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AGGRESSIVE APPROACH

Panel B of Figure 16-1 illustrates the aggressive approach in which a firm finances some
of lts permanent assets with short-term debt. Note that we used the term “relatively” in
the title for Panet B because there can be different degrees of aggressiveness. For example,
the dashed line in Pancl B could have been drawn below the line designating fixed assets,
indicating that all the current assets—both permanent and temporary—and part of the
fixed assets were financed with short-term credit. This policy would be highly aggressive,
and the Arm would be subject to dangers from loan renewal as well as rising interest rates.

The benefit to using short-term debt is overnll lower inigfst rates since most of the
time the yield curve is upward sloping. However, as man learned during the finan-
clal erisls of 2007, a strategy of financing long-term agﬁid’l short-term debt is really
quite risky. As an illustration, suppose o company besrowed $1 million on a 1-year basis
and used the funds to buy machinery that wo wer labor costs by $200.000 per year
for 10 years.' Cash {lows from the equipment’wapld pot be sulficient to pay off the losan
at the end of anly | year, so the loan mve 1o b renewed. [f the economy were in a
recession [ike that of 2007, the lender refuse to renew the loan, and that could lead to
bankruptcy. Had the firm matched mithrities und financed the equipment with a 10-year
loan, then the annual loan paygséits wauld have been lower and better matched with the
cash flows, and the loan rengiral problem would not have arisen.

Under some circumstonges, even maturity matching can be risky, as mosny figrfis that
thought they were copservatively financed learned in 2007. If a firm borrowed pna 30.day
bank loan to fir D:{-vemoriet that it expected to sell within 30 days bt then sales
dropped, as d for many firms in 2007, the funds needed to pdy off the maturing
bank lean might not be available. If the bank would not extend thedgan, then the firm
could feed into bankruptcy. This happened 1o many firms in 2009, and it was exac-
er!‘mlﬂ1I by the banks’ own problems. The banks lost billions5h mortgages, mortgage-

xonds, and other bad investments, which led them yomestrict credit to their normal
xlmcustomm in order to conserve their own cash.

y F
N, CONSERVATIVE APPROACH
Pand C of the figure shows the conservative approach, with the dashed line above the
line designating permanent current assets, [n this approach, long-term capita! is used to
finance all permanent assets and alco pmeet some seasonal needs. The firm uses a small
amount of short-term credit to mest its peak requirements, but it also meets a part of its
scasonal needs by "storing liquidity” in the form of marketable securities. The humps
above the dashed line represeritshort-term financings, while the troughs below the dashed
line represent short-term &?ﬂmy holdings. This conservative {inancing policy is fairly
safe. and the wisdom of using it was demonstrated in 2007 —when credit dried up, firms
with adequate cash haldings were able to operate more effectively than those that were
forced to cut halk their operations because they couldn't arder new inventories or pay
their nurmnl?pﬁtfurcc
. Y

CHODSING AMONG THE APPROACHES

Betause the yield curve is normally upward sloping, the coit of short-term debs is gener
ally lower than that of long-term debt. However, short-term debt is riskier for the borrowing
firm for two reasons: (1) If a firm borrows on a long-term basis, then its inlerest costs will

"We are oversimphifying here. Few lenders woald explicitly Jend moncy for | year to Bnance a 10-year asset.
What would actualty happen is that the frm would borrow oo s 1-year basia for “geocral corposate purposes”
and then actually use the money to purchase the 10-yesr machinery
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be relatively stable over time, but if it uses short-term credit. then its interest expense can
fluctuate widely—perhaps reaching such high levels that profits are extinguished * (2) Ifa
firm borrows heavily an s shart term basis, then a temporary recession may drag down ity
financial ratios, causing a lender to choose not to renew a loan. In 2 weak financial posi-
tion, the firm may not be able to find another lender and not be able 1o repay the loan, forc-
ing it into bankruptcy. Had the debt been long-term, the company would not have faced
having to renew the loan at the time.

On the plus side, short-term loans can generally be negotiated much faster than lang:
term loans. Lenders need to make & thorough financial examination before extending
long-term credit, and the loan agreement must be spelled out in great detail because a lot

can happen during the life of a 10- to 20-year loan
Finally, short-term debt generally offers greater flexibility. If tHeJirm thinks that inter-
est rates are abnormally high and due for a decline, it may -term credit because

prepayment penalties are often attached to long-term debt “Atso, i jts needs for funds are
If to lonjg-term debt because

scasonal or cyclical, then the firm may not want to¢
of its underwriting costs and possible prepayment ppdal ues.ﬂnally long-term loan agree-
ments generally contain provisions, or covenants, that<aondirain the firm’s future actions
in order to protect the kender, whercas short- ciedit kgreements generally have fewer
restrictions. '

Al} things considered, it is not possible tu state thot either long term or short-term
Nnanciag is generally better. The fir Afic conditions will affect its decision, as will
the rnisk preferences of managers. mc andlor aggressive managers will lean moré
toward short-term credit to gain iﬂ,inlcrest ¢os! advantage, whereas more conservative
managers will lean toward lpng:term financing to avold potential rencwal pmblcms. The
factors discussed here shgatldbe considered, but the final decision will rcﬂ:@ mana.gers
pf] fubyjective judgments.

kot does muturity matching mean, and what is the'Togic tiéhind this policy?

16-3 The Cash €Conversion €ycle

All firms follow a “working capital cycle™ in which they purchase or produce inventory,
hold it for a time, and then sell it and receive cash. This process is known as the cash
canversion cycle (CCC).
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‘Ihe prime inlﬂ(ﬂglt—tbﬂ rate hanks charge very good customers--hit 21% in the carly 1980s. 1his prodaced
alevel dhulmtunkmpda that was not vecn sgatn until 2009, ‘I be primary reason for the very high inter-
€3t rate was that the inflation rate was wp to 13%, and high inflation st be compensated by high intesest rates
Also, the Federal Reserve was tighlening credit in order to bold down inflation, sad it was encouraging banks
1o resrict Lheit kending
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