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Abstract

The aim of this study is to investigate the impact of working capital management, financial constraints and
firm value. For this purpose data of 178 non-financial firms listed on PSX has been taken from 2015 to
2020. Descriptive statistics, Correlation, OLS, the Fixed Effect and Hausman test has been used to
determine the outcomes. The outcomes of the study revealed that working capital and financial constraints
affect the value of the company. The empirical results show that there is no impact of firm age and working
capital management on the firm value. Firm value has a significantly positive correlation with Assets
Tangibility, Leverage and Net-Working Capital where’s negative association with the Size of firm, Cash
flow of the firm and Profitability. OLS results indicate that Cash Flow and Size of the firm has significantly
negative impact whereas Leverage, Net-Working Capital and Profitability has significantly positive impact
on the firm value. Fixed Effect model also ensure and confirmed the results of OLS and Hausman test
indicated that the Fixed Effect model is better than Random Effect Model.

Keywords: Net-Working Capital, Firm Value, Financial Constraints.

Introduction

Every organization has changed working capital features. More working capital needs for manufacturing
industries because there is a process of converting raw materials into finished goods that requires the flow
of funds by the goods are sold to clients or accrual payment. Working capital management connected to
cash flow is one of the challenges for industrial businesses. In short, working capital defines the existing
position of a business, while cash flow means how a company produces cash over a certain time period.
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Networking capital describes as current asset minus current liabilities. If the working capital displays
adverse (liability minus asset) it affects the short term cash flow.

Working capital shows the current situation of an entity, the calculation of working capital is stated as the
excess of current asset and current liability. If the working capital shows an opposing position, it will affect
short-run cash flow. If an organization has adverse working capital, there will be liquidity issues that create
problems for the firm’s operations so that income of the firms may decrease. Finally, the value of the firm
is affected inversely.

Developing economies generally have higher interest rates, weak governance systems, high-interest rates,
political instability, unequal wealth distribution, and undeveloped financial institutions. Financial mangers
pay more intension to invest the funds in long term financing opportunities.

If an organization has too much working capital, it may badly affects the profitability of the firm. It is a big
challenge for the finance managers to keep the amount of working capital on a routine basis. The Value of
the firm may increase by enhancing the sale of the firm and earning rebate for prompt payments (Deloof,
2003).

In the Indian contexts, few studies are available which indicated the results of working capital, profitability
and performance of the firm (Sur and Chkraborty, 2011), (Agrawal and Varma, 2013), but no one estimated
the impact of financial contains on working capital.

Companies in emerging economies generally have smaller in size and have less access to working capital.
These companies usually depend on internal financing, trade creditors, and short-term bank loans to invest
in receivables and stock inventories.

The principal objective financial management is to maximize the wealth of its shareholders and to enhance
the firm value. Investment resolution must be play key role to maximize the wealth of its owners and firm
value. Financial consultants must adopt two strategies, one related to capital structure and other related
current asset management or working capital management decision. It is essential for management to use
the optimal level of working capital management in order to increase the value of the firm.

Objective of Study

The objective of the study is to identify the impact of Net-Working Capital and firm value. Secondly, to
determine the impact of Financial Constraints on the value of the firm.

Importance of Study

This study is important because non-financial sectors may have issues in Working Capital Management and
number of Financial Constraints creates hurdle in the value creation of the firm growth in Pakistan. To
address the issue, this study has been taken in 9 sectors from Pakistan Corporate Sectors.

Literature Review

Padachi (2006) evaluated the linkage of working capital and performance of organization by the data of 58
small industrial firms in Mauritius. The outcomes of the study showed the high amount invested in
inventories and account receivables linked with lower profitability. Rehman and Nasr (2007) analyzed the
results of working capital management 94 manufacturing industries of the Karachi Stock Exchange (KSE).
Secondary data was used from 1999 to 2004. They found negative linkage of working capital management
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and value of the firm. They also indicated that if the period cash conversion cycle increase, it refers to
lower the profitability of an organization.

