability measures [dependent variables] that are reported in 
the literature on working capital management. 
a) Relationship between Cash conversion cycle and profitability of the firm: low cash conversion cycle 

leads to high Cash flow which may lead to higher profitability. 
b) Relationship between Liquidity measure and profitability of the firm: low current ratio and quick 

ratio leads to increase in cash flow which may lead to higher profitability. 
c) Relationship between Working Capital utilization measure and profitability of the firm: higher 

working capital turnover may lead to higher sales revenue and higher cash flow which may lead to 
higher profitability. 

 
Note that the existing literature does not describe the relationship between working capital 
management and profitability of the firms in an explicit manner, which is the major motivation for us to 
write this paper. This paper aims to establish an explicit relationship between working capital 
management and profitability of the firms which is being portrayed in Figure 2 stated as below 
 

Figure 2: Profitability of Firms Measured directly by RONWC 
 
2.4 Formulation of Return on Net Working Capital (RONWC): The main objective of this paper is to 
introduce Return on Net Working Capital (RONWC) as a direct profitability measures of working 
capital management (WCM).In this section we start our discussion on profitability measures that are 
extensively used in accounting literature. We will then get into the discussion on formulation choices 
for computation of Return on net working capital (RONWC) and conclude this section with the 
RONWC formulation. 
 
Existing accounting literature extensively uses the following profitability measures that employ the 
contents of both the Income statement and balance sheet of the firm. 
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ROA (Return on Assets) = EBIT (1-t) / Total Assets 
where EBIT is Earnings before Interest and Tax and t is tax rate 
ROIC (Return on Invested Capital) = EBIT (1-t) / Invested Capital 
where Invested Capital = Long Term Liabilities + Owners’ Equity 
ROCE (Return on Capital Employed) = EBIT (1-t) / Capital Employed 
where Capital Employed = Fixed Assets+ (Current Assets – Current Liability) 
 
We need to have consistency in defining both the numerator and the denominator in the formulation of 
a profitability measure/ratio. Note that Net working capital (NWC) refers to the amount of capital 
available for use of the entire firm (both equity and debt claimholders). 
 
In the formulation of RONWC, we may either use EBITDA or EBIT as the numerator and ignore the 
Gross Profit, PBT and PAT as the numerator because Gross Profit is arrived before adjusting for other 
operating expenses such as office expenses, administrative expenses and selling and distribution 
expenses (commonly known as SGA) and therefore it is not the right measure in the computation of 
return on net working capital. On the other hand, the amount of PBT or PAT cannot be used as the 
numerator as they reflect the profitability of the firm available for its equity shareholders only while we 
are interested in finding out the return on working capital which is to be shared among all the providers 
of capital. 
 
The denominator for the formula should be the amount of net working capital which reflects the 
portion of the total capital employed by the firm in its operating activities in an accounting period. In 
short we may use any one of the following formulas to compute return on net working capital. 
 
a) Using EBITDA; RONWC = EBITDA (1-t) /NWC. Here we are considering the amount of after tax 

EBITDA as it is mandatory for the firm to pay taxes.  
b) Using EBIT, RONWC is equal to EBIT*(1-t)/ NWC. 
 
Neither the usage of EBITDA nor the usage of EBIT in the formula of RONWC (Return on net working 
capital) helps us in segregating the amount of profit earned exclusively from the employment of NWC 
by a firm. This is because EBITDA or EBIT is generated from the use of both the long term and short 
term net assets of the firm. Hence we will borrow the Weighted Average Cost of Capital (WACC) 
framework from finance theory to explore the possibility of computing the RONWC in an improved 
manner. 
 
Weighted Average Cost of Capital (WACC) = [after tax Cost of Debt * [Market Value of Debt / (Market 
Value of Debt+ Market Value of Equity)]] + [Cost of Equity * [Market Value of Equity / (Market Value of 
Debt + Market Value of Equity)]  
 
Using the above analogy, the operating profit of a firm can be decomposed into two parts, wherein the 
first part or proportion of EBIT is earned by a firm by employing its net working capital (NWC) and the 
second part or proportion of EBIT is earned by a firm by employing its fixed assets. 
 
Proportion of EBIT that is generated by a firm from its usage of NWC  can be stated as below:  
Proportion of EBIT from NWC = [EBIT(1-t) ]*(NWC/ Capital Employed) 
In other words proportion of EBIT earned by a firm from its investment in net working capital(NWC) is 
the product of after tax EBIT and the proportion of NWC in Capital employed (CE) of the firm. 
 
