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In commenting on Senator Mead's bill (5. 2742 T thowzht that
I could be of most service to the Committee if I began by briefly stating
the problem which it is designed to meet. As I see it, there i¢ &
definite gap in our financial mechanism in respect to facilities it offers
for mecting two classes of needs: (1) the short and intermediatc credit
neods of small businesses whose paper in present cirvcumstances is at tho
borderline of bankable assets, znd (2) long-time credit and capital nceds
of small ond medium-gized existing or prospective enterpriscs.

In the first category belong chiefly enterprises which would be
doing hztier if businsss activity were more fully restored, but which with
business at its present level represent a degrec of risk that bhanks quite
rightly hesitate to undertake unassisted. They are not cnterpriscs that
have boen mismanaged or ill-advised, but merely those whose busineus,
slther because it is new or because 1t is peculiarly affocted by gencrsl
business conditions or for some other similsr reason, sre not at this time
able to secure credit from the banks. With the existing volum: of unused
funds, banks are eager to makc all the loans they can, but their resuonsi-
bilities to depositors make many of them hesitate ebout cxtending credit
to concerns in this category. There no doubt exists a substontial number
of cases of this kind.

The second kKind of borrowers for whom additional facilitics
should be provided are those necding Tunds for periods aextending for ton
years or more. Ability of cnterprices, and particularly of smaller oncs,
to obtain credit or equity or loaﬁ canital hzs greatly diminished in re-

cent years. This has beoen due in part to the general trond toword bi

ot
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incorporated business units which has resulted in incrensing opportunity
for investors throughout the country to acquire equities in nationally
known enterpriscs, which compete with local concerns for the locul in-
vestors' money. It has been due also to the prohibition of security
affiliates of banks, the increase in the cost of issuing securities, the
prohibition of underwriting by banks, and the almost complete eliminction
of local underwriters of any kind. In the 1920's small and medium~sized
concerns were able to raise long term capital locally, though ot a pretty
high cost, while now in many instances they are unable to raise it at all,
cxcept at costs that are entirely too high.

Banks mect a part of this need, but there are some demands of a
character that bhanks do not feel justified in supplying, either becausc
there is too much risk involved, or because the term is too long, or in
case of bigger enterprises becausc in some areas there are no banks with
sufficient resources to meet the requirements.

It seems to me that it is to fill this two-fold need for short
and intermediate term credit for borderline enterprises and for long-time
credit and capital for small and medium-sized concerns that additional
facilities are required.

The Mead bill proposes to meet these needs by offering through
the Reconstruction Finance Corporation insurance on certain terms for 90
per cent of any loan up to £1,000,000 made by an insured bank. I am in
favor of accomplishing the purpose for which the bill is designed, but

I have serious doubts whether the results of the measure would not be very
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Gisappointing. There are practical considerations which lead me to the
belief that there would not be any substantial increase in bank loang as
a result of the adoption of this legislation.
One weakness of the bill, in my opinion, is in the vrovisions

cgarding the distribution of losses, which differ from those ceontained
in other insurance plans set up by Congress. Under the bill, insurance
may be grinted against o loss which an insured bank may custoin in ezecss
of 10 per cent of the principal amount of the loan. Thus, for cxample,
if a loss of $10,000 were suffered on an insured loan of $£100,000, the
insured bank would have to bear the entire loss and thie Reconsiruction
Finance Corporution none. Since a bank would derive no benefit Trom the
insurance until after it had suffered a loss equal to 10 per cent of the
loan, I seriously guestion whether the bill in its present form would give
any substantial inducement to banks to make loans which they would not
make without the insurance, or which they could not make under the prescut
plan of RFC commitments.