Khan and Akbar (2016). The aim of the research was to investigate the association of working capital
management, financial constraints and profitability of the listed on PSX from the period of 2005-2014. The
authors found and inverted U-shaped linkage between investment and value of the organization. The study
advised that financial consultants must try to maintain the optimal level of working capital to maximize the
performance of the organization,

Kaushi and Chuhan (2019) investigated a research to observe the linkage of working capital management
and firm performance in Indian based industrial businesses. Data was used for the period of 2008 to 2016.
The results revealed a negative association of net trade cycle, number of account receivables in days, and
inventories in days on the financial performance of Indian firm where’s association with account payable
was negative. Moreover, financial constraints proved the mixed results between working capital
management firm performances. Ahangar (2020) conducted a study to observe the working capital
management and speed of adjustment towards the Indian industrial sector. Data has been chosen from the
period of 2000-2018. Secondary data used from 1936 firms from 8 different zones. The Results were found
through GMM technique; Indian industrial companies do have target working capital the speed of
adjustment towards the targeted firms quite sluggish.

Alvarez (2021) the aim of the research was to find working capital management strategies on Argentine
agro-based industries profitability. Time period of data was three years. Fixed affect regression model was
used to analyze the results. The result of the research was that all the components of working capital
positively related to profitability of the organization. Furthermore, it was analyzed that leverage has
negative linkage with working capital and performance of the firm may reduce while using debt.

Arnaldi et al, (2021) the aim of the research was to found the impact of working capital management
policies on the SMEs in the Czech Republic. Stud based on primary data and data was collected through
questionnaire. The time period of data was 5 years from 2014 t0 2019 and data of 105 manufacturing
organization was used as a sample. To retrieve the results quantitative methodology was used. Negative
relationship of working capital and profitability was found during the research.

Jabbouri et al., (2022) Purpose of the research was to check the consequence of working capital on the firm
performance. The focus of research was how the financial constraints affect the working capital of
corporate performance. The results were retrieved through generalized method of moment (GMM) by using
the data of 753 firms listed on the Middle East and North America (MENA) developing economies. The
authors analyzed that financial constrained firms pressurize to implement a hostile WCM approach to
decrease investment in working capital, lessen financing cost, and improved financial performance. The
authors also analyzed that financial constraint positively define the firm’s optimal level of working capital.

Lefebvre (2022) Research focused to discover the connection of working capital management and firm
performance while using moderating effect of size. Large number of sample 56,221 small, medium and

large enterprises from Germany, France and Italy. Outcome of the research indicated that the impact of
working capital management on performance of the firm powerfully dependent on the size of a firm.

Data Methodology

Sample

The study used penal data of 178 companies listed on PSX from 9 different sectors namely, Textile, Food,
Cement, Motor vehicles, Fuel and Energy, Electronic Machinery, Paper and paper products, transport and

other Survives activities. Data of firms has been gathered for 6 years from 2015 to 2020. In final sample of
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the firms, financial firms like banks are excluded from the study. Secondary data has been used for the
research work and data was collected from SBP website. Data has been extract from balance sheet analysis
(BSA) provided by the State Bank of Pakistan.

E-Views statistical software has been used to evaluate the results. Descriptive, Correlation, OLS, Fixed
Effect and Housman test has been used to get the outcomes.

Table 1: Sample Selection

Industry No. of Companies
Textile 50
Food 33
Cement Industry 22
Motor Vehicles and Auto parts 25
Fuel and Energy 13
Electric machinery 12
Paper and Paper product 10
Transports 8
Other services activities 5
Total No. of Sample Firms 178

Instrumentation of VVariable

To check the impact of working capital and financial constraints on firm value, Value of the firm (VALUE)
used as dependent variable in this study. Net working capital is used as key independent variable, other
independent variable named as, Firm size, Cash flow, Leverage, the Age of the firm, Asset tangibility, and

Profitability of the firms.

Table 2: Computation of Variables

Variables Acronym Measurement References
Value of firm VALUE | Tobin's g =(Total assets-Book value of (Nufazil & Farooq,
equity +Market value of equity)/Total
assets
Net Working NWC (Current Assets-Current Liabilities) (Ester Gracia,2018),
Capital
Size of the firm SIZE Ln(Total Assets) (Ester Gracia,2018)
Cash Flow CF (Net profit Depreciation)/Total Assets (Chauhan &
Banerjee,2017)
Leverage LEV Total debt/Total Assets (Yang et al,2012)
Age of the firm AGE The number of years from an (Nufazil and Farooq,
organization was 2018)

Asset AT Fixed Asset/Total Assets (Nufazil and
Tangibility Farooq,2018)
Profitability PRFO Operating income / Total Assets (Chauhan and Banerjee,

2017)
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Regression Model

Panel data was used to examine the impact of working capital management and financial constraints on the
firm value. Regression model used by applying E-views software. The Following regression model applied
to test the hypothesis.

