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Abstract 
The main purpose of this paper is to identify the 
effectiveness of working capital in terms of short-
term liquidity of the private sector steel companies 
in India. Since LPG, to ensure swift economic 
development it was deemed essential that a sound 
steel production program with private sector on a 
formidable basis must be formulated. To some 
extent the priority given by the country failed to 
flourish due to poor capacity, under-utilisation and 
poor consumption. Working capital in terms of 
liquidity is accountable for poor capacity, under-
utilisation and poor consumption. There exists a 
relationship between liquidity and profitability 
indicators. 
 
Keywords: Working capital, Private sector, Indian 
steel companies, Liquidity indicators, Multiple 
regressions 
 
1. Introduction 
 
Working capital management is vital fraction in 
firm financial management decision. Management 
of working capital has profitability and liquidity 
implications. That is why; working capital 
proposes a familiar front for profitability and 
liquidity management. To reach optimal working 
capital management firm manager should control 
the trade off between profitability and liquidity 
accurately. An optimal working capital 
management is expected to contribute positively to 
the creation of firm value. 
 

Since privatisation, the private sector investment in 
India was increased rapidly. But the production 
capacity and growth rate in the private sector did 
not increase promptly due to under-utilisation and 
poor financial management in terms of liquidity, 
solvency, operating efficiency and profitability  
 

 
especially in case of Indian steel industry. This call 
for a full diagnosis of the malady, that is  
identification, analysis and quantification of the 
interfering constraints in achieving full utilisation 
of the capacities, thus opens a vast field for 
research and enquiry. In the present study, 
therefore; an attempt has been made to 
examine and evaluate the management of liquidity 
of the private sector companies as a factor 
accountable for poor performance in the steel 
Industry in India. 
 
2. Review of Related Literatures 
 
In spite of such a greatcoat of liquidity 
management, it is strange that so long it could 
not draw towards as much mindfulness of the 
researchers in India as it desires. A brief review of 
the different pains of research in the field is 
attempted in the following paragraphs. 
 
 

Chakraborty (2008) evaluated the relationship 
between working capital and profitability of 
Indian pharmaceutical companies. He pointed out 
that there were two distinct schools of thought on 
this issue: according to one school of thought, 
working capital is not a factor of improving 
profitability and there may be a negative 
relationship between them, while according to the 
other school of thought, investment in working 
capital plays a vital role to improve corporate 
profitability, and unless there is a minimum level of 
investment of working capital, output and sales 
cannot be maintained - in fact, the inadequacy of 
working capital would keep fixed asset 
inoperative. 
 

Singh and Pandey (2008) suggested that, for the 
successful working of any business organization, 
fixed and current assets play a vital role, and that 
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the management of working capital is essential as 
it has a direct impact on profitability and 
liquidity. They studied the working capital 
components and found a significant impact of 
working capital management on profitability for 
Hindalco Industries Limited. 
 
The conclusive sum of this retrospective review of 
relevant literature produced till date on the offered 
subject reveals wide room for the validity and 
originates of this work and reflects some decisive 
evidences that affirm its viability, as may be 
marked here it. Nor has any previous research 
examined the liquidity position and the existence 
of liquidity and profitability relationship of private 
sector steel companies in India. 
 
3. Objectives of the Study 
 
The main object of the present study is to examine 
the overall efficiency of the management of 
liquidity in selected private sector companies. 
 

To scrutinize the liquidity position on the basis of 
financial ratio and area of weaknesses. 
 

To investigate the liquidity-profitability 
association. 
 
Recommendations for enhancement of the 
liquidity management. 
 
4. Hypotheses of the Study 
 
The following hypotheses were taken for the study:  

Hypothesis-1 

H0: Liquidity position has no impact on 
profitability. 
 
H1: Liquidity position has a significant impact on 

profitability.  

Hypothesis-2 

H0: Solvency position has no impact on 
profitability. 
 

H1: Solvency position has a significant impact on 

profitability.  

Hypothesis-3 

H0: There is no relationship exists between 
liquidity and profitability. 
 
H1: There is a significant relationship exists 
between liquidity and profitability. 
 
5. Methodology of the Study 
 
The data utilized in this study is extracted from the 
income statements, balance sheets, and cash flow 
statements of sampled firms attained from the 
Companies Annual Report accessible from the 
India Stock Exchange and CMIE database. The 
purposive sample design method was applied in 
this analysis. 
The definitions of “private” are: 
(i) part of the economy that is not state controlled, 
(ii) run by individuals and companies for profit, 
(iii) encompasses all for-profit businesses that are 
not owned or operated by the government 
(iv) in most free-market economies, the private 
sector is the sector where most jobs are held. 