I have hesrd it suggested in connection with this »ill that tho
banks would be eager to extené loans which could be insured under tho
bill because, inasmuch as their loss ig limited to 10 per cent on ony
one loan and they may charge an interest ra t; o 4 per cont, the interest

will be 10 per

received on the loan by the end of two and sne-halfl ye
cent of the amount of the losn and will thus have eclimincted the
possibility of any luss of principal. This reascning ignoeres the fact

that the interest derived by banks from their loans is the gross return
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and not%t the net return on the investment. The two are greatly diflerent.
The cost %o a bank of making and servicing a loan is substanticl and in
the case of a lozn on an installment bagis it is increased. Even during
the pericd of the 1920's the net returrsto banks on their loans and in-
vestments were only around 1-1/2 per cent per annum and at present they
are averaging less than 1 per cent. It is obvious, therefore, that a
bank would have to receive interest on a loan for ten years or more be-
Tore i could be sure that any loss on a loan insured wvnder this bill
would be climinated, and then it would have carned nothing on its moncy.

In the second place, the rate of interest proposed in the bill
ror insured loans is set at 4 per cent per annum, less the insurance

premium, which i1g lower than banks normally charge on loans of this

b
[

aracter and even on better louns than contemplated by this bill., Danks
would Lesitate to charge their established customers a higher ratce of

intersst than they charge on the special Jloans made under the

bill or to reduce the rate of interest which they customarily
Consequently, the banks would probably not be induced to make any con-
siderable volume of insured lo:zns on the basis vrovided in the Lill.

It is possible that, even if the benks did cvall themselves of
the opporiunity to insure business loans, there would be loans, some of
which they would have madc in any case even though there were no wey o
insure them.

It is also to ve noted that the bill contains no limit on the

aggregate cmount of ingurance, so that the Government, through the orsoney
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of the Reconstruction Firznce Corperation, would be subjected to an un-
limited contingent liability. This does not seem to me to be good public
pelicy, particularly since this liability would be incurred without
agssurance thet the fundamental purpose of the bill, to stimulate a sub-
stautial. volume of loans to business, would be realized.

I also wish to sugiest to the Committee that the provisions
of section 5 of the bill, authorizing the rediscount and purchase and
sales by Federal Reserve banks of insured loans, be eliminated, because
in so far as they relate to membher banks these provisions are not necessary,
since Federal Reserve credit can now be obtained by member banks ou any
satisfactory asset, and in so far as they relate to nommember banks, they
are not desirable, becoausce nonmombor banks, not being subject to Federal
Reserve rules or regulations, should not be given the same borrowing
privileges a3 those extended to member banks. Thege banks should depend
upon thelr c¢ity correspondents where they carry their balances. Further-
nora, asection 3 would give to this type of lozn o discount privilegs that
ig not enjoyed by obligetions insurcd under the National Housing Act or by
other gound assets.,

Turning now to She funiomentol problem of the inadcgquacy of our
Tecilities for supplying ceriain kinds of capital and credit neceds, I
should like briefly to review the cxporienco of the Federal Rescrve bunks

under scetion 13{b), which was intended to meet thesc necds.
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I will be recalled that the Federal Reserve banks were required
in 1932 to subscribe for stock in the Federal Deposit Insurance Corpo-
ration in an amount equal to one-half of their surpius ($179,299,557).

The Act of June 19, 1924, provided for loans to industry both by the
Federal Reserve banks and by the Reconstruction Finance Corporation and

the Secretary of the Treasury was authorized to pay to the Federal Re-
serve banks the amount of their Federal Deposit Insurance Corporation £tock
in order to assist them in making industrial loans) The Secretary entered
into an agreement with the Federal Reserve banks providing for the payment
to them of, roughly, one-half of the amount of the industrial loans which
hey mads. Undor the law, the Federal Rescrve banks are reguired to pay

to the Treasury annually 2 per cent, if earned, on the amount received

from the Treasury.

Under this law, the Federal Reserve banks up to May 24, 1909,
have executed commitmernts to financing institubions and direce to busi-
ness enterpriscs amounting to $64,000,000 and heve made advances of
approximately $58,000,000, indicating that they have made o substanticl
volume of loans to business and industry. Ilowever, I belicve that the
authority which has becn given to the Federal Reserve banks inu this respect
has not been sufficiently comprehensive. Many loans which might othcrwise
have becen made have had to be declined because of restrictions in the law,
guch as the requirement that industrial loans be made only for "working

capital” purposcs and only to "established" businesses and for periods of
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not mora than rive years. T believe that the experience of the Re-
construction Finance Corporstion in this respect has been similar, though
the law wnder which the RFC makes these loans was materially liberalizod
last year. It is apparent, in any case, that the problem still exists
and has not been adequately met.

