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INTRODUCTION

& Working Capital Turnover : Working capital turnover ratio is the relationship between cost of sales and net working
capital. Working capital has a close and working relationship with cost of goods sold. And ,therefore, we can infer that
this ratio represents a measure of efficiency or affectivity of working capital. This can be computed as follows :

Working Capital Ratio= Net Sale/Net Working Capital

A high or increasing working capital turnover is normally a healthy positive sign, which explains that the company is
better capable to generate sales from its working capital. There can be two arguments that whether a company has been
able to make more sales from the same amount of working capital, or it has been able to reduce its working capital
without affecting the sales (P C Narvare-Finance). A favorable ratio will depict the efforts of a company to streamline
its operations. Working capital has utmost importance in analyzing business operations, both internally and externally.
Inadequacy or mismanagement of working capital leads to business failure. Hence, working capital turnover ratio is
one of the best measures to analyze the efficiency of a firm in managing working capital. The faster the working capital
turnover, the lower is the total investment and ,therefore, the higher is the profit. However, a very high turnover of
working capital may denote deficiency of working funds, which finally affects profitability of the firm adversely.

& Current Ratio : This is a liquidity ratio that measures a company's ability to pay short-term obligations (debt or
payables), with its short-term asset (cash, inventory, and receivables) during the next 12 month. Current ratio is also
known as liquidity ratio, cash asset ratio and cash ratio. A ratio under 1 suggests that the company would be unable to
pay off'its obligations. The definition of current ratio will be as follows:

Current Ratio= Total Current Asset/(Total Current Liabilities+ Interest Bearing Liabilities**)

**Total current liabilities actually should include the interest bearing liabilities.

Actually, management efficiency lies in deriving a trade-off between current asset and current liabilities. If we
maintain a current ratio less than one, there is a risk of not paying short term liabilities falling due. If we maintain a
current ratio of more than one, there is risk of the fund tied-up unused in the current asset, which otherwise could earn
more profitability for the company. We analyze this efficiency of management striking a trade-off to maximize
profitability of the company. Hence, current ratio is the function of profitability, and the researcher has taken this as an
independent variable in this study to analyze the effect of working capital management on the profitability of the
companies across the IT and telecom industries.

#Sales To Asset Ratio: Sales to the total asset ratio (STAR) is the measure of efficiency of total assets in generating
sales. This is the overall efficiency ratio. Total assets include sum of all cash, investments, furniture fixture, equipment
receivables, intangibles and any other items of value owned by a company. Actually, this is the sum of current assets
and long-term assets, as the current asset is a very important constituent of total assets. Hence, this ratio will represent
the affectivity of the current assets. This is defined as follows :

Sales To Total Asset Ratio (STAR)= Net Sales/ Total asset

Sales to the total asset ratio is a metric of judging the effectiveness of the total assets employed to generate the sales,
and will affect the profitability of the company. As STAR is a function of profitability of a company, the researcher has
taken this variable as an independent variable. The researcher took STAR as an independent variable because all
efforts of an organization are directed to achieve the highest turnover. Hence, this explains that how a company's total
assets have performed to achieve sales, which have contributed towards profitability. This is the right measure as it
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represents as to how a company's various functional departments have finally contributed towards achieving a
company's goal. Past researchers actually ignored this variable, but the present researcher has deliberatively chosen
this variable as it is a significant function of a company's profitability. This ratio has a great relevance in finding the
return on capital employed, because total assets involve short-term (current asset) assets and need to be investigated in
detail.

#Cash Conversion Cycle And Its Components : The cash conversion cycle (CCC) is used as a comprehensive
measure of working capital management, and is taken as another independent variable. Investopedia definition of a
cash conversion cycle is “a metric that expresses the length of time, in days that it takes for a company to convert
resource inputs into cash _flows. This metric looks at the amount of time needed to sale inventory, the amount of time
needed to collect receivables, and the length of time the company is afforded to pay its bills without incurring
penalties.” This is also known as cash cycle and is calculated as :

CCC= DIO+ DSO- DPO
Where,
DIO=Day's inventory outstanding; DSO= Days sales outstanding; DPO=Day's payable outstanding.