Using this we can find out RONWC which is computed as below:  
RONWC = EBIT(1-t)* (NWC/Capital Employed) * (1/ NWC) 
RONWC is equal to the proportion of after tax EBIT from the usage of NWC divided by NWC multiplied 
by 100 
 
We now extend our discussion to calculate the RONFA(Return on NET fixed asset )as below:  
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RONFA= EBIT(1-t)*( NFA/ Capital employed) *(1/ NFA) 
Alternatively, RONFA is equal to (1- RONWC)* 100 
 
A firm’s Return on Capital employed(ROCE) can be decomposed into its Return on Net Working Capital 
(RONWC) and Return on Net Fixed Asset (RONFA). 
Symbolically ROCE = RONWC + RONFA. 
 
One may posit that a firm cannot improve its ROCE by employing different proportion of NWC and 
NFA. This makes us to go for the theorem of irrelevance of asset structure. This conclusion may not be 
true in a practical world wherein companies employ different proportions of NWC and NFA in order to 
improve their profitability. Had there not been a difference in the ROCE earned by a firm by having 
different asset structure then, why should firms change their proportion of NWC and Net Fixed Assets 
in a practical world? Hence we are attempting to compute RONWC and RONFA using the following 
alternative logical framework. 
 
Let us restate ROCE = RONWC + RONFA. This means that ROCE of the firm is the sum of RONWC plus 
RONFA.  
 
Let us find RONWC as below: 
RONWC =ROCE * proportion of NWC in the Capital Employed 
Where ROCE = [EBIT (1-t) /Capital Employed] 
Proportion of Net working capital in the Capital Employed = NWC/CE 
RONWC =[EBIT(1-t)/Capital Employed ]* [NWC/ Capital employed] 
 
Similarly, RONFA = ROCE * Proportion of NFA in Capital employed 
RONFA =[ EBIT(1-t)/Capital Employed ]* [NFA/ Capital employed] 
 
Hence,ROCE is equal to the sum of RONWC and RONFA 
 
2.5 Determinants of Return on Net Working Capital (RONWC): RONWC = ROCE * proportion of 
NWC in Capital Employed; where we can extend the formula as stated below RONWC =[ EBIT(1-
t)/Capital Employed ]* [NWC/ Capital employed] 
From this formulation we arrive at the determinants of RONWC of a firm. They are  
1) EBIT or operating profit[ positive association with RONWC] 
2) Tax Retention Rate[ Negative association with RONWC] 
3) Capital Employed [ Negative relationship with RONWC] 
4) Proportion of NWC in Capital employed [Positive relationship with RONWC] 
 

 
 

Figure 3: Theoretical Framework 
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3. Research Method: 
3.1 Data and Sample Selection: The sample is based on the database provided by CMIE Prowess that 
consists of financial statements of the 5382 non-financial Indian firms listed on Bombay Stock Exchange 
(BSE). The sample was constructed as follows – initially the sample was started with 5382 firms listed on 
BSE for the time period 1997 till 2016. Due to specific nature of activities, financial services and banking 
firms were excluded along with companies delisted from BSE and the sample size was reduced to 401 
firms after taking care of missing data as well. The final sample comprised of a balanced panel data of 
8020 firm-year observations with the observations of 98 industry groups of firms over the period 1997-
2016. Appendix has the classification of the 401 firms as per the industry groups. 
 
3.2 Variables: The dependent variable for this study is Return on Net Working Capital (RONWC) which 
is computed for all the sample firms by the authors using the formula 
RONWC = [EBIT(1-t)/Capital Employed ]* [NWC/ Capital employed] 
 

Independent Variables Dependent Variables Control variables 

Cash conversion cycle(CCC) 
Number of days of Accounts 
Receivable(DR) 
Number of days of Inventory (DI 
Number of days of Accounts 
Payables(DP) 

Return on Net Working 
Capital (RONWC) 

Firm size 
Sales Growth 
Long-term Debt to Total Assets 

 
3.3 Model Specification: To investigate the impact of working capital management on the firm’s 
profitability, we have examined four models [ as used byDeloof (2003) and Lazaridis & Tryfonidis (2006) 
]. The first model tries to investigate the relationship between cash conversion cycle and return on net 
working capital. The second model investigates the relationship between account receivables and firms 
profitability. Third model is related to the relationship between inventory conversion period and return 
on asset. Finally, the last model aims to reveal the effect of payable deferral period on profitability. All 
the models are presented as below;  
 
