
CORPORATE FINANCING AND LIQUIDITY
1968-1972

The financial positions of most U. S. corporations 
have undergone some significant structural changes 
since 1968. Over this period, considerable fluctu
ations have occurred in the total quantity of credit 
market funds obtained, as well as in the composition 
of these funds. New financing, net of repayments, 
by nonfinancial corporate business was as low as $33 
billion in 1968 and 1970 but rose to nearly $63 billion 
in 1969 and 1972, according to Federal Reserve Flow 
of Funds data shown in Chart 1. Also evident from 
Chart 1 are the marked shifts between permanent 
(i.e., equity and long-term debt) and short-term

sources of funds at various times between 1968 and 
1972. Largely as a result of these financing policies, 
corporate liquidity positions, as measured by the ratio 
of financial assets1 to short-term liabilities, showed a 
net decline between 1966 and 1972.

Total credit market funds obtained by corporations 
closely reflect the overall pace of economic activity 
and conditions in the credit markets. In 1968 and 
1969, the great business expansion of the 1960’s was

1 Financial assets as defined here are composed of the following: 
demand deposits and currency, time deposits, U. S. Government 
securities, open-market paper, state and local obligations, consumer 
credit, and trade credit.
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still underway. Demand for goods and services was 
high, and corporations were expanding working capi
tal and plant and equipment. Although a large 
portion of the necessary funds came from internal 
sources, many corporations also obtained funds in the 
money and capital markets. The composition of the 
funds borrowed in these two markets began to change 
dramatically by the third quarter of 1968, when cor
porate treasurers increasingly relied on various short
term forms of financing— such as bank loans, trade 
debt, and commercial paper. This trend, which con
tinued through the second quarter of 1970, was 
spurred by a combination of forces. The heavy de
mand for funds by these corporations and other eco
nomic units to finance the prevailing economic ex
pansion again was putting strong upward pressure 
on interest rates in 1968 after the brief downturn 
experienced in 1967. Further increases in interest 
rates occurred in 1969 when the Federal Reserve 
was tightening credit in order to stem the rising tide 
of inflation. Both short-term and long-term rates

rose to historically high levels in 1969. Even though 
short-term rates were higher than long-term rates in 
some cases, many corporations concentrated their 
borrowing in the short-term sector of the market. In 
this manner, many firms held down the length of 
their commitment to high interest costs.

In mid-1970, when economic activity had slowed 
and credit conditions had eased, the balance of cor
porate borrowing shifted back toward longer-term 
sources of funds. The impetus for this shift in finan
cing policy was provided when the Penn Central 
filed for bankruptcy in June 1970 and defaulted on 
its commercial paper. Immediately, lenders became 
very cautious about making short-term, unsecured 
loans. Thus, when short-term obligations matured, 
corporate treasurers paid them off with proceeds from 
sales of stocks and bonds. This shift back to long
term sources of funds continued during the second 
half of 1970 and all of 1971, as shown in Chart 1. 
The widespread slowdown in economic activity ex
perienced during 1970 is reflected by the small quan-
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tity of credit market funds obtained by corporations 
at that time. With the improvement in economic 
activity since late 1971, total financing has increased; 
and the mix between short-term and long-term funds 
appears to have assumed a more traditional pattern.

With only a few exceptions, corporations obtained 
a steadily increasing quantity of funds from the capi
tal markets between 1968 and 1972, as shown in 
Chart 2. Equity funds, in the form of either common 
or preferred stocks, experienced net decreases in 1968 
but were used much more frequently in 1971 and 1972. 
During 1968, the merger movement was still strong, 
which tended to reduce the net amount of stock 
outstanding. Deteriorating stock prices in 1969 made 
stock sales expensive and stock repurchases com
paratively attractive for most firms.

As prices in the stock market rebounded in 1970, 
sales of equity instruments also increased. Since 
late 1970, corporations, as part of an overall effort to 
improve liquidity positions, have issued new stock at 
a faster rate than at any time during the last 12

years. Also, the massive amounts of long-term debt 
incurred during 1970 and 1971 required additional 
equity funds to achieve a more desirable capital 
structure. Although some debt financing lowers the 
overall cost of capital to a firm, too much debt in the 
capital structure increases financial risk, which tends 
to raise the cost of capital.

Between 1968 and 1972, short-term sources of 
funds were used extensively in expansionary periods 
but sparingly in recessionary periods. As business 
improved and operations expanded for most firms 
during the latter 1960’s, increased working capital 
was needed. Seeking the most readily available and 
least expensive (over the long run) source of finan
cing, corporations assumed large quantities of short
term debt. After demand slackened and interest rates 
receded, the short-term debt was paid off with newly 
acquired permanent funds.

The single largest source of short-term funds used 
during the expansionary periods was trade debt, or 
funds supplied by selling (primarily larger) firms to
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buying (primarily smaller) firms in the form of 
accounts payable. Unable to obtain other types of 
financing during tight money periods, many small 
firms are forced to use trade debt even though it is 
often extremely expensive.

