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Business decisions involve trade off choices that impact the value of a company. Lawrence Sports is a fictional $20 million dollar revenues company that must optimize management of collections/disbursements and maintain important professional relationships. This paper uses real life examples as a benchmark for Lawrence Sports, while also discussing trade off concepts essential to any organization. Maintaining liquid assets while minimizing the cost of capital requires careful inventory/cash management.

Dell Computers is a company that successfully balances use of net working capital and cash equivalents. “We use cash generated by operations as our primary source of liquidity and believe that internally generated cash flows are sufficient to support business operations” (Dell 2007 Annual Report, Financing Receivables). This approach has resulted in $9.2 billion in cash and cash equivalents in 2008. As the annual report states, Dell has developed a way to reduce inventory risk, and close the gap between outflows and inflows by collecting receivables before disbursements, thus achieving a positive cash balance.

Lawrence Sports is struggling with trade off decisions regarding receipts and disbursements. The company allowed itself into a predicament where the bank borrowing is at the $1.2 million limit, Mayo (the retailer that contributes to 95% of Lawrence sales) needs to delay payment while promising a big order after completing payment on the week of April 4-20, and vendors need payment for raw materials used for the products that Mayo is selling. As mentioned previously, Dell Computers has developed a good policy to maintain liquidity, which is a good lesson for Lawrence.

Creating an optimal credit policy includes trade off decisions between carrying costs and shortage costs. “At the optimal amount of credit, the incremental cash flows from increased sales are exactly equal to the carrying costs from the increase in accounts receivable”(Ross et al., 2005). This concept is similar to the economics model of profit maximization, which states that marginal revenue should be equal to marginal cost. Ideally, the company will focus on a new assets liquidity that will raise the bar for asset management. The relativity of success becomes a new landscape at this point where carrying costs are the opportunity cost of securities holdings, and shortage costs are the risks of not having excess cash when investment opportunities are favorable.


Calculating a targeted cash balance to pay obligations (avoiding the sale of securities holdings) can be calculated using the Miller-Or model. This model is preferred to the Baumol Model, because Miller-Or accounts for fluctuating daily cash outflows and inflows. Establishing an optimal cash balance includes factors such as the standard deviation of daily cash flows, interest rate, trading costs of buying and selling marketable securities and a responsible lower limit cash balance.

Lawrence Sports will have to re-assess the organizational approach to cash positioning, because the scenario indicates that cash flows are un-balanced. Though Mayo helps Lawrence Sports stay in business, risk mitigation needs to be a primary concern. The bank borrowing ceiling is already over the limit; therefore, the success of short term (1 year) financial planning will decide the life of the company. If Lawrence runs out of cash from a Mayo default, the firm might one day have to file bankruptcy. The only way to survive is to prepare a better financial policy, and decide on a pro-active model to close the gap between cash inflows and outflows. A positive net worth (assets minus liabilities) is essential for an organization’s growth.

Coca-Cola is a strong benchmark for the course scenario. When Lawrence Sports decides to implement a cash management strategy, the design team should consult Coca-Cola reports on how to mitigate the risk of raw materials. Lawrence uses materials such as leather, wood and fabric. The organization might eventually find that it can achieve cost advantages from International suppliers; therefore, risk managements concepts from both Coca-Cola and the course readings are included in this section.

Coca-Cola “enters into forward exchange contracts and purchases currency options (principally Euro, Japanese Yen, and dollars to hedge certain portions of  forecasted cash flows denominated in foreign currencies” (Coca-Cola 2007 Annual Report, Quantitative and Qualitative Disclosures About Market Risk). If Lawrence decides  (in order to accommodate Mayo’s payables fluctuations) to use International suppliers meant to increase company value, hedging techniques will have to be used to lessen financial distress. “We describe forward and futures contracts, which can be used to lock in the future price of commodities” (Brealey et al., 2005).

Forward contracts are also known as derivatives (value depends on the underlying asset). Using Coca-Cola as an example: suppose the firm chooses to buy a particular commodity in February (buy = long position) from a Swiss chocolate manufacturer (sell = short position). The set price for the future is the forward price and the immediate price is called the spot price. Often companies use exchanges to accomplish the same hedging technique for commodity price fluctuations (instead of an exclusive bilateral buy/sell contract, which creates what is called a mutual counterparty risk due to the chance of agreement default). The New York Mercantile Exchange is an example of where a firm can buy or sell commodities futures.