VALUE ;; = ag + BuNWCir_y + BoSIZE;_; + PsCFoy + BsLEV,_y + Bs AGE,_, + B AT,_,
+ B,PROF,_, + ¢,

Where,
VALUE = Value of the firm as dependent variable

NWC=  Net Working Capital
SIZE= Size of the firm

CF= Cash Flow

LEV= Leverage

AGE= Age of the firm

AT= Asset tangibility
PROF=  Profitability of the firm
e it= Error term

Results and Discussion
Below table shows the Descriptive statistics results.

Table: 3 Descriptive Statistics:

VALUE | AGE AT CF CR SIZE LEV PROF
Mean 0.61 41.19 0.73 0.1 141 | 16.36 0.16 0.04
Median 0.57 38 0.69 0.09 1.11 | 16.16 0.13 0.01
Maximum 3.43 159 4.33 1.88 10.54 | 20.57 2.00 1.69
Minimum 0.09 3 0.00 -1.89 0.05 | 12.36 0.00 -1.74
Std. Dev. 0.38 20.49 0.36 0.14 1.09 1.31 0.18 0.11
Skewness 2.96 1.44 231 0.09 2.8 0.64 4.53 -0.15
Kurtosis 15.89 8.55 18.07 85.76 14.3 3.52 34.95 132.64
Probability | 0.000 0.000 0.000 0.000 | 0.000 | 0.000 0.000 0.000

According to above table, for firm value shows 0.61 mean, Standard deviation vale 0.38 and Firm vale is
positive skewed. The average value of Age of the firm is 41.19 and standard deviation value is 20. 49
whereas skewness is positively related. Mean of Asset Tangibility is 0.73 and standard deviation of Asset
Tangibility is 0.36 it is also noticed that skewness positively existed. Average value of Cash flow is 0.1,
standard deviation is 0.09 and skewness is positively related. Table shows the average value of firm size
16.36 and Standard deviation value is 1.31 and sickness positively exists. Mean value of Leverage is 0.16
and standard deviation value is 0.18 and value of skewness is positive. Networking Capital has average
value 4.89 and skewness is positively existed. Moreover, Mean value of profitability is 0.04 and skewness
is negatively related.
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Table No 4: Table Correlation Matrix:
VALUE AGE AT CF SIZE LEV | NWC | PROF
VALUE 1
AGE -0.09 1
AT 0.26** -0.07 1
CF -0.24** 0.05 -0.07 1
SIZE -0.11%** 0.06 -0.16*** 0.06 1
LEV 0.46* -0.10 0.29** -0.11%** -0.01 1
NWC 0.11*** -0.03 0.03 -0.05 -0.04 -0.03 1
PROF -0.08 0.05 -0.13*** 0.46* 0.13*** | -0.09 | -0.03 1

Significant at p<0.01* -significant at p<0.05**, Significant at p<0.10***

Correlation matrix shows the association of dependent variable with independent variables. Results indicate
that Firm value is significantly negative correlated with the Age of the firm. Firm value is positively
correlated with asset tangibility because firms may use their asset to get borrowing from financial
institution. Cash flow is negatively correlated with firm value which means that firm’s liquid asset are
decreasing. Beside, firm has negative correlated with value of the firm. A positive correlation has been
seen between leverage and firm value, if firm use optimal levels of leverage it provides relief in the shape
of non-debt-tax shield. Likewise, The Net working capital and firm size also showed significantly positive
association. An efficient working capital helps to accelerate the finical operation of the firm on a routine
basis. Study also reveals that Profitability negatively significant correlated with firm value

Table No: 5 OLS

Variable Coefficient Std. Error t-Statistic Prob.
C 0.93 0.13 7.04 0.00
AGE 0.00 0.00 0.23 0.82
AT 0.05 0.03 1.63 0.10
CF -0.55 0.08 -6.58 0.00*
SIZE -0.02 0.01 -2.45 0.01*
Lev 0.79 0.06 13.63 0.00*
NWC 0.00 0.00 4.02 0.00*
PROF 0.31 0.10 2.95 0.00*

Significant p< 0.01

Base on finding, it is found that there is no impact of age of the firm and firm value. Asset tangibility has
positively and significant impact on the firm value. The Value of Asset Tangibility is 0.05 with P value
0.10. The positive value indicated that firm may use their asset to get maximum loans from financial
institutions.

