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How Much Liquidity Insurance Do Lines of Credit Provide?

Abstract

Theoretical literature argues that firms are (weakly) better off securing line of credit than holding
cash to insure against future liquidity short-fall. On the contrary we find that lines of credit
provide limited liquidity insurance relative to cash. The limits are imposed by agency problems
between bank and firm. Insurance provided by a line of credit is limited in at least two
dimensions. First, firms may not be able to draw down at the low rates specified in the contracts.
In particular, firms need liquidity the most get little insurance benefits. Second, firms can only
take advantage of lower than market borrowing rates for a relative short period of time. They
have to pay higher than market rates once they renew lines of credit. The limits suggest that
firms relying on lines of credit for their liquidity need may be forced to forgo positive NPV
projects. Bank reputation and lending relationship help improve the efficiency. Our finding
provides an explanation on firms’ trade-off between cash and line of credit in liquidity
management.