#Day's Inventory Outstanding : DIO is defined as how many days it takes to sale the entire inventory. And is
computed as

DIO= Average inventory/COGS per day
Average inventory= (Beginning inventory+ ending inventory)/2
GOGS per day=COGS/ 365
Gross profit (also called profit margin or gross margin) is the difference between net sales and cost of goods sold.
Actually, when the goods are sold, the cost of inventory becomes an expense, which is called cost of goods sold
(COGS). Hence COGS is computed as
COGS= Netsales-Gross profit, however, DIO is defined as

DIO= [365*(Beginning Inventory+ Ending Inventory)] / [2*(Net Sales-gross Profit)]

For DIO, the small is better. Hence, finally we have ROCE as a dependent variable and seven independent variables.
The independent variables are working capital turnover, current ratio, sales to total asset ratio, day's inventory
outstanding.

LITERATURE REVIEW

In the past, a lot of research has been conducted to investigate the relationship between working capital management
and profitability of the firm in different environments. Shin and Soenen (1998) used a sample of 58,985 firms' years
covering the period 1975-1994 in order to investigate the relationship between net-trade cycle, which was used as a
measure of working capital management efficiency and corporate profitability. He observed a strong negative
relationship between the length of net-trade cycle and its profitability.

Deloof (2003) made an investigation for the relationship between working capital management and corporate
profitability. He used a sample of 1009 large Belgium non-financial firms for the period from 1992 to 1996. The results
showed a negative relationship between gross operating income, a measure of corporate profitability, and cash
conversion cycle, as well as day's account receivable and inventories. Lazaridis and Tryfonidis (2006) also
investigated the relationship between working capital management and corporate profitability for the firms listed in
the Athens Stock Exchange for a sample of 131 listed companies. Researchers used the company financials from
2001-2004 for the study. The results of the study of regression analysis showed that there was a statistically significant
relationship between gross operating profit, a measure of profitability and the cash conversion cycle. He suggested
that by optimizing the cash conversion cycle, the managers could create value for the shareholders.

M. A. Zariyawati, M. N. Annuar, and A. S. Abdul Rahim investigated the relationship between working capital
management and profitability of the firm. The researchers used the cash conversion cycle as a measure of working
capital management. This study has used a panel data of 1628 firms' years for a period of 1996 to 2006. The coefficient
results of pooled OLS regression analysis provide a strong negative significant relationship between cash conversion
cycle and profitability of the firms. It is revealed that by reducing the conversion cycle, a firm's profitability can be
increased. Raheman and Nasr (2007) also investigated the relationship between cash conversion cycle, and its
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components by taking a sample of 94 firms listed on the Karachi Stock Exchange for a period of six years from 1999-
2004. He investigated that cash conversion cycle is negatively related to net operating profit, which is a measure of
profitability. Similar relationship was observed for the collection period, inventory turnover in days, and average
payment period.

Lyroudi and Lazaridis (2000) considered cash conversion cycle as a measure of the liquidity for the firms in the Greek
food industry. They examined the relationship of a cash conversion cycle with current and quick ratio. The researchers
examined the implications of the cash conversion cycle in terms of profitability, indebtedness and firm size. The
outcome of the study was a significant positive relationship between the cash conversion cycle, and the traditional
liquidity measures of current and quick ratios. Wang (2002) made a study for the firms in Japan and Taiwan to find a
relationship between liquidity management and operating performance. He also investigated the relationship between
liquidity management and corporate value of firms. The empirical findings for both countries show a negative
relationship between CCC and ROA, and CCC and ROE. These results were in line with Jose et al. (1996) and Shin and
Soenen (1998) that lower cash conversion cycle corresponds with better operating performance. Further, in case of
both countries, it was investigated that aggressive liquidity management is associated with higher corporate value.
Eljelly (2004) empirically investigated the relationship between profitability and liquidity for sample firms in Saudi
Arabia. The researcher took cash gap and current ratio as a measure of liquidity. Using correlation and regression
analysis, a negative relationship was investigated between liquidity and profitability, where current ratio was taken as
a measure of liquidity. At the company level, it was observed that the cash gap (cash conversion cycle) is more
important as a measure of liquidity than the current ratio as a measure of liquidity that affects profitability. At the
industry level, it was observed that size has a significant effect on profitability.