Realizing this, some of us, as long =s two years ago, began o
stuwly the sitﬁation, in an effort to develop a practical plan fer stimu-
lating business loanz, without involving expenditurecs by the Government
or in any way affecting the budget. Hricefly stated the plan is as follaows:

The cereation of an Industrial Lean Corporation as an integral
part ni the Federal Reserve Systcem, using the TFederal Reserve banks wnd
brunclhics as its field agents. It is my belief that thiz would be 2 moot

efTicient and cconomical methsd since the Federsl Roserve banke hoeve

offices alrzady established in %6 cities (12 Federal Reserve banks

brenches) widely distributed in the various trade arcas throughout the

country, snd : well qualificd for such service hecouse of their koo

of businecss snd cconomic condiitions in thelr respective districts and thelir
cloge contacts with leeal banking institutions. With this organization
already in existence it would he possible to commence actual operations
with o minimum of delay, ond these operations could be expanded or con-
tracted from time to time in asccordance with changes in conditions.

expericence goincd by the Bourd of Governors and the Federal Reserve houks

-

gnd the persornel of the System in connecetion with industriasl loan

operations during the past five yeors would be of great 21d to them in

performing this service.
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The Corporation, whose beard of directors might be composed
of the members of the Roard of Governors of the Federal Reserve System,
would bte authorized to provide funds for commercial and industrial cnter-

nrizes rough the acquisition of the obligations of such enterprises or
oy the purchuse of preferred stock or by making commitments to do =o.
Tlie amount of funds that could be gupplied to any one business enteor-
prige would be limited {1,000,000, these advanccs to he made on a
sound but liverul basls for a long period. Advances could be made
dircetly by the Corporation or in cooperation with insured pankse.

Out of its capital fwmds, which would be procured in the manncy

hercafter explained, the Corporation would be authorized to sot aside up

to €25,000,

covering 1
£

GO0 as an insurunce fund for the purposce of granting insursnce

oans to smcll business cuterpriscs. The insuroncs provided

would dificr from that proposcd in the bill wrd would be similar to that
under Title T of the Notional Housing sct. Thoe insurance fund of $25,000,000
would be o reovolving fund vhich would meke pessible outstanding loans of
S080,000,00G.,  This would be sufficiont to meot the noceds for = considerable
period and would involve o fixced amount of contingent liability with no
pos3ibility of lossce ureeoding the $25,006,000 to be furnished by the
Corporation. The insurcnce nroemium, in my judgment, should creced

1/2 of 1 per cent per nnnum on the foce amount of cny loan covercd by

tho incurance cnd the meximum rate of intorest on ony such loan should not
cxeeced D oper cent on the outstanding bolance. 4An insured locn would not
excecd $25,000 in omount ~nd should be amoritzed so o5 to paid oft with-
in ten yeors.

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



In propozing this insursnce plan my cbject is to meet in =
liberal and practical way the needs of small business cnterprises. This

propossl, with its limitetion of $25,000 on insured loans, in no way com-

n

pehes with or duplicates the proposal in the bill under consideration
which provides #for insurance of loans up tn #1,000,000. Under tihis pro-
posal the Corporation would set up an insurance reserve amounting to 10
per cent of tho total incured loans, adding to this reserve the insurance
preniums, ond weuld mect out of this totel roserve all losses incurrced by
any on¢ lender provided thoy did not excezsd 10 per cent of kis entvire in-
sured loans. In other words, oven o 10C per coent loss on o givea loon
would be covered by the insurance 8o long as the aggregste losses incurred
by @ lender were ne larger than onc-tenth of the totel of his insured loans.
This 1s unlike thke insurance plon set up under the Mecad bill under which
the lender would siond 211 of o 10 per cent 1oss on ecch individusl loan
before the insuronce would become cppliccbla to the remaining 90 per cent.