Since early 1972, business activity has accelerated, 
causing corporations to use short-term funds to fi
nance rising accounts receivable and inventory. If 
the economy continues to expand as expected in the 
coming months, short-term funds will surely remain 
an important source of financing.

These shifts in the quantity and composition of 
financing by corporations have significantly altered 
the relationship between their holdings of financial 
assets and short-term liabilities between 1966 and 
1972. This measure, as shown in Chart 4, is some
times referred to as the “ acid-test” ratio and is used 
to evaluate corporate liquidity. With the acceler
ation of economic activity in 1966, and the rapid 
assumption of short-term debt by many corporations, 
the acid-test ratio fell sharply, suggesting reduced 
liquidity. It continued to do so until mid-1967, when 
corporations turned their short-term debt into long
term debt. With the acceleration of economic activity 
in 1968, liquidity was reduced even further. The 
ratio hit a trough in mid-1970, about the same time 
that the Penn Central filed for bankruptcy. The 
resulting turmoil in the commercial paper market 
made both borrowers and lenders acutely aware of 
the impaired position of corporate liquidity. A l
though corporations began repairing their weakened 
liquidity positions in 1970, it was not until 1971 that 
actual improvements were discernible.

Corporate liquidity positions will probably not re
turn to their 1966 levels in the near future. Con

tinued economic expansion in 1973 will most likely 
result once again in the extensive use of short-term 
debt, which tends to decrease liquidity.

Philip H. Davidson
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PUBLICATIONS OF THE FEDERAL RESERVE BANK OF RICHMOND

PERIODICALS AND SERIALS

A N N U A L  R E P O R T  A  review of the Bank’s operations during the year along with a feature article 
discussing significant economic topics. Distributed annually in February. 1972.

F IF T H  D IS T R IC T  F IG U R E S A  compilation of economic statistics, including data on resources, in
come, employment, agriculture, mining, business and trade, utilities, and finance. Figures on Fifth 
District States and Standard Metropolitan Statistical Areas are compared with data for the United  
States. Distributed biennially. 1972.

M O N T H L Y  R E V IE W  Contains articles covering Fifth District financial and business developments and 
topics of national and international significance. Distributed monthly. 1972.

B U SIN E SS F O R E C A S T S  A  reference file of representative business forecasts for the com ing year. 
Distributed annually in February. 1972.

SPECIAL STUDIES

C O M E  W IT H  M E TO  T H E  F. O. M. C .! A  28-page pamphlet describing in laym an’s terms the ac
tivities of the Federal Open Market Committee. The text was originally prepared as an address. 1967.

T H E  F E D E R A L  R E S E R V E  T O D A Y  An 18-page booklet explaining the structure of the Federal 
Reserve System, the service functions, and monetary policy. 1971.

T H E  F E D E R A L  R E S E R V E  A T  W O R K  A  booklet discussing the structure, objectives, and functions 
of the Federal Reserve System. 35 pages. 1971.

IN S ID E  T H E  F E D E R A L  R E S E R V E  B A N K  O F R IC H M O N D  This pocket-size booklet takes you 
on a tour of the Federal Reserve Bank of Richmond. It includes a brief description of the service 
functions with liberal use of pictures. 1971.

IN S T R U M E N T S  O F T H E  M O N E Y  M A R K E T  This booklet, in addition to describing a number of 
short-term highly liquid instruments, also pictures in general terms the institutional arrangements of 
the markets in which these instruments are traded. The booklet begins with a general review of 
the money market, followed by a fairly detailed description of ten money market instruments. 
Emphasis throughout is on the interrelatedness of the various sectors comprising the money market. 
96 pages. 1970.

K E Y S  F O R  B U SIN E SS F O R E C A S T IN G  A  booklet containing broad statistical measures that have 
gained widespread recognition as key business indicators. Relates the behavior of these indicators to 
changes in the level of business. Describes statistical techniques for distinguishing normal seasonal 
changes in business data from changes associated with cyclical movements and underlying growth trends. 
24 pages. 1970.

M E A S U R IN G  PR IC E C H A N G E S : A S T U D Y  O F T H E  PR ICE IN D E X E S  A  52 -page booklet on 
the nature of price indexes, written for use with courses in economics and statistics and for ref
erence by economic analysts. The booklet reviews the behavior of prices from 1960 through 1970. 
This review is followed by a detailed discussion of the conceptual and statistical problems associated 
with the design and construction of price indexes. The final section examines in detail the statistical 
characteristics of the Consumer Price Index, the W holesale Price Index, and the G N P  Deflator, and 
evaluates these indexes in relation to the applications that are com m only made of them. 1972.

Y O U  A N D  Y O U R  M O N E Y  A  14-page, cartoon-style booklet dealing with the causes of inflation and 
deflation and some of the available remedies. Suitable for high schools. 1954.
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