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ABSTRACT

The present study aims to acknowledge the pre-eminent relationship
between the liquidity and profitability which performs a key role in
corporate finance. The liquidity management performs an indispensable
role as deficient liquidity and surplus liquidity both affects the functioning,
profitability, and growth of any organization. The present study analysis is
on Tata Pigments Ltd for a period from 2013-14 to 2018-19. The empirical
and analytical study applies descriptive statistics, correlation, and
regression to test the hypothesis of the study. The findings suggest that there
is no significant relationship between the liquidity and profitability. The
liquidity indicators do not affect the profitability ratios.

Keywords: Liquidity, Management Policy, Profitability and Tata Pigments.

I. INTRODUCTION

The concept of managing working capital is not new for
the management and for the company’s financial health [8].
Working capital decision influences liquidity and
profitability of any organization. Any manager needs to
consider liquidity and profitability as an eminent component
in all financial decision making. Liquidity deals with the
organization’s ability to pay off its current obligations.
Liquidity management in any organization is a prominent
concept as it affects profitability, solvency, and firm’s value
[9]. The liquidity affects the day-to-day functioning of the
business which is of great concern to the stakeholders. The
mismanagement of liquidity can affect the firm’s growth and
profitability and can lead to financial instability and
bankruptcy [7]. The outcome of liquidity management is
shown in the profit of the organization and the shareholder’s
value [1].

Profitability of any organization shows the revenue earned
during any financial year after deducting expenses. The
profitability of an organization shows the performance of the
management, and it also helps in attracting the potential
investors to invest in the organization. The profitability ratios
show the return on assets, return on equity, return on
investment, and return on capital employed. A potential
investor will invest by analyzing these ratios, so the
management strives to improve the operating performance
[10].

The most predicament situation for any organization is to
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achieve a trade-off between the liquidity and profitability.
The principle of finance states that we will not take on
additional risk unless we expect it to be compensated with
additional return (the risk-return trade off). This indicates
that an organization with high liquidity has low risk and will
fetch low return (profitability). An inadequate amount of
investment in working capital may increase profitability but
may interrupt the smooth functioning of the organization.

Il. REVIEW OF LITERATURE

Extensive research and analysis works have been done on
liquidity and profitability trade off and different views have
been given. Liquidity ensures the survival of the organization
and profitability ensures survival in the long run and growth
of the organization. Therefore, a balance between both of
them is important.

Reference [6] endeavored to investigate the relationship
between working capital management and operating profits
of SME’s listed at Karachi Stock Exchange. The analysis was
done to show the relevance between the various variables like
Inventory Conversion Period, Receivable Collection Period,
payable deferral period, cash conversion cycle and operating
profit to sales. The study showed a negative relationship
between inventory conversion period and receivable
collection period with operating profits, but no relationship
was seen between payable deferral period, cash conversion
cycle, current ratio, and profitability. The results also showed
no significant relationship between working capital and
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liquidity and return on assets.

Reference [7] collected a panel of 230 private sector steel
company from India covering the period of 2002-2010. They
tested the relationship between the liquidity and profitability
indicators are modeled as a linear regression system in
multiple correlation and regression analysis. The study
showed liquidity management has relative effect and liquidity
position has no effect on profitability. Liquidity management
is a contributor in the wealth creation.

Reference [1] states that liquidity management involve
dealing with current assets and current liabilities to reduce
risk of solvency and excessive investment in short-term
assets. The research was done on joint stock companies of
Saudi Arabia using correlation and regression analysis. The
results showed a negative relationship between liquidity and
profitability. It also showed that at industry level, cash
conversion cycle is a better option to measure liquidity than
current ratio.

Reference [3] examined 94 Pakistani firms listed on
Karachi Stock Exchange from 1999-2004 to understand the
relationship between the variables of working capital
management and profitability. The research methodology
used involve Pearson’s correlation and regression analysis.
The research showed that with increase in Cash Conversion
Cycle period the profitability of the firm decreases and vice-
versa. The results also showed a negative relationship
between debt used and profitability but a positive relationship
between the size of the firm and profitability.

Reference [5] investigated the impact of liquidity
management on profitability before and after the financial
crisis had hit the market. He tries to acknowledge the use and
extent of liquidity practice pre and post the crisis and also
estimate the impact of the changing liquidity strategies on
return on asset. The findings revealed that there was no
significant relationship between change in liquidity strategies
and ROA. The ROA is more affected by liquidity forecasting
and short-term financing during the financial crisis. It also
depicted the importance of liquidity management and
working capital management in the economic crisis times.

I1l. OBJECTIVES

The objectives of the research paper are as follows:

» To inquire the existence of relationship between the
liquidity and profitability.