 
The sample firms used in this study came from 
same industries. Due to the controlled sample 
volume for steel industry, the research focuses 
on the private sector industry sector. After some 
investigation, steel Industry has been singled out 
for research in the present study. This is definitely 
the backbone of economic growth in any 
industrial country. A thick relationship has been 
found between the level of economic growth and 
the quantum of steel consumption in developed as 
well as developing countries. 
 

Normality Tests 
 
Before the multiple regression analysis, normality 
test was carried out to all independent variables. 
Two generally utilized tests are the Shapiro-
Wilks’ test and Lillifors test. The Shapiro-Wilks 
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test shows better tools in many statistical 
conditions correlated to other tests of normality. 
Anyhow, the Shapiro-Wilks’ test is well suited to 
small-size samples. 
 

Descriptive Statistics 
 
For measuring liquidity position, seven liquidity 
indicators/independent variables were tested with 
comparison of grand industry average/industry 
averages. The results of various independent 
variables have been used for making descriptive 
statistical analysis. To make the analysis and 
interpretation more precise and accurate, the values 
of A.M., S.D., C.V., maximum, minimum, 
Skewness and Kurtosis have been computed from 
the ratios. 
 

 Multiple Regression Tests 
 
In this section an attempt has been made to 
examine composite impact of liquidity indicators 
on profitability through the sophisticated statistical 
techniques. Accordingly, multiple regression 
techniques have been applied to study the joint 
influence of the selected ratios indicating  
company's  liquidity  position  and  performance  
on  the  profitability  and  the regression 
coefficients have been tested with the help of the 
most popular ‘t’ test. In this study, current ratio 
(CR), liquid ratio (LR), absolute liquid ratio 
(ALR), short-term debt-equity ratio (DER), age of 
inventory (AOI), age of debtors (AOD), age of 
creditors (AOC) have been taken as the 
explanatory variables and ROIR has been used as 
the dependent variable. 
 

The regression model used in this analysis is: 
 
ROIR = £ + ß1CR + ß2 LR + ß3 ALR + ß4 DER + ß5 
AOI + ß6AOD + ß7 AOC 
 
Where £, ß1, ß2, ß3, ß4, ß5, ß6, ß7, ß8, ß9, ß10 and ß11 
are the parameters of the ROIR line. 
 

Empirical Analysis and Interpretations 
 
     Liquidity Position based on Current Ratio 

Current ratio is a measure of general liquidity and 
is most widely used to make the analysis of short-
term liquidity of firm. A relatively high current 
ratio is an indication that the firm has liquidity 
and has the ability to pay the current obligation as 
and when they become due.  
 

Liquidity Position based on Liquid Ratio: 
 
Liquid ratio is more rigorous test of liquidity 
than current ratio. A high liquid ratio is an 
indication that the company has liquidity and 
ability to meet its current liabilities in time. But a 
low liquid ratio represents that liquidity position of 
the company is not good.  
 
Liquidity Position based on Absolute Liquid 
Ratio: 
 
Cash and near cash is the most liquid asset. 
Absolute liquid ratio is more accurate test of 
liquidity than current and liquid ratio. The ratio of 
cash and near cash to current liabilities is taken as 
absolute liquid ratio, which is considered as most 
effective indicator to test the absolute  liquidity  
position  of  any  enterprise.  In  determining  the  
cash,  inventories  and accounts receivable are 
deducted from current assets.  
 
Liquidity Position based on Short-term Debt-
Equity Ratio: 
 
Short-term debt-equity ratio is an indicator of 
liquidity position and also important for soundness 
of financial position as well as financial policies in 
a short period of the firm. It is measures the direct 
proportion of debt to equity capital. It is a 
proportion of outside liabilities and tangible net 
worth relating to short period of the company. It 
also indicates the proportion of owners’ stake in 
the business. In other words, this indicates the 
extent to which the firm depends upon outsiders 
for its existence. The ratio provides a margin of 
safety to the creditors. 
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Liquidity Position based on Age of Inventory: 
 
Age of inventory establishes relationship between 
the costs of goods sold and average stock. This 
ratio measures the velocity of conversion of stock 
into sales. Usually, a high inventory turnover 
indicates efficient management of inventory 
because more frequently the stock is sold, the 
lesser amount of money is required to finance 
inventory. A low inventory turnover ratio indicates 
inefficient management of inventory, over 
investment in inventories, sluggish business, and 
poor quality of goods that lead to lower profit as 
compared to total investment. 
 