Model 1) RONWC = β0 + β1 CCC + β2 SIZE + β3 LEV + β4 SALES GROWTH + €  
Model 2) RONWC = β0 + β1 DR + β2 SIZE + β3 LEV + β4 SALES GROWTH + €  
Model 3) RONWC = β0 + β1 DI + β2 SIZE + β3 LEV + β4 SALES GROWTH + €  
Model 4) RONWC = β0 + β1DP + β2 SIZE + β3 LEV + β4 SALES GROWTH + € 
 
Where:  
RONWC is return on net working capital , CCC is the cash conversion cycle, DI is Days’ Receivables, DI 
is Days’ Inventory , DP is Days’ Payables, Size is the firm’s size, Lev is long-term debt to total assets, 
Sales Growth is the firm’s sales growth and € id regression residuals. The main difference between the 
models used by the literature and the study is related to control variables that areused in this study. 
Moreover, Spearman correlation coefficient analysis was used to present the relationship between 
working capital management and firm’s profitability. 
 
 
4. Data Analysis and Results: Table 1 presents descriptive statistics. RONWC is on average 89.13% of 
total assets while the median RONWC is 11.53%. The average cash conversion cycle is 90days (median 
CCC is 27days). Firms receive payment on sales after an average of 135days ( median DR is 70days). It 
takes on an average 27days to sell inventory(median DI is 20days) and firms wait for an average 572days 
to pay their purchases (median DP is 232days). Mean and median  sales growth is 29.4%. and 9.7% 
respectively. Mean Leverage is 23.3%.of total assets  and median is 19.26%. 
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Table 1: Descriptive Statistics 
401 Indian non-financial firms , 1997-2016: 8020 Firm-year Observation 

  Mean Standard Deviation Median Minimum Maximum 

RONWC 0.891328 14.82743376 0.115305 -175.231 230.384784 

DI 27.06387 3192.747991 20.66333 -14733.4 59780.9467 

DR 135.4354 496.9486081 70.20667 1.576667 8479.59333 

DP 572.7953 1639.491225 232.74 0.406667 27308.0833 

CCC  -90.0052 3384.988925 -27.9333 -27136.8 58186.07 

Firm Size 2.494336 0.826929163 2.478747 -0.03158 5.24737711 

Leverage 0.233054 0.178585875 0.192556 0.01263 1.62449364 

Sales Growth  0.294782 2.036013427 0.097284 -0.76032 31.9363839 

 
Notes: RONWC = [ EBIT(1-t)/Capital Employed ]* [NWC/ Capital employed] . Days Receivable [DR] = 
(accounts receivable *365) / sales . Days Inventory [DI]= (inventories *365) / sales.  Days Payable [DP] = 
(accounts payable *365) / sales . CCC= DR +DI – DP. Firm size is natural log of Sales. Sales growth = (this 
year’s sales – previous year’s sales) / previous year’s sales . Leverage = Long-term Debts / Total assets 
Table 2 presents Pearson correlation analysis for all variables considered. There is negative relation 
between RONWC and days accounts payable (DP) and RONWC has positive association with DI,DR and 
CCC which are in contrast to the theoretical relationship[though some studies in the past have reported 
similar findings ]. There is also a negative relationship between RONWC and the control variables like 
firm size and leverage where the negative relationship indicates that larger firm earn lower RONWC and 
highly levered firms report lower RONWC. Sales growth has a positive relationship with RONWC which 
is as per the expectation. 
 

Table 2 : Pearson Correlation Coefficients 
401 Indian non-financial firms , 1996-2016: 8020 Firm-year Observation 

  DI DR  DP  CCC  Firm Size Leverage Sales Growth  RONWC 

DI 1.0000 

      

  

DR  0.0630 1.0000 

     

  

DP  -0.1445 0.1806 1.0000 

    

  

CCC  0.8886 0.1087 -0.4732 1.0000 

   

  

Firm Size -0.0943 -0.2800 -0.0949 -0.0067 1.0000 

  

  

Leverage -0.1167 -0.0290 0.1010 -0.0883 0.1988 1.0000 

 

  

Sales Growth  0.0305 0.3025 0.0110 0.0278 -0.1502 -0.0583 1.0000   

RONWC 0.0284 0.0078 -0.0102 0.0299 -0.0204 -0.0313 0.0372 1.0000 

 
Notes: RONWC = [ EBIT(1-t)/Capital Employed ]* [NWC/ Capital employed] . DR = (accounts receivable 
*365) / sales . DI= (inventories *365) / sales.  DP = (accounts payable *365) / sales . CCC= DR +DI – DP. 
Firm size is natural log of Sales. Sales growth = (this year’s sales – previous year’s sales) / previous year’s 
sales . Leverage = Long-term Debts / Total assets 
We used regression analysis to find the impact of working capital management on corporate 
profitability. The determinants of profitability are estimated using a fixed effects model. Fixed effects 
estimation assumes firm specific intercepts which captures the effect of  those variables that are 
particular to the firm and are constant over time. 
 
