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Corporate Liquidity in 1969 and 1970

Measures of liquidity refer to the capability of a corporation to make pay-
ments as obligations fall due. In reality, liquidity is a dynamic concept in-
volving the total inflows and outflows of cash, and it extends beyond the
static financial values expressed in a company's balance sheet. Gash in-
flows result not only from the current selling of inventory and subsequent
collection of accounts, but also from the conversion of existing financial
assets and real properties into cash, as well as from short- and long-
term borrowings, and the raising of additional ownership funds. Gash
outflows result from current payments for goods and services, but they are
also influenced by the pace of capital investments, payment of dividends
to owners, and the repayment of borrowed funds. Liquidity, therefore, is
determined not only by the interrelationship between current assets and
liabilities, but also by the general economic status and prospects of the firm,
its access to alternative sources of funds from the money and capital markets,
and of course the impact of national monetary and fiscal policies. Unfortu-
nately, a general analysis of liquidity is difficult because there are extreme
variations in the liquidity requirements of different industries. Even within
the same industry, individual firms have divergent policies reflecting unique
management goals and techniques. Nevertheless, it is important to analyze*
the general status of corporate liquidity in appraising the entire economy.

During 1969 and the first half of 1970 there was particular concern about
the liquidity of corporate businesses. With the sustained period of credit re-
straint in 1969 and early 1970, some financial imbalances that had accumu-
lated during the long inflation became more apparent. Capital expenditures
of businesses were high and large increases were projected for 1970, but it was
also clear that the financing of these expansion plans had relied heavily
on short-term borrowing. Some companies were therefore in an exposed po-
sition if a deterioration of earnings or some development in credit markets
should incline holders of these short-term liabilities to demand payment. As
the economy responded to measures of restraint, corporate profits did decline,
and confidence was even more generally disturbed by the financial problems
of the Penn Central Railroad.

DESCRIPTION OF THE STUDY

This appendix summarizes liquidity developments in a sample of large
U.S. manufacturing corporations during 1969 and the first three quarters of
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1970. Nonmanufacturing corporations are not included because liquidity in-
formation is not available for this category prior to the third quarter of 1969.
Particular attention is given to the question of whether the financial diffi-
culties of 1969 and the first three quarters of 1970 produced a situation in
which a large number of sound and profitable corporations were threatened
with bankruptcy as a result of their inability to meet short-term obligations.

The financial information summarized in this appendix was collected by
the Securities and Exchange Commission as part of its regular quarterly sur-
vey of manufacturing corporations. To preserve the absolute confidentiality
of the information submitted to the SEC, the material is presented only on
an aggregate basis. Only large manufacturing corporations (those with total
assets of $100 million or more in 1970 I) were included in the aggregate
analysis. Nevertheless, the sample group has control of about 75 percent
of the assets of all manufacturers. A total of 553 large manufacturing cor-
porations submitting quarterly income statements and balance sheets met
the size criterion used; of these, 18 were omitted because they did not report
in each quarter throughout the 1969 I to 1970 III period.

The liquidity ratios reported in this appendix differ from the statistics pub-
lished by the Securities and Exchange Commission in its Quarterly Financial
Report. The Commission's figures refer to ratios of aggregates; for example,
the current ratio for a specific industry is determined by totaling the current
assets of all corporations in that industry and dividing this sum by the total
of current liabilities of the same corporations. Figures reported in this
appendix are the arithmetic means of all the individual corporation ratios;
that is, the individual corporate ratios are totaled and then divided by the
number of corporations. By averaging the ratios, an equal weight is given
to each individual ratio regardless of the size of the corporation. This
approach avoids the distortion that occurs if an aggregate statistic is domi-
nated by a few large corporations whose characteristics may not be typical
of the majority.

MEASURES OF CORPORATE LIQUIDITY

A corporation's difficulty in meeting its short-term obligations could arise
from a number of causes: (1) a deficiency of cash and other assets which
can be quickly converted into cash; (2) excessive reliance on short-term
sources of funds to finance long-term asset requirements; (3) the absence of
an active market for financial securities often held by corporations as liquid
assets, with the result that these assets lose their marketability or can only
be sold at a large loss; and (4) an inability to arrange for additional financing
to meet maturing liabilities.