» To examine the type and extend of relationship between
the liquidity and profitability.

« To provide appropriate
recommendations.

management  policy

IV. HYPOTHESIS OF THE STUDY

The present study on ‘An in-depth analysis of the
relationship between liquidity and profitability, vis-a-vis tata
pigment Itd.” will test the following hypothesis:

H1: Profitability of the firm affects the liquidity of the
company.

HO: There is no effect of profitability on liquidity.
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V. RESEARCH METHODOLOGY OF THE STUDY

A. Research Design

The present study is an empirical research involving
quantitative approach. The study is a case study with
opportunity sampling which is a model of non-probability
sampling. The data is extracted from the annual financial
statements of Tata Pigment Ltd. for a period of 5 years from
2014-2019. The research paper embraces the longitudinal
time dimension, specifically the panel study type which
involve study of the sample over different time periods.

B. Analysis of Data

The liquidity and profitability ratios are used as variables
for data analysis. The liquidity ratios include current ratio and
liquidity ratio (acid test ratio). The profitability ratios include
gross profit margin ratio, net profit margin ratio, return on
assets and return on capital employed. The study uses
descriptive statistics, correlation analysis and regression
analysis to comprehend the relationship between liquidity and
profitability.

C. Data Source

The present study uses secondary data for the analysis. The
data is built on the annual financial statements extracted from
Tata Pigment Ltd. The financial data used in, has been
extracted from the website of Ministry of Corporate Affairs
(MCA). Various scholarly articles and books have also been
referred for this research paper.

D. Selection of Variable

Dependent Variable (profitability ratios):

1. GROSS PROFIT MARGIN RATIO(GPMR)= gross
profit/ revenue from operationsx100.

2. NET PROFIT MARGIN RATIO(NPMR)= net profit/
revenue from operations x100.

3. RETURN ON ASSETS(ROA)= net profit after tax/
average total assets.

4. RETURN ON CAPITAL EMPLOYED(ROCE)= profit
before interest and taxes/ capital employed.

Independent Variable (liquidity ratios):

1. CURRENT RATI(CR)= current assets/ current liability.

2. LIQUID RATIO(LR)= current assets — inventories/
current liability.

VI. DATA ANALYSIS

A. Descriptive Statistics Analysis

The descriptive statistics presented in the table-I shows the
mean, minimum, maximum, standard deviation, and variance
of the variables taken into consideration. The given table
shows that the average of the profitability indicators of gross
profit margin to be 8.93, net profit margin to be 4.69, return
on assets (ROA) to be 7.51 and return on capital employed
(ROCE) to be 15.30. The mean of current ratio (CR) and the
liquid ratio (LR) of tata pigment Itd. are 2.37 and 1.87
respectively which is equivalent with the standard
conventional rule of 2:1 for CR and 1:1 for LR. The statistics
also shows that the coefficient of variance value of liquidity
indicators is less than the profitability indicators. This shows
that the profitability indicators used are more volatile.
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TABLE |: ANALYSIS OF THE DESCRIPTIVE STATISTICS

Descriptive Statistics

N Range Minimum  Maximum Sum Mean Std. Deviation Variance Skewness Kurtosis

Statistic ~ Statistic Statistic Statistic Statistic ~ Statistic Std. Error  Statistic Statistic ~ Statistic ESrt rdo.r Statistic Esrtrdo'r

Current Ratio 6 0.71 2.03 2.74 14.2 2.3667 0.12714 0.31143 0.097 0.048 0.845 -2.727 1741

Liquid Ratio 6 0.8 1.53 2.33 11.22 1.87 0.13518 0.33112 0.11 0455 0.845 -1.794 1741

Gross Profit g 4.06 7.08 11.14 536 89333 07657 187557 3518  0.122 0.845 -2.892 1741
Margin Ratio

Net Profit 6 2.09 361 57 2813 46883 036256  0.88809  0.789  -0.056 0.845 -2.602 1.741
Margin Ratio

Ri"srs"eton 6 4.56 5.39 9.95 4508 75131 07631 18692 3494 0094 0845 -2181 1741
Return on

Capital 6 8.82 10.99 19.81 91.81 153017 1.54562 3.78598 14.334 0.02 0845 -2561 1.741
Employed

Valid N 6

(listwise)

B. Correlation Analysis

The correlation analysis is done to check the relationship
between the liquidity variable and profitability variables. The
profitability variables are the dependent and the liquidity
variables are independent. As observed in the table, there
exist an inverse relationship between the dependent and
independent variable. This is consistent with the liquidity-
profitability trade off theory which posits that liquidity and
profitability moves in opposite direction. This is however in
consistent with the findings of [1]. The R values are found
negative between current ratio and gross profit margin ratio,

net profit margin ratio, return on asset and return on capital
employed with the correlation values of -0.509, -0.399,
-0.584 and -0.534, respectively. The inverse relationship is
also seen between liquid ratio and gross profit margin ratio,
net profit margin ratio, return on asset and return on capital
employed with the correlation values of -0.562, -0.475,
-0.653 and -0.629, respectively. It can also be seen from the
table, the Pearson’s correlation values are found to be
statistically insignificant between the current ratio & liquid
ratio and gross profit margin ratio, net profit margin ratio,
return on asset and return on capital employed, i.e., the
dependent and the independent variable.

