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DISCUSSION 

ANDREW H. CHEN*: Abundant empirical evidence has shown a negative relation 
between a firm's external financing and its market value, though there does not 
appear to be a single, widely accepted explanation for this observation. Professor 
Huberman's paper represents an important addition to the existing theories that 
attempt to explain the empirical observation that external financing activities of 
firms are usually accompanied by a decrease in their equity values. The financial 
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theories that have been advanced in the literature include the theory of signalling 
with differential information, the theory of differential taxes, and the theory of 
agency. Professor Huberman has introduced another theory, namely, the theory 
of liquidity, which is consistent with the observed phenomenon of a negative 
relation between a firm's external financing and equity value. Huberman's 
liquidity theory is similar to the Keynesian money demand for speculative 
purposes. In a world with liquidity costs and uncertainty, firms have reasons to 
hold money or liquid assets for the purpose of not losing the opportunities to 
invest in profitable projects. 

A firm's liquidity need is met by maintaining an adequate level of money or 
liquid assets. According to Huberman's theory, the firm's earnings from the 
existing projects and the funds raised externally from capital markets are the 
main sources of maintaining its desirable level of liquidity. If there is a short-fall 
in the firm's earnings (current or future), the firm will be forced to rely on a 
more costly source of maintaining its level of liquidity, namely, external financing. 
Consequently, any external financing is viewed as a sign of poor current or future 
earnings which will have a negative effect on the firm's value. Thus, the liquidity 
theory is consistent with the empirical observation that the stock prices of a firm 
are negatively correlated with its external financing activities. 

In order to illustrate his theory of liquidity, Huberman has applied a simple 
stochastic dynamic programming model to analyze the optimal decisions of 
allocating resources between investments in the liquid assets and in the risky 
projects. The tradeoff between the benefits and the costs of liquid assets is the 
key determinant of the optimal investment decision. It should be pointed out 
that Huberman's model is very similar to the stochastic cash management models 
in the literature. The formulation of the model and the analysis of its properties 
are lucidly presented in Sections II and III in the paper. The results of the model 
and the policy implications are generally consistent with economic intuition. 
Among several results of the model, I have found the one that identifies the four 
regions of investment/financing policies of a firm described in Figure 1 in the 
paper to be of most importance. I believe that linking this result with theories of 
the industrial life cycle would provide new insights capable of predicting the 
differential levels of liquid assets held by different firms in the different indus- 
tries. 

Although Huberman has recognized that a firm's investment opportunities are 
usually uncertain in the real world, he has chosen to assume that they are certain 
in his model. This assumption, in my judgment, has eliminated some of the most 
complicated and interesting aspects of the liquidity management problems faced 
by financial managers. Under a more realistic assumption that both the earnings 
from risky projects and the investment opportunities are uncertain, then the 
interplays of these two stochastic variables will result in a larger variety of 
investment/financial policies. For instance, in the more realistic model, an 
external financing activity of a firm could very well be the result of a firm's 
having more favorable investment opportunities and higher level of liquidity 
need in a changing environment, and would not necessarily be a sign of a short- 
fall in its current or future earnings from risky projects. A simple theory which 
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could be consistent with the observed phenomenon may not tell the whole story. 
The remainder of my comments will deal with pointing out some specific 

directions for extension of the current model to make the liquidity theory more 
complete. 

(1) The risk-neutrality assumption in the current model appears to be too 
strong. In a world with uncertainty, even the returns on liquid assets are 
uncertain. Therefore, the liquid assets provide not only the liquidity-service, but 
also a portfolio diversification service. Adding only the assumption of risk- 
aversion, the portfolio diversification service of the liquid assets can be incorpo- 
rated into a model analyzing a firm's optimal decision on holding liquid assets. 
Chen, Jen and Zionts [2] have studied the joint portfolio and liquidity service of 
assets. 

(2) The current model has assumed that firms issue risk-free debt. In view of 
the risky projects undertaken by the firms, I believe that an assumption of issuing 
risky debt by the firms is more appropriate. Furthermore, I believe that incor- 
porating risky debt into the model of liquidity management is a natural way to 
combine the theories of agency, signalling and liquidity and will provide a more 
complete and unified theory necessary to explain the observed phenomenon 
mentioned above. 

(3) The current model has not explicitly incorporated the adjustment costs for 
portfolio rebalancing. As Chen, Jen and Zionts [1] have shown, ignoring the 
adjustment costs in the portfolio rebalancing would lead to non-optimal portfolio 
decisions. Explicitly incorporating the adjustment costs into the current model 
might change the regions of investment/financing policies described in the paper. 

(4) The current paper represents a microeconomic decision analysis which 
ignores the presence of other decision-making units and the capital market. 
Extending the model to a market equilibrium along the lines of Chen, Kim and 
Kon [3] should provide interesting additional new insights in firms' demand for 
liquidity and the possible effects of their external financing activities. 

In sum, Professor Huberman's paper has made an important contribution 
which should stimulate additional work in the area of investment/financing 
decisions of firms. 
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