This analysis concentrates on whether the first two conditions associated
with a liquidity crisis existed in the first three quarters of 1970. The financial
markets never became so disorganized that active trading of liquid short-term
securities disappeared. While interest rates remained at high levels, measured
in historical terms, and the spread of interest rates on securities with differing
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default risks widened to reflect a greater sensitivity of lenders to the varying
quality of corporate borrowers, a record volume of corporate financing was
accomplished; and the financial markets remained orderly throughout the
year. The issue of whether or not there was a shortage of the additional
financing needed by corporations, particularly a shortage of short-term
credit, cannot be examined because the aggregate data collected by the Se-
curities and Exchange Commission from corporate balance sheets and in-
come statements do not record items such as "lines of credit" at financial
institutions. Furthermore, the ability of a corporation to arrange for addi-
tional credit to meet short-term obligations depends on such nonquantifiable
factors as credit ratings and subjective evaluation of the corporation's future
prospects.

A simple assessment of the adequacy of a corporation's liquidity position
can be made from a detailed examination of its balance sheet and income
statement. The degree of liquidity varies, however, between different types
of assets. Similarly, the need to pay maturing obligations, whenever they
cannot be replaced with new credits, varies between categories of liabilities.
A number of financial ratios must therefore be used to measure the adequacy
of corporate liquidity, particularly when many different corporations are
being compared on an aggregate basis. Although each individual ratio may
present an incomplete picture, a comprehensive set of ratios does sum-
marize most of the information about corporate liquidity that can be ob-
tained from balance sheets and income statements.

The liquidity ratios used in the analysis are as follows (the term "current"
conventionally refers to an asset or liability maturing within 1 year) :

Total Current Assets
(1) The Current Ratio= — - 7 7 ; ^ T . u . r .
v l Total Current Liabilities

This ratio gives a general description of the liquidity position of a
corporation, showing the extent to which current liabilities are covered by
current assets. Its major weakness is its use of such broad financial categories.
Current asset accounts differ considerably in their convertibility into cash.
Similarly, there is great variation in the characteristics of current liabilities.

Total Current Assets — Inventories
(2) The Acid-Test Ra t io - ^ . „ _ . . . . . .
v ' Total Current Liabilities

While in certain cases inventories could be readily converted to cash,
such liquidation would normally impair a corporation's ability to carry on
its business.

Cash + Government Securities
(3) The Quick R a t i o - — .

' ^ Total Current Liabilities

This ratio relates only the most liquid assets to current liabilities. While the
quick ratio is very selective about liquid assets, it does not distinguish between
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liability accounts. Nor does it take into account other prime sources of
liquidity, such as holdings of commercial paper, prepayments, State and
local government bonds, and short-term holdings of other corporate secu-
rities.

(4) The Solvency Ratio=
Cash + Government Securities + Other Current Assets

Total Current Liabilities — Accounts Payable

The solvency ratio compares highly liquid assets to near-term obligations
that do not arise from normal day-to-day business—hence the removal of
accounts payable from the denominator. The category "other current as-
sets" is composed of commercial paper holdings, State and local government
securities, and prepayments, which are all quite liquid. The denominator
focuses on short-term loans, the current portion of long-term debt (pay-
ments due within 1 year), and commercial paper obligations.

(5) The Short-Term Debt Ratio=
Short-Term Bank Loans + Other Current Liabilities

Total Current Assets

This debt ratio indicates the extent to which a firm finances its assets with
short-term credit. "Other current liabilities" include commercial paper
borrowing. One source of. difficulty which may have been encountered in
the first half of 1970 is that expectations of a drop in long-term interest rates
led to the use of short-term credit when longer-term instruments should have
been used. A rise in the short-term debt ratio would reflect this development.

HISTORICAL BACKGROUND

Chart A-l summarizes the current and quick ratios for large manufactur-
ing corporations over the period of 1948-69. The liquidity position of these
corporations has shown a downward trend during the last two decades. The
other liquidity ratios analyzed in this appendix have followed the same
pattern. The downward trend reflects three significant developments:

1. Liquidity was high following World War II for a variety of reasons,
and much of the early decline was an adjustment of the enlarged volume of
liquid assets created during the war to the new levels of business activity.

2. The absence of severe depressions since World War II has caused
corporations to reduce cash and liquid assets to a lower proportion of
total assets. With greater confidence in the stability of the economy, corporate
financial managers have been attracted by the profit opportunities of in-
vesting such funds in inventories and other forms of working assets. Modern
techniques of short-term portfolio management have also encouraged the
shift from cash balances into short-term marketable securities in response to
rising interest rates.
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Chart A-l

Liquidity Ratios of Large
Manufacturing Corporations

RATIO (END OF YEAR)

4

, A CURRENT RATIO 1/

2 -

^ ^ QUICK RATIO2/

/

I I I I I I I I I I I I I I I ) I I I I I
1949 51 53 55 57 59 61 63 65 67 69

J/RATIO OF CURRENT ASSETS TO CURRENT LIABILITIES, NET OF GOVERNMENT ADVANCES.