TABLE II: ANALYSIS OF THE CORRELATION

. ] Return on
Current Ratio Liquid Ratio ﬁ;?sisnpé(;?ito Mgftiirlggttio Ril;;r;ton Capital
Y Y Employed
Pearson Correlation .965** -0.509 -0.399 -.584** -0.534
Sig. (2-tailed) 0.002 0.303 0.434 0.224 0.275
Current Ratio Sum of Squares and Cross-products 0.485 0.498 -1.486 -0.551 -1.699 -3.15
Covariance 0.097 0.1 -0.297 -0.11 -0.34 -0.63
N 6 6 6 6 6
Pearson Correlation .965** 1 -0.562 - 475%* -0.653 -0.629
Sig. (2-tailed) 0.002 0.246 0.341 0.16 0.181
Liquid Ratio Sum of Squares and Cross-products 0.498 0.548 -1.745 -0.699 -2.021 -3.944
Covariance 0.1 0.11 -0.349 -0.14 -0.404 -0.789
N 6 6 6 6 6
Pearson Correlation -0.509 -0.562 1 0.943 0.943 0.937
. . Sig. (2-tailed) 0.303 0.246 0.005 0.005 0.006
Gross Plgc;ftlitoMargln Sum of Squares an_d Cross-products -1.486 -1.745 17.589 7.854 16.525 33.273
Covariance -0.297 -0.349 3.518 1571 3.305 6.655
N 6 6 6 6 6
Pearson Correlation -0.399 -0.475 .943** 1 0.971 .956**
Sig. (2-tailed) 0.434 0.341 0.005 0.001 0.003
Net Profit Margin Ratio Sum of Squares and Cross-products -0.551 -0.699 7.854 3.943 8.06 16.065
Covariance -0.11 -0.14 1571 0.789 1.612 3.213
N 6 6 6 6 6
Pearson Correlation -0.584 -0.653 .943** 0.971 1 .987**
Sig. (2-tailed) 0.224 0.16 0.005 0.001 0
Return on Assets Sum of Squares and Cross-products -1.699 -2.021 16.525 8.06 17.47 34.939
Covariance -0.34 -0.404 3.305 1.612 3.494 6.988
N 6 6 6 6 6
Pearson Correlation -0.534 -0.629 937** 0.956 0.987 1**
. Sig. (2-tailed) 0.275 0.181 0.006 0.003 0
Rettgr?]gro)(};pltal Sum of Squares and Cross-products -3.15 -3.944** 33.273 16.065 34.939** 71.668
Covariance -0.63 -0.789 6.655 3.213 6.988 14.334
N 6 6 6 6 6

C. Regression Analysis
To further interrogate the relationship of liquidity on

profitability, we further use multiple regression analysis
model. The regression model for the given analysis is:
ROA = -—-a+BLR+YCR
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The regression analysis results are shown in the tables
below. The Table 11l shows the model summary. The value
of R is 0.677 or 67.7%, which specifies that the relationship
between the predictors and ROA. This shows a strong
correlation exists between current ratio (CR), liquid ratio
(LR) and Return on Assets (ROA). The adjusted R square
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value of 0.098 or 9.8% indicates that about only 9.8% of
variation in ROA is explained by the independent variables
used in the present study. The standard error of the model is
estimated to be 1.78%.

TABLE IIl: MODEL SUMMARY

Adjusted R Std. Error of
Model R R Square Square the Estimate
1 677° 0.459 0.098 1.77553

a. Predictors: (Constant), LIQUIDITY RATIO, CURRENT RATIO.

The overall magnitude of this regression analysis is
assessed by the value of ANOVA table shown in Table IV.
The table reveals that our model is statistically insignificant
as demonstrated in the F value of 1.271 and P-value is 0.398.
The accepted P-value should be less than 0.05. In the given
table, the P-value > 0.05 which signifies that the data
analyzed has no significant implications.