The determinants of RONWC are investigated for all 8020 firm-year observations. The results are found 
in Table 3. The cash conversion cycle is included in regression (1).The coefficient of the cash conversion 
cycle variable is negative and the relationship is significant (p-value = 0.0000). This reveals that firms 
with lower CCC [higher working capital efficiency] generate higher RONWC. 
 
Regression (2) is estimated with fixed effects and includes number of days accounts receivable as a 
measure of accounts receivable policy. The coefficient of accounts receivable variable is positive and not 
significant and this implies that an increase in the number of days accounts receivable by one day is 



 
Business Sciences International Research Journal Volume 6 Spl Issue                           ISSN 2321 - 3191 

 

 
Journal Published by IMRF Journals                                                                                 |    154 
 

associated with an increase in RONWC by 0.17%.In regression (3), a significant negative relation is found 
between return on net working capital  and number of days inventories (p-value = 0.0000).Regression 
(4) shows a positive relation between RONWC and number of days accounts payable.  
 
The results of regression (1) to (4) suggest that the managers can increase corporate profitability by 
reducing the number of days inventories. The positive relation between accounts payable and RONWC 
is that profitable firms wait longer to pay their bills. The coefficients of the other variables included in 
the model are not significant. RONWC increases with firm size, sales growth and decreases with 
leverage. Note that the association revealed by correlation and regression analysis are different in case of 
the relationship between RONWC and the other variables considered by the study. 
 
The F-values of all four regression models are found to be statistically significant as seen in Table 3 
whereas the Durbin-Watson (D-W)value of 3.959596 indicates no autocorrelation among the 
independent variable of all the four models. The cross-section fixed effects in the context of our model 
are non- zero as reported in Appendix which confirms the presence of fixed effects and provides better 
model specification when compared with Constant Coefficients Model. 
 

Table 3: Determinants of Corporate Profitability 
401 Indian non-financial firms , 1996-2016: 8020 Firm-year Observation 

Dependent Variable  :              RONWC 
  

Regression Model       : Fixed Effects 
  

 
(1) (2) (3) (4) 

Firm Size 0.073570 0.686343 0.281649 0.305917 

 
(0.9600) (0.6815) (0.8463) (0.8546) 

Leverage -2.594820 -3.073503 -1.964868 -3.679110 

 
(0.2582) (0.2390) (0.3886) (0.1608) 

Sales Growth 0.183319 0.526705 0.238456 0.302226 

 
(0.2662) (0.0273) (0.1429) (0.1052) 

CCC -0.000477 
   

 
0.0000 

   
DI 

  
-0.00055 

 

   
0.0000 

 
DR 

 
0.001656 

  

  
(0.1204) 

  
DP 

   
0.000493 

    
(0.1077) 

Adjusted R2 0.418778 0.248047 0.429332 0.249458 

F-statistic 2.391092 1.636877 2.452524 1.641706 

Prob(F-statistic) 0.000013 0.008115 0.000008 0.007806 

Durbin-Watson stat 3.959596 3.959596 3.959596 3.959596 

 
Notes: p-values reported in parentheses. RONWC = [ EBIT(1-t)/Capital Employed ]* [NWC/ Capital 
employed] . DR = (accounts receivable *365) / sales . DI= (inventories *365) /sales .  DP = (accounts 
payable *365) / sales . CCC= DR +DI – DP. Firm size is natural log of sales . Sales growth = (this year’s 
sales – previous year’s sales) / previous year’s sales . Leverage = Long-term Debts / Total assets 
 
Conclusion: The existing accounting metrics aim to measure the liquidity conditions of the firms using 
the traditional measures such as current ratio, quick ratio and days’ ratio. Operating cycle and cash 
conversion cycle are used to measure the working capital efficiency of the firms. Working capital 
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Turnover is used to measure the extent of the working capital utilization by the firms. In other words 
working capital management has been revolving around the need to improve the liquidity position, 
working capital efficiency and working capital utilization such that the firm is able to maximize its 
profits. However the existing literature reveals the existence of an indirect relationship between working 
capital management and profitability of the firms. They do not measure the direct relationship between 
these three components of working capital management and profitability of the firm. 
 
The practitioners and academia are not able to measure the direct impact of increasing working capital 
efficiency by reducing cash conversion cycle or decreasing liquidity position or increasing working 
capital turnover or by undertaking combinations of these three managerial actions on the profitability of 
firms. This is the major limitation of the existing literature on WCM. 
 