Padachi (2006) investigated the working capital management practices for the manufacturing firms in Mauritius by
taking a sample of 58 small firms. The researcher examined the trends in working capital management and its impact
on performance. Regression results observed a negative relationship between inventories and receivables with
profitability. The study has also shown a positive relationship between various working capital components and
profitability. An increasing trend was observed in the short-term component of working capital financing. Garcia-
Teruel and Martinez-Solano (2007) examined the effect of working capital management on profitability for small and
medium sized Spanish firms for the first time. Using panel data, the authors revealed that there is a negative
relationship between inventories and days' account outstanding and profitability. The authors further concluded that
by managing working capital such that the cash conversion cycle is reasonably minimum, the managers can create
value for SMEs. Samiloglu and Demirgunes (2008) examined the effect of working capital management on the
profitability of the firms listed on the Istanbul Stock Exchange (ISE). By using multiple regression, the study shows
that there exists a negative relationship between accounts receivables period, inventory period, and leverage and
profitability of the firms. However, growth (in sales) affects the firms positively.

WORKING CAPITAL MANAGEMENT IN INFORMATION TECHNOLOGY (IT)
HARDWARE INDUSTRY

The Computer hardware industry is a price sensitive/competitive industry and rate of obsolescence is extremely high.
The requirements of the industry are fast changing. So, it is required to maintain inventory levels very accurately and
judiciously to avoid inventory obsolescence. Excessive inventory will adversely affect the profitability of the
company. It is required to have working capital policies suiting the computer hardware industry. A very meticulous
technology management practice has to be implemented in the companies. All companies to be successful need to fine
tune, streamline and improve their working capital practices.

It is required to investigate and identify which of the liquidity or efficiency ratios are underperforming relative to the
industry standards. The roots of the problems of all underperforming enterprises are traced in the working capital
management and investments. Working capital is the fund which finances the funding of the day-to-day running of a
business. Working capital levels tend to fluctuate with the level of activity, and short-term performance of the industry.
The working capital requirements are not just bank balances, they are composed of investments in stocks, debtors and
creditors. Measure of efficiency of working capital involves careful timing for when you pay suppliers, and collect
from your customers. A close working on credit terms can significantly affect the working capital.
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WORKING CAPITAL MANAGEMENT IN THE TELECOMMUNICATIONS
HARDWARE INDUSTRY

The Indian telecom hardware industry is a growing industry and efficient management of working capital is vital. Cash
management, inventory management, and trade credit management affects the working capital management. The
telecommunication industry is characterized by high intensive working capital requirements and high competition
because of rapid technological changes, which make working capital management crucial to bring attractive earnings
to shareholders (Vedavinayagam Ganesan). Researchers need to work out various relationships relating to working
capital management efficiency and profitability. It is very important to know as to how the performance of working
capital is doing for the telecom industry. India really needs to convert itself from a resource-based management to a
knowledge-based management.

OBJECTIVE, THEORIZATION & DEVELOPMENT OF HYPOTHESES

The objective of the study is as follows :

#To investigate the relation between components of working capital ratios and profitability.

To attain the above objective, the author will theorize the relationship between different components of working
capital management and profitability.

#Hypothesis 1 : When net working capital decreases, the working capital turnover increases if we look at the
definition described in the introduction. We know that by reducing net working capital to a minimum, we can optimize
profits of a company. Therefore, there should be a positive relationship between working capital turnover and
profitability of a firm. To investigate the developed theory, the researcher makes an independently testable hypothesis
as:

% There should be a positive relationship between working capital turnover and profitability of a firm in the ITand
telecomindustryin India.

To operationalize the above hypothesis, the researcher proposes the following null and alternative hypothesis :

HO1: There exists no relationship between working capital turnover and profitability of a firmin the IT and telecom
industry.

H11: There exists a possible positive relationship between working capital turnover and profitability of a firm in
the IT and telecomindustry.

#Hypothesis 2

HO02: There exists no relationship between the current ratio and profitability of the firm in the IT and telecom
industry.

H12: There exists a possible positive relationship between the current ratio and the profitability of the firm in the
IT and telecom industry.

#Hypothesis3

HO03:Thereis no relationship between days' inventory outstanding and profitability in the IT and telecom industry.
H13:Thereis a possible negative relationship between day's inventory outstanding and profitability of the firms in
the IT and telecom Industry.

#Hypothesis4

HO04: There exists no relationship between sales to total asset ratio, and profitability of the firm in the IT and
telecomindustry.

H14: There exists a possible positive relationship between sales to total asset ratio in the IT and telecom industry.