Base on above results, it is found that the coefficient value of CF is -0.55 with significance of 0.00. P-vale
is less than 0.05 it means that cash flow has negative but significant impact on the firm value. The
outcomes of the study show that cash flow has negative but significant affect. Cash flow reflects the
availability of cash in hand which is not used for working capital or investment in fixed asset. This study
proved that if a firm has more cash flow it will decrease the value of the firm.

As per outcome it is indicated that there is negative impact of current ratio on the firm value. The
Coefficient value is — 0.09 and p value is 0.00. Negative impact indicates that firms are not in position to
pay its obligations.
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Size of the firm has coefficient vale -0.02 with the p-value 0.00. This study shows that the size of the firm
has negative but significant impact on the value of the firm. This study conflicts with the study conducted
by Riandini (2014) who revealed positive impact of firm size and firm value.

Based on research proves that the value of coefficient of leverage is 0.79 and p-value is 0.00. P-value is less
than level of significant which means that leverage has a positive and significant impact on firm value. The
results show that level of debt is positively correlative with value of the firm. The use of debt can be
beneficial for the growth of the firm because of tax factors such as tax shield. This study is opposite the
research conducted by Riandiani (2010) which stated that there is a negative impact of leverage and firm
value.

Study reveals that there is no association between Net working capital and firm value. The outcome of
research conducted by Wasiuzzman (2015) reflects the positive impact of working capital on firm size. As
per results, it is found that there is positive impact of profitability and firm value. Coefficient value is 0.31
and p value is 0.00.

Table No: 6 Fixed Effect Model

Variable Officiant Std.Error t-Statistics Prob.
C 0.799 0.245 3.258 0.001
AGE 0.002 0.000 2.177 0.029
AT -0.043 0.023 -1.869 0.061
SIZE -0.018 0.014 -1.277 0.201
CF -0.153 0.052 -2.934 0.003
Lev 0.447 0.053 8.318 0.000
NWC 5.66 4.100 1.381 0.167
PROF 0.17 0.059 2.863 0.004
R-squared 0.904
Adjusted R-squared 0.883
Prob 0.000
Table No: 7 Housman Test
Variable Fixed Random Var (Diff.) Prob.
AGE 0.002038 0.001137 0 0.1049
AT -0.067566 -0.048296 0.000051 0.007
CF -0.134482 -0.173575 0.000116 0.0003
SIZE -0.037183 -0.031796 0.000081 0.5492
Lev 0.412928 0.492106 0.000367 0
NWC 0.000057 0.00007 0 0.0008
PROF 0.149835 0.171155 0.00012 0.0521

Cross Section Random: chi-squared »«2= 51.25, P- value= 0.000

As per results above, it is indicated that in our study fixed model is effective and better as compare to
random effect model because chi-square has P-vale 0.00 which is less than 0.01.
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Conclusion

The purpose of working capital management is to administrate the liquidity provided by the business to
define a balance between financial constraints and working capital management. Working capital is a
financial device in the emerging economies where there are limited financial facilities are available. In this
research, we used sample 178 Pakistani firms for the period 2015 to 2020. Study includes only secondary
data and data is collected from SBP website. The Following factors have been appeared to check the impact
of firm value that includes net working capital, firm size, cash flow, leverage, firm age, asset tangibility and
profitability.

The empirical results show that there is no impact of firm age and working capital management on the firm
value. Firm value has a significantly positive correlation with Assets Tangibility, Leverage and Net-
Working Capital where’s negative association with Size of firm, Cash flow of the firm and Profitability.
OLS results indicate that Cash Flow and Size of the firm has significantly negative impact whereas
Leverage, Net-Working Capital and Profitability has significantly positive impact. Fixed Effect model also
ensure and confirmed the results of OLS and Hausman test indicated that Fixed Effect model is better than
Random Effect Model

The financial constraints influenced in the value of the firm listed on Pakistan Stock Exchange. Main
components of financial constraints (Firm size, Cash flow, Leverage and Asset tangibility). It is indicated
that leverage has the finest contribute to increase the value of the company. The results of the study is
considered with the results of Lefebvre (2022), Khan et, .al (2011) and Rehman and Nasr (2007)

Limitation and Future Study

This study only focused on monetary issues whereas non-monetary issues can also be disused and used as
variables. Data of 178 firms from non-financial firms used, to get the more appropriate results sample size
may be increase. The above study is essential for decision makers and managers who need to inspire
directors and shareholders to pay more devotion on working capital through enhancing owner’s awareness.
Secondary data used for the study, to get suitable and appropriate results primary data can also be used.
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