2 RATIO OF CASH ON HAND AND IN BANKS PLUS U.S. GOVERNMENT SECURITIES, INCLUDING TREASURY
SAVINGS NOTES, TO CURRENT LIABILITIES, NET OF GOVERNMENT ADVANCES.
NOTE: DATA RELATE TO MANUFACTURING CORPORATIONS WITH ASSETS OF $100 MILLION AND OVER.

SOURCES: FEDERAL TRADE COMMISSION AND SECURITIES AND EXCHANGE COMMISSION.

3. The rising rate of inflation after 1965 probably influenced corporations
to shift from cash and other financial assets into inventories and physical
capital assets. This was a preventive measure, aimed at protecting profits
and the real value of assets because during periods of inflation the purchas-
ing power of most financial assets is eroded, but the value of inventories and
physical assets tends to appreciate.

In addition to the basic trend, individual corporations may experience
deterioration in their liquidity positions for reasons beyond their control,
particularly during periods of economic change. The remainder of this
appendix reviews liquidity developments during the 1969-70 period, as
measured by the five liquidity ratios.

BEHAVIOR OF CORPORATE LIQUIDITY: 1969 I THROUGH 1970 III

Measures of corporate liquidity declined steadily from the beginning of
1969 through the first quarter of 1970 and then leveled off (Table A - l ) .
Part of the reduction in the current and acid-test ratios is a continuation of

173
411-364 0—71 12

Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis



the postwar trend. However, the restrictive monetary policy in the second
half of 1969, the reduced level of corporate profits in the first half of 1970,
the rapid pace of business investment in plant and equipment throughout
1969 and early 1970, and efforts by corporate management to minimize the
effects of inflation all contributed to the decline. For example, the 6.5-percent
decrease in the current ratio was caused by the more rapid 19.5-percent
growth of current liabilities, compared with only an 11.3-percent expansion
of current assets between the first quarter of 1969 and the third quarter of
1970. An absolute decline in holdings of cash and U.S. Government securities
accounts for much of the change. Corporations were evidently willing to hold
inventories in expectation of future sales at higher prices, or they were
trapped into carrying large stocks when sales volume became sluggish. In-
ventories of large manufacturing corporations increased 16.6 percent during
the period, while all other current assets increased by only 6.7 percent.

TABLE A-l.—Average liquidity ratios of large manufacturing corporations,
1969 1-1970 III

Type of ratio

Current
Acid-test
Quick . . . . . . . . .
Solvency
Short-term debt

Liquidity ratio i

1969

1

2.63
1.38
.31
.85

1 .22

II

2.60
1.37
.28
.82
.23

III

2.55
1.35
.26
.76
.23

IV

2.48
1.29
.26
.79
.23

1970

1

2.45
1.27
.23
.68
.24

II

2.46
1.27
.23
.68
.25

III

2.46
1.27
.23
.67
.24

Percentage
change,
1969 1 to
1970 III

- 6 . 5
- 8 . 0

- 2 5 . 8
- 2 1 . 2

9.1

1 Averages of individual corporations' ratios for all manufacturing corporations with assets of $100 million and over in
1970 I, when this study began.

Source: Securities and Exchange Commission.

The behavior of the quick ratio and the solvency ratio was very differ-
ent, and it is the sharp drop in these two ratios that has caused most of the
concern. Both ratios fell because of long-term management policies designed
to minimize holdings of cash and marketable securities, combined with the
decline in cash flows as corporate profits dipped in 1970. Corporate policies
to replenish cash and marketable securities through short- and long-term
financing efforts during the second half of 1970 should stabilize both ratios,
and a stronger corporate profit performance would result in improvement
of both measures. Continuation of an easy monetary policy in 1971 should
enable the banks to meet the credit needs of financially sound borrowers.
The leveling off of business spending for plant and equipment in 1971 and
the traditional lagged response of dividend increases as corporate profits rise
should help curtail cash outflows.

In general, the various liquidity measures for large manufacturing cor-
porations declined during the period, some in line with historical trends,
and others more sharply. However, a more detailed analysis indicates that a
significant part of the decline can be attributed to the reaction of the most
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liquid firms to monetary restraint. For each liquidity ratio the entire sample
of firms was divided into two groups, those whose average ratio during the
entire period was below the mean and those whose average ratio was above
the mean (Table A-2). Four of the five ratios show that the firms with
above-average liquidity experienced larger declines in liquidity during the
period than the firms in the below-average category. Because the current
ratio is the least discriminating of these measures of liquidity, its failure to
corroborate the trend does not invalidate the general conclusion. Increases
in the short-term-debt ratio imply a deteriorating liquidity position; hence
firms in the "below-average liquidity" category had short-term debt ratios
above the mean, but they showed a smaller rise in that ratio. While part of
this pattern might be attributed to purely statistical phenomena, the fact
that the below-average liquidity group experienced a less pronounced de-
terioration in liquidity reduces the severity of the problem.

