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Abstract

The financial crisis of 2007-2008 reminds us of the importance of managing liquidity in
industrial firms. This study investigates this crucial matter by analyzing a model of a firm
affected by a financial shock after investing in an illiquid asset. The financial shock creates
uncertainty regarding the liquidity needs of the firm after investment, which motivates the
firm to choose to either set aside a fraction of the initial funds as liquidity or to purchase a
credit line ex ante. The main result of our study shows that the higher the return from the
firm’s investment and the higher the probability of a financial shock hitting the firm, the
more likely the firm is to choose a credit line over holding liquidity. If the ownership of the
firm is separated from its management, the controlling shareholder is prone to choose a
credit line as a disciplinary device to address the agency problem associated with liquidity
holdings. We conclude the study with a summary of the results and suggestions for future

research.
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