DATA AND VARIABLES: SAMPLE AND DATA

The researcher has considered return on capital employed as a measure of profitability, which is a dependent variable.
Working capital turnover, current ratio, sales to total asset ratio and day's inventory outstanding have been taken as
independent variables. The researcher selected 11 companies randomly belonging to the IT and the telecom sector. All
companies selected are listed on the National Stock Exchange in India and the financial data is available authentically.
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The researcher collected the data from EMIS (Emerging Market Information Service) for twelve years from 1999-
2010.

METHODOLOGY: RESULTS AND INTERPRETATIONS

& Descriptive Statistics For The IT And Telecom Industry And Interpretation : Table 1 shows the descriptive statistics
for the IT and telecom industry. Financials for 12 years for 11 IT and telecom companies were considered for the study.
Total observations are 11*12=132 firm year's observations.

Table 1 : Descriptive Statistics
N Minimum | Maximum Mean Std. Deviation

ROCE 132 -49.32 54.51 8.4176 15.19709
WCT 132 -14.3 50.0 3.731 6.1765

CR 132 .02 20.96 3.5960 3.06258
DIO 132 7.37 358.72 74.8121 63.27205
STAR 132 .07 10.93 1.6981 1.59178
Valid N (listwise) 132

Mean value of ROCE for the firms in information technology and telecom industry was 8.42, and the standard
deviation was 15.20. Minimum and maximum values were -49.32 and 54.51. The Indian all industry average was
14.15. On comparison, it was observed that on an average, the return on capital employed was very low when
compared with the Indian average. Average working capital turnover for the I'T and telecom industry was 3.37, and the
standard deviation was 6.18. The minimum and maximum values for the IT and telecom industry were -14.3 and 50.
The Indian average was 8.6. Hence, it is evident that the working capital turnover was poor during the study period and
the industry was not managing its working capital efficiently. This may be the reason that there are not many
companies operating in the Indian IT and telecom manufacturing industry. Average value of current ratio for the firms
in the IT and telecom industry was 3.60, and the standard deviation was 6.18. The minimum and maximum values for
the current ratios were 0.02 and 20.96. Current ratio average for the manufacturing firms in India was 2.71. The
liquidity for IT industry and telecom firms was ok, and there was a low risk of a company going sick, of course, on the
cost of profitability. Day's inventory average for IT and telecom industry was 75 days, and standard deviation was 35
days. The minimum and maximum values for the industry were 07 and 359 days. The average for the Indian industry
was 56 days. It is evident that the IT and telecom industry is not well managed and is holding inventory for a longer
period, affecting profitability of the firms in the IT and telecommunication industry in India. Average for sales to the
total asset ratio was 1.70, and the standard deviation was 1.59. Minimum and maximum values for the sales to the total
assetratio were .07, and 10.93. The Indian industry average was 1.75. Looking at the data, it can be inferred that the I'T
and telecom firms are not very profitable because sales to total asset ratio is poorer in case of information technology
and the telecom industry. The ratio indicates a low one, suggesting a poor return on total assets for the net sales. This is
because of the fact the industry is in competition with imports.

CORRELATION ANALYSIS

#Pearson Correlation Coefficient For The IT And Telecom Industry : Table 2 shows the correlation coefficient for the
firms in the IT and telecom industry in India. In all, 11 companies were covered in the study, and the financials for 12
years from the year 1999 to 2010 had been taken. In all, there are 11*12=132 firm year observations. Working capital
turnover is positively related with return on capital employed. Correlation coefficient was 0.210, and the p-value was
(0.016). The relation was significant at 5%. Therefore, the null hypothesis is rejected as there is a significant positive
relationship between working capital turnover and return on capital employed. It means that we accept that more
working capital turns will result in higher return on capital employed, which is a measure of profitability. There is a
positive relationship between current ratio and return on capital employed. The correlation coefficient was 0.015, and
the p-value was (.860), showing that the result is not significant. We accept the null hypothesis and ,therefore, reject the
alternative hypothesis.
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Table 2 : Pearson Correlation Matrix
ROCE WCT CR DIO STAR
ROCE Pearson Correlation 1
Sig. (2-tailed)
N 132
WCT Pearson Correlation .210* 1
Sig. (2-tailed) .016
N 132 132
CR Pearson Correlation .015 -.164 1
Sig. (2-tailed) .860 .060
N 132 132 132
DIO Pearson Correlation | -.532** -132 .027 1
Sig. (2-tailed) .000 132 762
N 132 132 132 132
STAR Pearson Correlation .570** | .369** -.092 [-.391** 1
Sig. (2-tailed) .000 .000 .296 .000
N 132 132 132 132 132
*. Correlation is significant at the 0.05 level (2-tailed).
**_ Correlation is significant at the 0.01 level (2-tailed).