Age of inventory indicates duration of inventory in 
organisation. It shows moving position of 
inventory during the year. If age of inventory 
is minimum it means companies activity 
position are satisfactory, they are able to sell their 
product within shorter period of time which 
indicate sound liquidity position of organisation. 
On the contrary, if age of inventory is too high, it 
indicates slow moving of stock due to lower 
demand of product or excessive production by 
company, due to stocking policy, which affected 
directly liquidity position of company. Inventory is 
one of the major items in current assets, which 
shows investment of working capital in stock.  
 

Liquidity Position based on Age of Debtors: 
 
Age of debtors’ ratio gives an indication of the 
efficiency of the credit and collection policy of the 
firm and it will directly affect the liquidity position 
of the company. It is a test of speed in which 
debtors are converted into cash. Lower the 
debtors to sales ratio, better is the liquidity of 
debtors and it means prompt payment by the 
customers.  
 

Liquidity Position based on Age of Creditors: 
 
Age of creditors gives an indication of efficiency 
of the credit and payment policy of the firm and 
liquidity position directly depends on this period. 
Higher the credit payment period the longer is the 

age of creditors as well as better is the management 
of liquidity whereas shorter the age of creditors 
shows inefficient and poor payment policy that is 
accountable to decrease current  liabilities  (credit)  
burden  and  suffering  condition  of  liquidity  
position.   
 
6. Liquidity and Profitability Analysis 
 
Liquidity-profitability relationship is linked with 
the continuance of the appropriate intensity of 
working capital. This concept tries to strike a level 
of liquidity that offers a relaxed balance of 
liquidity and profitability, that is to say, the 
investment of the company in working capital must 
be sufficient. It may generally be assumed that 
there is always a negative relationship between the 
two. But it is not true in all the cases. The 
existence of a linear relationship, though not 
continuous, between profitability and liquidity 
corresponding to the holding of current assets at 
least up to a certain level by firms, is not an 
impracticable proposition. 
 
To assess the liquidity-profitability relationship of 
selected steel companies under the study, it is 
important to study liquidity indicators, namely, 
current ratio (CR), liquid ratio (LR), absolute 
liquid ratio (ALR), debt-equity ratio (DER), age of 
inventory (AOI), age of debtors (AOD) and age of 
creditors (AOC) and the most popular profitability 
ratio, return on capital employed (ROCE). To study 
the mutual disparities of these relationships, 
multiple correlation and multiple regression 
analysis have been taking up. 
 

In order to evaluate the association between the 
liquidity and profitability of selected steel 
companies in India in detail with the help of 
above-mentioned measures at a time, we 
sketched them in the paragraphs that follow. 
 

7. Suggestions  
 
This is the ultimate stage in which several 
proposals and suggestions have been offer; to 
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overcome the noticeable problems in the study. In 
order to solve the problems relating to the study of 
short-term liquidity management, a lot of 
modifications are necessary. 
 

• Overall inventory management is required to be 
progressed in case of all the selected steel 
companies by way of proper application of 
inventory control system, such as, EOQ, JIT, ABC 
analysis, etc. and improvement of their sales 
management so as to reduce stock piling of 
finished goods. 
 

• Liquidity position is very unsatisfactory in case 
of all the selected steel companies except KSL.  
To  remove  poor  liquidity  position  of  the  above  
companies,  further  investment  is required to be 
bringing in the form of liquid resource for 
significant reduction in the weigh down of current 
liabilities in order to improve liquidity position. 
 

• On the whole, receivable management is not 
good enough in case of the entire selected 
companies under the study. Solution to the 
enormous problem of receivables management, an 
effective professional co-ordination between sales, 
production and finance departments is called for. 
On time billing, timely reminders to defaulting 
customers and immediate action should be ensured. 
The investment in loans and advances should be 
minimised to the extent possible. 
 

• Multiple  correlation  of  0.934  indicates  that  
there  is  high  relationship  exists  between 
liquidity and profitability of all the selected steel 
companies under the study. 
 
8. Conclusion 
 
Working capital management is important part in 
firm financial management decision. The optimal 
of working capital management is could be achieve 
by firm that manage the trade off between 
profitability and liquidity. The purpose of this 
study is to investigate the liquidity management 
efficiency and liquidity-profitability relationship. 

Results of this study found that correlation and 
regression results are significantly positive 
associated to the firm profitability. Thus, firm 
manger should concern on inventory and 
receivables in purpose of creation shareholder 
wealth. 
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