As already indicated, the proposal would involve no additional
appropriation of public funds and no increase in the budget. The capiital
of the proposed corporation would be derivad from the return toc the Federal
Reserve banks by the Secretary of the Treasury of the amount subscribed by
thece banks in 19335 to the stock of the Federal Deposit Insurance Corpo-
ration.

The Boeretary would use for the purpose that part of the incroment
resulting from the reduction in the weight of the gold dollar, whieh has

boen emploved or ig now set aside for particinction dn industricl advances.
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The Treasury has alresndy paid to the Federal Recerve banks under the
authority in existing law about $27,500,000, and the plan would con-

template that the remainder of the amownt of $179,299,557 which the

ot

Secretary now has authority to pay {or approximately $112,000,000) would

be paid over to the Federal Peserve banks and by them to the Corporation.
0f this amount $100,000,000 would be the capital of the Corporation, with
$25,000,000 set aside for the insurance fund, and the remainder would be

its paid-in svrplus. The cxisbing provisions of section 12%{t) of the

y

Federal Reserve Act authorizing industrizal loans by the Federal Rescrve
banks would be repcaled, and cutstanding loans and commitments of tho
Tederal Reserve banks under that section would be transferred to the Corpo-
ration at their book value as a part of its capital csscts.

In order to obtain additional funds if needced, the Corporotion
would be auvthorized to issue debenturcs asgunl to five times its coplicl.
Wiile it is proposcd that these debenturcs be guaranteed by the United
States, the contingent liability which would be assumed by the Government
by reason of such guarcntee would be definitely limited to $500,000,000,

with o cushion of $100,000,000, which i:

Cu
rs
e
ot
i

lready in existence cnd may be

cipectod fully to cover «ll the losses that can be reasnnably expocted 2

i

secur. It is nlso proposed that the debentures would have tho usucl tax

=Y

exemption possessed by obligations of similar Govermment corporations,

unlass o policy should be established to *HL sontrary,

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



Digitized for FRASER

http://fraser.stlouisfed.

- 1] -

It would be contemplated that so far as possible the Corpo-

ration would utilize officere and employees of the Board of Governors of

the Federal Reserve System and:of the Federal Reserve banks, but 1t would
also have authority to employ additional employees if this should prove
to be necessary.

Net earnings of the Corporation would be retained in surplus

-~

after making necessary provisions for such losses as the Corporation would
have to risk if it is successful in accomplishing its purposes.

Upon liguidation of the Corporation, all of ite capital and sur-
plus would become tho property of the United States.

he above is a brief statement of the proposal, but I would be
very glad to give sny further details or assistance in conncction with
the matter if desired by the Committee. It is my view that this proposal
would go far in meeting the problem of providing additionsl facilities
for obtaining credit and capital for such business concerns as have a
legitimate need that is not supplied by oxisting facilities.

In making this proposal my only object is to offer whet seeoms
to me to be a practical plan for mecting ths problem, to the solution of
which the Mead »ill is zddressed. I suggest that the plan, if it is
favorably received by the Committes, be incorporated into thot bill. I
have no interest in asking for mgre power in this field for the Federal
Reserve System, hut have sugpested that its facilities be used simply be-

cause this seemed 1o me to be 2 most efficient and economical way to

achieve the desircd result. If the substance of the plan appesls to the

org/
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Committee but if it should wish to entrust its execution to another agency,
1 shall be satisfied.

If after consideraition Congress should feel that it does not
desire to enact a proposal of this kind, it would be my recommendation
that seetion 1%(k) of the Federal Reserve Act be repealed, because it does
not operate satisfactorily in meeting the situation, and that provision be
made for the orderly ligquidation of oubstanding locns and commitments and
for the return to the Treasury of the amounts which it has paid to the
vederal Reserve banks after deduction of their actuel operating losscs.

Finally, { foeel that I should add that I do not believe that
this or any other similar plan, however desiroble s an improvement in
the existing mechanizm for facilitating the flow of funds for small busi-

.

ness, will in itself bring cbout a substanticl business improvement.
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