
Fundamental Decisions

The determination of:

 The optimal level of investment in current assets

 The appropriate mix of short-term and-long-term financing used to support
this investment in current assets

A trade-off must be made between profitability
and risk

RISK
Risk means jeopardy to the company for not maintaining sufficient current
assets to:

 Meet its cash obligations as they occur
 Support the proper level of sales

(i.e – running out of inventories)

PROFITABILITY

The cost of short-term financing is less than that of using longer-term debt.

Lower Higher

Investment Maintaining Return

in current on

Current level of Total

Assets Sales Assets

& =





LIQUIDITY High Low
Policy A Policy B Policy C

Conservative Moderate Aggressive

LEVELS OF High Low
Cash/Inventory/

Receivables

High Low
Liquidity Policy A Policy B Policy C
Profitability Policy C Policy B Policy A
Risk Policy C Policy B Policy A

Note*
1. Increased liquidity generally comes at the expense of reduced profitability.
2. Profitability moves together with risk.

(In search of higher profitability, we must expect higher risk)
 Decreasing cash reduces the company’s ability to meet financial obligations as they

fall due.
 Decreasing receivables, by adopting stricter credit terms and a tougher enforcement

policy may result in some lost customers and sales.
 Decreasing inventory may result in lost sales due to being out of stock.





Working Capital Needs

Over Time

The components of Working Capital are self-explanatory. Classification by time
however, requires more explanation.

Permanent Working Capital

A company’s permanent working capital is the amount of current assets
required to meet long-term minimum needs.

Temporary Working Capital

Temporary working capital, on the other hand, is the investment in current
assets that varies with seasonal requirements.

Example

Permanent working capital does not consist of particular current assets
staying permanently in place, but is a permanent level of investment in
current assets whose individual items are constantly turning over.



WORKING CAPITAL MANAGEMENT

Managing Current Assets

The firm’s investment in assets, both current and non-
current, is determined by the marginal benefits derived
from investing in
them compared with their acquisition cost.

However, the current/non-current asset mix of the firm’s investment in assets is
an important determinant of the firm’s liquidity.

Managing Current Liabilities

The greater the firm’s use of current liabilities, other things being the same, the
less will be the firm’s liquidity.

Advantages with the use of current liabilities for
financing the firm’s asset investments.

Flexibility
Current liabilities can be used to match the timing of a firm’s short-term
financing needs exactly.

Interest cost:
Historically, the interest cost on short-term debt has been lower than that
on long-term debt (the term structure of interest rates)

Disadvantages commonly associated with the use of
short-term debt

Short-term debt exposes the firm to an increased risk of illiquidity because
short-term debt matures sooner and with greater frequency, by definition,
than does long-term debt.

Since short-term debt agreements must be renegotiated from year to year,
the interest cost of each year’s financing is uncertain.

That is, the greater the firm’s investment

in current assets, other things remaining

the same, the greater the firm’s liquidity.



A short-term loan can be obtained much faster than long-term credit.
Lenders will insist on a more thorough financial examination before extending
long-term credit, and the loan agreement will have to be spelled out in
considerable detail because a lot can happen during the life of a 10 or 20-year
loan. Therefore, if funds are needed in a hurry, the firm should look to the short-
term markets.

If its needs for funds are seasonal or cyclical, a firm may not want to commit itself
to long-term debt for three reasons:

1. Flotation costs are generally high when raising long-term debt but trivial for short-
term credit.

2. Although long-term debt can be repaid early, provided the loan agreement includes
a prepayment provision, prepayment penalties can be expensive. Accordingly, if a
firm thinks its need for funds will diminish in the near future, it should choose short-
term debt for the flexibility it provides.

3. Long-term loan agreements always contain provisions, or covenants, which
constrain the firm's future actions. Short-term credit agreements are generally much
less onerous in this regard.



Long-Term versus Short-Term Debt

The yield curve is normally upward sloping, indicating that interest rates are
generally lower on short-term than on long-term debt.

Thus, under normal conditions, interest costs at the time the funds are obtained will be
lower if the firm borrows on a short-term rather than a long-term basis.

Long-Term versus Short-Term Debt

Even though short-term debt is often less expensive than long-term debt, short-term
credit subjects the firm to more risk than does long-term financing.

This occurs for two reasons:

1. If a firm borrows on a long-term basis, its interest costs will be relatively stable over
time, but if it uses short-term credit, its interest expense will fluctuate widely, at
times quite high.

2. If a firm heavily borrows on a short-term basis, it may find itself unable to repay this
debt, and it may be in such a weak financial position that the lender will not extend
the loan



The “hedging principle” provides the basis for the firm’s working-capital
decisions.

Structure of Asset Holdings

1. A permanent investment in an asset is one which the firm expects to
hold for a period longer than one year.
 Such an investment may involve current or non current assets.

2. Temporary asset investments comprise the firm’s investment in
current assets that will be liquidated and not replaced during the year.

Structure of Financing

1. Spontaneous sources of financing include all those sources that are
available upon demand (e.g. trade credit) or that arise naturally as a part of
doing business (e.g. wages payable, interest payable, taxes payable etc.).

2. Temporary sources of financing include all forms of current or short-term
financing not categorised as spontaneous.

 Examples include bank loans, commercial paper, and finance
company loans.

3. Permanent sources of financing include all long-term sources such as
debt having a maturity longer than one year, preferred stock, and common
stock.

The hedging principle or rule of self-liquidating debt requires that those asset
needs of the firm not financed by spontaneous sources (i.e. payables and
accruals), should be financed in accordance with the following rule:

Permanent asset investments are financed with
permanent sources of financing and temporary

investments are financed with temporary sources
of financing.

Determining the Appropriate Level of
Working Capital





HEDGING APPROACH
Each asset would be offset with a financing instrument of the same
approximate maturity.

1. Short-term or seasonal variations in current assets would be financed with short-
term debt;

2. The permanent component of current assets and all fixed assets would be financed
with long-term debt or with equity.

If total funds requirements behave in the manner shown, only the short-term
fluctuations shown at the top of the figure would be financed with short-term
debt.

The rationale for this is that if long-term debt is used to finance short-term needs, the
company will be paying interest for the use of funds during times when these funds are
not needed.

With a hedging approach to financing, the borrowing and payment schedule for
short-term financing would be arranged to correspond to the expected swings
in current assets, less spontaneous financing.

As the company moved into a period of seasonal asset needs, it would borrow on a
short-term basis, paying off the borrowings with the cash released as the recently
financed temporary assets were eventually reduced.

For example, a seasonal expansion in inventory (and receivables) for the Christmas
selling season would be financed with a short-term loan. As the inventory was reduced
through sales, receivables would be built up. The cash needed to repay the loan would

come from the collection of these receivables.

Permanent asset requirements would be financed with long- term debt
and equity. In this situation, it would be the long-term profitability of the financed
assets’ that would be counted on to cover the long-term financing costs.