TABLE IV: ANOVA TABLE
Sum of Mean

S Sig.
Model ' guares Square
1 Regression 8.012 2 4.006 1.271 .398°
Residual 9.458 3 3.153
Total 17.470 5

a. Dependent Variable: RETURN ON ASSETS.
b. Predictors: (Constant), LIQUIDITY RATIO, CURRENT RATIO.

VII.

The present study was done on Tata Pigments to
acknowledge the relationship of liquidity and profitability.
There has been a diversified yet controversial literature
existing on the profitability/ liquidity trade off. So, an attempt
was made to reconnoiter this arguable liquidity/ profitability
theory. The liquidity management suggests that too much
weightage cannot be given to liquidity in any organization.
The data analyzed reveals that the profitability indicators are
inversely correlated to the liquidity indicators, but they are
found to be insignificant at 0.01 level. This implies that the
liquidity is less influential on the profitability of the Tata
Pigment Itd.

Thus, we can conclude that the liquidity has no direct and
remarkable effect on the profitability. There is only one
limitation to the study, it is a case study of tata pigments Itd.
for a period of 5 year.

CONCLUSION

REFERENCES

[1] A. Eljelly, “Liquidity-Profitability ~Tradeoff: An Empirical
Investigation in an Emerging Market.” International Journal of
Commerce & Management. VVol. 14, No 2, pp. 48-61, 2004.

[2] Bhunia, A., A trend analysis of liquidity management efficiency in
selected private sector Indian steel industry, International Journal of
Research in Commerce and Management, Vol. 1, Issue-5, pp. 9-21,
Sep, 2010.

[3] Rahmen, A. & Nasr, M., Working capital management and Profitability
- Case of Pakistani Firms. International Review of Business Research
Papers, Vol. 3, No. 1, pp. 279-300, 2007.

[4] Deloof, M., “Does Working Capital Management Affect Profitability
of Belgian Firms?”, Journal of Business Finance & Accounting, Vol.30
No. 3 & 4, pp. 573-587, 2003.

[5] Lamberg, S. & Valming, S., Impact of Liquidity Management of
Profitability: A Study of the Adaptation of Liquidity Strategies in a
Financial Crisis. Umea. Umea School of Business, 2009.

[6] Afeef, “Analyzing the Impact of Working Capital Management on the
Profitability of SMEs in Pakistan”; International Journal of Business
and Social Science; 2 (22); pp.173-183, 2011.

DOI: http://dx.doi.org/10.24018/ejbmr.2021.6.3.881

RESEARCH ARTICLE

[7] Bhunia & Khan; Liquidity management efficiency of Indian Steel
Companies (a Case Study); Far East Journal of Psychology and
Business; 3 (3); pp. 3-13, 2011.

[8] PARK, C.; Working capital and the operating cycle. The Accounting
Review, v. 26, n. 3, p. 299-307, 1951.

[9] Smith, Keith. "Profitability versus liquidity tradeoffs in working capital

management.” Readings on the management of working capital 42:

549-562, 1980.

Niresh J., Trade-Off between Liquidity & Profitability: A Study of

Selected Manufacturing Firms in Sri Lanka; research world- journal of

arts, science and commerce; 3— 4(2); 34-40, 2012.

[10]

Dr. Amar Kumar Chaudhary was born on 28"
July,1961. He has done his M.com from Delhi
University, Delhi in 1984 and his MBA from BIT
Meshra, Ranchi in 1990 and he was awarded with PhD
degree in 1991 from Ranchi University.
In terms of academic experience, he has 25 years of
total experience and is presently working as a senior
faculty in University Department of Commerce and
Business Management, Ranchi University. He also has
8 years of administrative experience as Registrar of
Ranchi University, Ranchi, Jharkhand, India. He has books on Strategic
Management, Working Capital Management, Socio-economic dimension of
Jharkhand and recently his book on Human Resource Management was
published in Ranchi by Shiksha Sagar in 2017.

Dr. Chaudhary is a renowned member of the All-India Commerce
Association (AICA).

Swati Raja daughter of Mr. Manoj Kumar Raja &
Mrs. Varsha M. Raja was born in Jamshedpur on 22nd
June 1992. In terms of education, she is a graduate in
bachelor’s in commerce from Ravenshaw University
located in the city of Cuttack, Odisha, India and
qualified in the year 2013. Along with the bachelors
she also has completed her master’s in commerce from
Jamshedpur Women College (Kolhan University)
located in the city of Jamshedpur in Jharkhand in
India. Also, she is pursuing PhD in finance from
Ranchi University located in the city of Ranchi in Jharkhand in India.

In terms of professional experience, she, has been working in G.C. Jain
Commerce college, Chaibasa, a constituent unit of Kolhan university as
Assistant Professor in the dept. of commerce since 20th February 2020.

Vol 6 | Issue 3 | June 2021