Our paper introduces Return on Net working Capital (RONWC) as a direct profitability measure of 
working capital management to academia and practitioners. The researchers hereafter can consider 
RONWC as one of the accounting performance variables in place of the existing working capital indirect 
profitability measures such as ROA, ROE ,EBIT ,PBT ,Net Income, Tobin’s Q and Shareholder Returns 
thereby contributing new theoretical insights through their research outcomes. 
 
Our paper also conceptualizes return on capital employed (ROCE) to be the sum of return on net 
working capital (RONWC) and return on net fixed assets (RONFA). This means that managers can 
change their ROCE by changing the proportion of their asset structure .In other words asset structure 
determines the ROCE of a firm. 
 
Our paper conducts an empirical examination using the fixed effects model and finds a negative 
relationship between RONWC and cash conversion cycle and  number of days inventory  (supportive of 
the previous studies Deloof,2003). We also find a positive relationship between RONWC and number of 
days receivables and payables (supportive of the previous studies Shin and Soenen,1998).With respect to 
the control variables, RONWC increases with Firm size and Sales growth and decreases with Leverage in 
all four models. Relationship of cash conversion cycle and number of days’ inventory with RONWC is 
statistically significant while the relationship of number of days’ receivables and payables with RONWC 
is not statistically significant. 
 
Future empirical research can be carried out with the objective of studying the relationship between 
return on net working capital (RONWC) and shareholders return in both developed and emerging 
markets. Research work can also be carried over on whether corporate governance plays a role in 
improving the return on net working capital (RONWC) of firms. 
 
 
Appendix: 401 sample firms selection as per Industry classification 
 

Industry Group Count  

Abrasives 1 

Aluminium & aluminium products 2 

Animation content provider 1 

Bakery products 1 

Beer & alcohol 1 

Boilers & turbines 1 

Business consultancy 5 

Castings & forgings 4 

Caustic soda 1 

Cement 5 

Cloth 10 

Coal & lignite 1 

Coffee 1 
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Commercial complexes 2 

Commercial vehicles 1 

Communication equipment 1 

Computer software 9 

Computers, peripherals & storage devices 2 

Copper & copper products 2 

Cosmetics, toiletries, soaps & detergents 3 

Cotton & blended yarn 5 

Courier services 1 

Dairy products 1 

Diversified 15 

Diversified cotton textile 2 

Diversified machinery 2 

Drugs & pharmaceuticals 21 

Dyes & pigments 3 

Education 1 

Electricity generation 3 

Ferro alloys 2 

Fertilisers 3 

Footwear 1 

Gems & jewellery 1 

General purpose machinery 5 

Generators, transformers & switchgears 4 

Glass & glassware 3 

Granite 2 

Health services 4 

Hotels & restaurants 7 

Housing construction 7 

Industrial construction 7 

Industrial cooling equipment 1 

Industrial machinery 1 

Infrastructural construction 2 

Inorganic chemicals 5 

Lubricants, etc. 1 

Machine tools 3 

Man-made filaments & fibres 7 

Marine foods 3 

Metal products 3 

Minerals 4 

Mining & construction equipment 3 

Miscellaneous electrical machinery 3 

Miscellaneous manufactured articles 2 

Organic chemicals 10 

Other agricultural products 6 

Other automobile ancillaries 17 

Other chemicals 10 

Other construction & allied activities 5 

Other construction materials 2 

Other domestic appliances 2 

Other electronics 9 

Other industrial machinery 1 

Other leather products 1 
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Other miscellaneous services 12 

Other non-ferrous metals 1 

Other textiles 8 

Other transport equipment 3 

Paints & varnishes 3 

Paper & newsprint 5 

Paper products 2 

Pesticides 4 

Plastic films & flexible packaging 2 

Plastic furniture, floorings & miscellaneous 
items 

3 

Plastic packaging goods 3 

Plastic tubes, pipes, fittings & sheets 6 

Polymers 1 

Processed foods 3 

Readymade garments 2 

Refinery 2 

Road transport services 1 

Rubber products 2 

Shipping transport services 1 

Sponge iron 2 

Steel 6 

Storage & distribution 1 

Storage batteries 1 

Sugar 4 

Synthetic rubber 1 

Tea 6 

Textile processing 1 

Trading 42 

Transport logistics services 6 

Two & three wheelers 1 

Tyres & tubes 3 

Vegetable oils & products 5 

Wires & cables 3 

Grand Total 401 
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