TABLE A—2.—Percentage change in average liquidity ratios for high and low groups
of large manufacturing corporations, 1969 I to 1970 HI

Current
Acid-test
Quick
Solvency
Short-term debt

Liquidity ratio

Percentage change in liquidity ratios, 1969 1
to 1970 III

All firms»

- 6 . 5
- 8 . 0

-25 .8
-21 .2

9.1

Firms with
above-average

liquidity
during 1969 1-

1970 III

- 5 . 2
- 8 . 6

-29.7
-22 .8

17.5

Firms with
below-average

liquidity
during 1969 1-

1970 III

- 7 . 6
- 6 . 2

-16 .1
-17 .1

7.9

i Change in averages of individual corporations' ratios for all manufacturing corporations with assets of $100 million and
over in 1970 I, when this study began.

Source: Securities and Exchange Commission.

Manufacturing Corporations With Low Liquidity Ratios in 1970 I
Although the aggregate data for large manufacturing corporations do not

reveal a major crisis in the liquidity position of the entire sample analyzed,
many individual corporations with relatively low liquid assets and large
current obligations undoubtedly experienced serious problems. A closer
examination of these corporations was undertaken.

Corporations with a quick ratio of 0.06 or less and corporations with a
solvency ratio of 0.15 or less in the first quarter of 1970 were analyzed.
As a result of these cutoff points approximately 10 percent of the sample
group of large manufacturing corporations was included in the followup
study. The quick ratio was chosen as a standard because of its wide use
as an indicator of liquidity and because it focuses only on holdings of quite
liquid assets. Fifty-nine out of the 535 corporations in the sample were found
to have a quick ratio of 0.06 or less. The solvency ratio was useful in identi-
fying corporations with liquidity problems, because it measures the avail-
ability of highly liquid assets to cover current liabilities other than accounts
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payable. Since 28 of the 50 corporations with this characteristic were also
included in the group with a low quick ratio, the net total was 81
corporations.

Table A-3 summarizes the average liquidity and operating ratios for
the special sample of low-liquidity manufacturing corporations. Their
average liquidity position, of course, is lower than the average for the entire
sample of 535 large manufacturing corporations. However, even these
specially selected corporations do not appear to have liquidity problems
serious enough to threaten a crisis. In fact, among the original 535 corpora-
tions analyzed in the study, not one bankruptcy was reported. This record is
not too surprising in view of the very large size of these corporations.

TABLE A-3.—Average ratios and operating measures of large manufacturing corpora-
tions with a low quick and/or a low solvency ratio in 1970 I, 1969 1—1970 III

Type of ratio or measure
1969

III

1970

III

Liquidity ratios: i
Current
Acid-test
Quick
Solvency
Short-term debt..

Operating measures: i
Receivables collection period (days).
Inventory turnover (times per year).
Return on equity (percent)
Profit margin (percent)

2.19
1.00
.11
.39
.30

55.36
1.11
2.60
3.98

2.11
.99
.10
.39
.31

52.83
1.20
2.80
4.08

2.07
.98
.10
.38
.31

55.33
1.21
2.78
3.97

1.91
.85
.08
.28
.33

53.98
1.17
2.56
3.51

1.85
.81
.05
.21
.36

60.99
1.04
2.16
3.23

1.87
.84
.07
.24
.36

58.40
1.10
2.16
3.25

1.96
.90
.10
.34
.33

61.21
1.12
1.79
2.89

i Average ratio or average operating measure of 81 manufacturing corporations with assets of $100 million and over
in 1970 I and with a low quick ratio (0.06 or less) and/or a low solvency ratio (0.15 or less) in 1970 I.

Source: Securities and Exchange Commission.