“Financial futures are similar to commodity futures but instead of placing an order to buy or sell a commodity at a future date, you place an order to buy or sell a financial asset at a future date” (Brealey et al, 2005). Lawrence Sports needs to overhaul the cash management/credit policy to close cash flow gaps, which may lead to the fore mentioned International opportunities thus freeing up capital for financial investments. When a company buys or sells a futures contract, a “margin” (collateral) of either cash or treasury bills is put into the exchange margin account to prove that the firm has the resources to participate.  The account is “marked to market” everyday which adjusts the account for any gains or losses due to the changing values of the asset. Firm’s generally “close out their futures positions just before the end of the contract, takes their profits or losses, and buys or sells in the spot market” (Brealey et al., 2005).

Honeywell is involved with manufacturing, sales, service and research and development for Aerospace, Transportation and Automation/Control systems. Similar to Lawrence Sports, Honeywell was challenged with asset management trade off decisions, and “continues to manage its businesses to maximize operating cash flows as the primary source of liquidity” (Honeywell 2007 Annual Report, Liquidity and Capital Resources). The company relies on suppliers (and subcontractors) for raw materials, however, is not solely dependent on one or two as Lawrence is. In the 2007 Honeywell Annual Report, the company states minimal concern for raw materials supply, although it continues to mitigate cost increases using long-term price agreements and hedging techniques.

“Each of our businesses is focused on implementing strategies to improve working capital turnover in 2008 to increase operating cash flows” (Honeywell 2007 Annual Report, Liquidity and Capital Resources). Lawrence Sports will have to control raw materials cost and retail sales to achieve liquidity through operating cash flows. Figuring the cost of inventory and the organization’s ability to pay is the clearest answer for short term financing.

With the $1.2 million bank limit at the maximum, Lawrence Sports will have to assess how inventory turnover can be improved to reduce the need for borrowing. All assets have varied degrees of risk and liquidity, and should be evaluated accordingly. Lawrence deals with both a woodworking/fabrics vendor (Gartner) and Murray (leather products). Relationships have been established that earned Lawrence $20 million dollars in revenues, therefore, inventory turnover and prompt vendor payment should remain a priority. Honeywell has an advanced way of hedging raw materials risk from suppliers, which creates sufficient working capital to finance operations.

Mayo contributes to 95% of Lawrence Sports’ sales. When payments are delayed, undue financial distress is caused. This situation has jeopardized relationships with the two vendors (Murray and Gartner) and has weakened the company’s cash position. The course scenario does not mention if Lawrence maintains securities holdings to sell in place of obligations, and considering the current credit position, the probability is doubtful. Lawrence urgently needs to critically re-assess credit management plans, which is the focus of the next section.

Lawrence Sports presently carry’s a negative net trade credit as a result of a failed credit policy. Gartner and Murray extend trade credit, which shows on their respective financial statement as accounts receivable. Inability to pay the vendors is a direct result of Mayo’s inventory management strategy, and has adversely effected average collection periods for the two Lawrence vendors. This system lacks the alignment that would satisfy and add value to all parties involved (Value system).


Components such as terms of sale (period, available cash discount and type of credit instrument), credit analysis and collection policy are important. Lawrence does not have much of a choice with Mayo (at this point), however, the future transactions will have to be subject to new credit policy guidelines. Discussions need to focus around the invoice and how soon inventory will be paid for. For example, Lawrence might offer a 5% discount if Mayo pays within 30 days called a 5/30, net 2 months.

An incentive on price reduction might accelerate inventory turnover, however, Mayo will have to optimize inventory management/forecasting techniques in order to improve the payment schedule. This means that a formalized invoice will be needed. “Most credit is offered on open account. This means that the only formal credit instrument is the invoice, which is sent with the shipment of goods, and which the customer signs as evidence that the goods have been received” (Ross et al., 2005). Lawrence Sports will have to establish the credit policy to improve the firm’s credit for purchasing raw materials, which will also create new strategic/efficiency opportunities. 


In conclusion, the current Lawrence Sports cash position does not allow for predictable sustainable growth, and presents an un-controllable risk. Course concepts such as credit policy, inventory management, optimal cash balance and risk mitigation need to be applied. Only when the firm understands that internal financing is essential, will the firm achieve sustainable growth.
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