The Day's inventory was negatively related with return on capital employed. The Correlation coefficient was -0.532,
and the p-value was (000). The result was significant at 1%. The researcher rejects the null hypothesis and accepts the
alternative hypothesis that lower days' inventory outstanding leads to higher profitability. For the IT and telecom
industry, there is a positive relationship between sales to total asset ratio, and return on capital employed. Correlation
coefficient was 0.570, and p-value was (000). The result was significant at 1%. Therefore, the null hypothesis is
rejected and the alternative hypothesis - that higher sales to total asset ratio leads to higher profitability - is accepted .

#Regression Model: Pooled Observations (Cross Section And Time-series) : Determinations of return on capital
employed - a measure of profitability was investigated for all 132 firm year observations. The model that the
researcher applied is as follows (Refertotable 3):

ROCE (it)=a+b(WCTit)+c(CRit)+d(DIOit)+e(STARIt)+error term

The result of this regression shows that the coefficient of working capital turnover is positive. It implies that working
capital turnover affects the profitability of a firm positively. This confirms the hypothesis that working capital turnover
affects profitability of a firm positively. Similarly, current ratio affects profitability of a firm positively. However, it is
not significant and the researcher accepts the null hypothesis that there is no relation between current ratio and
profitability of a firm in the IT and the telecom industry. The researcher observes a negative coefficient of days'
inventory outstanding. It implies that the DIO affects profitability negatively, and this relationship is highly significant
at 1%. Therefore, this confirms the hypothesis that there is an inverse relationship between days' inventory
outstanding, and return on capital employed. Similarly, sales to the total asset ratio shows a significant positive
relationship with profitability. It reflects that if the ratio increases, the profitability of a firm from the IT and telecom
industry will increase. Adjusted R square - also called as the coefficient of multiple determinations is the percentage of
variance in the dependent variable, explained uniquely or jointly by the independent variables and was 42.43%. Cis a
constant, where the regression line intercepts the y-axis, representing the amount of the dependent variable y will be
when all the independent variables are zero. Here, this constant is 6.683, and the probability of the significant is
significant (0.013). The F statistic is used to test the significance of R. Overall, the model is significant as F-statistics
was 25.14.
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Table 3 : Regression Model
Regression Statistics
Multiple R 0.66474
R Square 0.441879
Adjusted Square 0.4243
Standard Error 11.53077
Observations 132
ANOVA
df SS MS F Significance F
Regression 4 13368.89 3342.23 | 25.1373 2.4E-15
Residual 127 16885.76 132.957
Total 131 30254.65
Coefficients | Standard Error| t Stat P-value | Lower95% | Upper 95% | Lower 95.0% |Upper 95.0%
Intercept 6.682731 2.66135 2.51103 0.0133 1.416399 11.9496 1.41639 11.9496
WCT 0.036319 0.17731 0.20483 0.8381 -0.31455 0.38715 0.31455 0.38715
CR 0.331766 0.33362 0.994288 | 0.3213 -0.32851 0.99203 -0.32851 0.99203
DIO -0.08741 0.01735 -5.05104 | 1.4906 -0.12165 -0.05316 -0.12165 -0.05316
STAR 4.090094 0.73428 5.570758 | 1.4507 2.637229 5.5428 2.63729 5.5428

LIMITATIONS OFTHE STUDY

The study solely depends on the published financial data, so it is subject to all limitations that are inherent in the
condensed published financial statements. The researcher considered some operational firms in the study sample and
did not consider the entire operating unit as a sample, which may leave some grounds for error.

SUGGESTIONS FORFUTURE RESEARCH

The study can be further taken up to investigate the relationship for other important industries in India and other
countries. Furthermore, the study can be extended to develop a model which will explain how working capital
management impacts profitability.

CONCLUSION

It was observed that the telecom industry is operating below average so far as working capital management is
concerned. The profitability was 40% when it was compared with the all India all manufacturing average. In the I'T and
the telecom industry, working capital turnover, current ratio, sales to total asset ratio were positively related to
profitability. However, days inventory were negatively related to profitability. Current ratio relationship with
profitability was a departure from the past studies.
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