Detailed analysis of the balance sheets and income statements of the cor-
porations with either a low quick or a low solvency ratio, or both of these,
identified three general types of financial experience. The first group of cor-
porations (approximately one-quarter of the total) had relatively high
liquidity as measured by the current and acid-test ratios. Many of these
corporations had very low cash balances, however, and virtually no holdings
of U.S. Government securities, a fact which accounts for their very low
quick and solvency ratios. Nevertheless, corporations in this first group had
strong general liquidity positions and high cash flows relative to assets.
Furthermore, the operating ratios of these corporations were generally better
than the average figures for the sample group of 535 manufacturing cor-
porations. The data suggest that this group of corporations reacted to mone-
tary restraint and rising interest rates by reducing their holdings of very
liquid assets and increasing their use of short-term debt financing, without
impairing either their earnings potential or their access to money and capital
markets.
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A second group, approximately one-half of the sample of 81 corporations,
can be described as having generally low liquidity positions, but high operat-
ing ratios, indicating efficient operations and good profit returns. The aver-
age collection period for receivables is generally lower for these corpora-
tions than the average for the entire sample of 535 large manufacturing
firms, and their inventory turnover is generally higher. These corpora-
tions, as a whole, had no difficulty in arranging necessary financing during
the period examined. Financing difficulties could arise, however, as a result
of severe strains in the money and capital markets. The continued financial
health of these corporations depends in large measure upon stable condi-
tions in the financial markets and a moderate increase in their overall
liquidity.

A third group, which includes approximately one-fourth of the special
sample of low liquidity firms, apparently did experience serious liquidity
problems. Their operating ratios remain low, an indication that the prob-
lems facing those corporations are quite distinct from those brought about
by a shortage of liquid assets. Most of the corporations in this group have
low profit margins and low returns, or none at all, on their equity invest-
ment. Their average collection period for receivables is generally higher
than the average in their industry, in some cases even three or four times
higher. They also appear to turn over their inventories less frequently
than the average turnover for their industry. These corporations would
undoubtedly have difficulty in arranging new financing in the money and
capital markets. The source of their problems, and their low liquidity posi-
tion, can more accurately be attributed to their general economic weakness
and their competitive position in their markets than to the impact of mone-
tary restraint on the money and capital markets.

Manufacturing Corporations With Negative Profits in 1970 I

Thirty-nine out of the total of 535 large manufacturing corporations
reported losses in the first quarter of 1970. Table A—4 summarizes the
liquidity ratios and operating ratios of this group. Surprisingly, the average
liquidity position of these corporations appears to be adequate. The current
and acid-test ratios are only slightly lower than those for the entire sample
of large manufacturing corporations, and the amount of decline in these
ratios has been moderate. The fact that the short-term debt ratio is higher
than that for the entire sample of 535 corporations indicates that these
corporations, along with the group of low-liquidity corporations referred to
in Table A-3, rely heavily on short-term financing. The maintenance of
stability in the money markets, particularly in the commercial paper market,
is important for the continued viability of these corporations.
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TABLE A-4.—Average ratios and operating measures of large manufacturing corpora-
tions with a negative return on equity in 1970 I, 1969 1-1970 III

Type of ratio or measure

Liquidity ratios: l

Current
Acid-test
Quick
Solvency
Short-term debt_.

Operating measures:l

Receivables collection period (days).
Inventory turnover (times per year).
Return on equity (percent)
Profit margin (percent)

1969

2.47
1.22
.23
.72
.24

54.62
1.30
.94

1.42

2.29
1.16
.21
.63
.25

49.61
1.49
1.54
2.70

III

2.28
1.19
.22
.71
.25

51.38
1.54
.85

1.63

IV

2.33
1.18
.22
.67
.27

50.90
1.48
.31

1970

2.28
1.12
.20
.62
.30

61.77
1.14

- 1 . 1 9
- 2 . 2 4

2.25
1.14
.19
.65
.28

54.70
1.37

- . 5 1
- . 1 5

III

2.18
1.13
.20
.77
.28

52.54
1.46
.31
.33

1 Average ratio or average operating measure of 39 manufacturing corporations with assets of $100 million and over
in 1970 I that reported a negative return on equity in 1970 I.

Source: Securities and Exchange Commission.

CONCLUSION

This study suggests that the deterioration of corporate liquidity during
1969 and 1970 has been generally moderate for the group of large manu-
facturing corporations analyzed. There was some decline in the aggregate
liquidity ratios but not enough to approach the crisis zone. To the extent
that the sample of large manufacturing firms is not completely representa-
tive of all business firms this general conclusion might have to be qualified.
Small businesses as well as firms in certain nonmanufacturing industries
may have had more liquidity problems than is indicated in this analysis.
Furthermore, the severe difficulties experienced by some of the large manu-
facturing corporations in the analysis are concealed within the general aver-
ages. Nevertheless, during the period under review, when there was grow-
ing public concern about business liquidity, the responsibility for evaluating
the situation and taking necessary policy actions needed to avert a genuine
liquidity crisis was assumed by the appropriate agencies of the Government.
Continued study of the money and financial markets, and the role of Govern-
ment agencies in improving the operation of these markets will be a vital
part of the future development of the economy.
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