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For large U.S. nonfinancial corporations represented by the Standard and Poor’s
Industsials, the percentage of working capilal (current assets — curtent lisbilities) to
sales has declined from over 20 percent in 196 o less than 5 percent in 1999, Take a
ook in Figure 611 at the evidence over an extende time period. This decrease in ig-
uidity can b traced in part to more efTi
inventory programs and point-of-sales terminals that have provided betier inventory
control. The decline in working capital can also be airibuied to electronic cash flow
transfer systems, and the abiliy to sell aceounts reccivable through securiization of as-
el (this is more fully explained in the next chapter). It might also be that manag
has been willing simply to take more liquidity sk us interest rates have decline

entinventory management such as just-in-ime

ment
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As previously indicated, the firm should attempt to relate asset liquidity to financing

patterns, and vice versa. In Table 6–11, a number of working capital alternatives are

presented. Along the top of the table, we show asset liquidity; along the side, the type

of financing arrangement. The combined impact of the two variables is shown in each

of the four panels of the table.

In using Table 6–11, each firm must decide how it wishes to combine asset liquidity

and financing needs. The aggressive, risk-oriented firm in Panel 1 will borrow short

term and maintain relatively low levels of liquidity, hoping to increase profit. It will

benefit from low-cost financing and high-return assets, but it will be vulnerable to a

credit crunch. The more conservative firm, following the plan in Panel 4, will utilize

established long-term financing and maintain a high degree of liquidity. In Panels 2

and 3, we see more moderate positions in which the firm compensates for short-term

financing with highly liquid assets (2) or balances off low liquidity with precommitted,

long-term financing (3).

Each financial manager must structure his or her working capital position and the

associated risk-return trade-off to meet the company’s needs. For firms whose cash

flow patterns are predictable, typified by the public utilities sector, a low degree of liquidity

can be maintained. Immediate access to capital markets, such as that enjoyed by

large, prestigious firms, also allows a greater risk-taking capability. In each case, the

ultimate concern must be for maximizing the overall valuation of the firm through a judicious

consideration of risk-return options.
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