
Special Loan Programs for Small Business 
and Agriculture

Is adequate credit available to small business and agricul
ture? This question, or some variation of it, has engaged 
the attention of national and state legislators and other 
interested persons almost continuously since colonial 
times. It is particularly pertinent in the Sixth Federal 
Reserve District, where small business and agriculture 
account for a large proportion of total economic activity.

It is a complex question with far-reaching implica
tions. Even the words that are used mean different things 
to different people. “Adequate” as applied to agricultural 
credit, for example, may mean that enough credit is 
available to finance the production of all the food and 
fiber that domestic consumers can use or it may mean 
that all persons who wish to farm can obtain enough 
credit to enable them to engage in farming. The term 
“credit,” as applied to small business, may mean a 
temporary advance of funds for operating purposes or 
it may mean permanent provision of virtually all funds 
used by the business through a system of revolving loans.

For these reasons, attempts to give a simple, unequivocal 
answer probably are futile. The purpose here is not to 
answer the question but to direct attention to some of the 
basic considerations that should be taken into account.

Recently the question of the adequacy of credit has 
been specifically brought to the forefront in two Sixth 
District states. Within the last two years, Georgia and 
Mississippi have set up authorities and given them the 
power to insure loans for farm improvement and expan
sion of livestock. The main reason given for the creation 
of these state-sponsored loan programs is that livestock 
expansion has not reached its full potential because farm
ers have been unable to obtain adequate credit.

Although these newly created state-sponsored agricul
tural loan programs are limited in scope and may not in 
themselves have any far-reaching effects on the extension 
of credit, the reasoning behind them and their implication 
for the future should be carefully considered. There are 
striking similarities between them and the credit programs 
designed to assist small businessmen.

Interest in all kinds of special credit programs usually 
has quickened during periods of economic distress and 
business recessions, but has subsided during periods of 
prosperity, as has been the case during the last three years. 
If business activity declines appreciably or if agriculture 
becomes depressed, however, the proponents of more 
credit or easier credit are certain to become more vocal, 
and efforts may be made to broaden the scope of existing 
legislation. There is merit, therefore, in considering the 
question now when controversy is at a low ebb.

The early history of special credit programs relates 
mainly to agriculture. Farmers began to voice their 
demands at the very beginning of commercial banking in 
this country. Bank charters granted in Maine and Mas
sachusetts as early as 1792, for example, contained a

stipulation that the banks lend a certain percentage of 
their funds to farmers. Until the early 1900’s, the provi
sion of special credit facilities for farmers was left largely 
to the state governments and to private lenders. It was not 
until a few years before World War I  that demands for a 
national system of rural credit became urgent.

These demands were partially satisfied in 1913 by the 
creation of the Federal Reserve System. The credit needs 
of agriculture were given special attention in the Federal 
Reserve Act. National banks, for the first time, were 
permitted to make loans secured by farm land. Agri
cultural paper was also given a preference in time of 
maturity for rediscounting purposes. In addition, the Fed
eral Reserve Board was very liberal in its interpretation of 
this particular phase of the Act.

Even before the Federal Reserve Act became law, how
ever, plans were underway to create a farm credit system 
outside the general banking system. Those plans culmi
nated in the Farm Loan Act of 1917, which provided 
for Federal land banks and joint stock-land banks. These 
new land banks were strictly investment banks that loaned 
only on first mortgages on farm land and obtained funds 
by the sale of bonds.

Although the land banks apparently satisfied farmers’ 
demands for special long-term credit facilities, the credit 
stringency beginning in 1920 brought fresh demands for 
other types of farm credit. Farmers’ specific complaint 
was that loans were not available for maturities intermedi
ate between those usually granted by commercial banks 
and those granted by the Federal Land Banks.

The outcome of this crisis in agricultural credit and 
country banking was the Agricultural Credit Act of 1923. 
This act provided for 12 intermediate credit banks that 
could discount agricultural paper held by commercial 
banks, co-operative credit associations, trust companies, 
agricultural credit corporations, and incorporated live
stock loan companies.

Small business did not join agriculture as a claimant for 
special credit facilities until the business depression of 
the 1930’s. At that time it was recognized that small busi
nesses are likely to be affected more adversely than large 
businesses in times of general credit contraction. Two main 
forms of emergency credit were tried— the direct advance 
and loan participation authority of the Federal Reserve 
System and the direct lending and guaranty authority of 
the Reconstruction Finance Corporation. Because of the 
more liberal program conducted by the R F C  and the 
efforts of the Federal Reserve System to have all loan 
cases handled through normal credit channels, the R F C  
has been the principal lender.

During World War II, small business again was given 
extra credit facilities in the form of the V-loan programs 
in which the Federal Reserve System acted as agent for 
the armed services in guaranteeing bank loans to war
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contractors. Over 90 percent of the loans, and one-third 
of the amount of the guaranties, were to small and 
medium-sized business; that is, businesses with total assets 
of less than five million dollars.

Since World War II, the financing problems of small 
business have continued to receive special attention. In 
1946 the R F C  established a Small Business Division in 
order that loan applications of small business enterprises 
might be given special consideration. The 1948 amend
ment to the R F C  Act stated that one of the main purposes 
of R F C  loans was “to encourage small business.” During
1948 and 1949, about 90 percent of all business loans 
authorized by R F C  were for $100,000 or less. Small 
business has been provided with credit during the postwar 
period by guaranties under the Veterans Administration 
program. Recently, the V-loan program was reactivated.

Many of the recent suggestions for special credit 
facilities for small business are contained in the proposed 
Small Business Act of 1950. Most notable of these are 
the proposals to insure commercial bank loans and to 
establish capital banks or national investment companies.

This brief history shows that the idea of a need for 
special loan programs has persisted in spite of steady 
progress toward a flexible and strong banking system and 
toward a highly organized and efficient credit market. One 
possible explanation is that the proponents of broader 
credit facilities have in mind something that goes beyond 
the mere provision of equal access to credit. One purpose 
of the proposed Small Business Act of 1950, for example, 
was “to help independent small enterprises compete 
effectively and thereby contribute positively to restraining 
growth of monopoly and concentration of economic 
power.” There is also the conviction that small business 
is the principal source of new ideas in business enterprise. 
Similar ideas exist with respect to agriculture. “Agricul
tural fundamentalism,” or the idea that farming is the most 
basic form of economic activity, is one example. These 
lines of reasoning lead to the conclusion that small busi
ness and agriculture should be encouraged because they 
have peculiar virtues or values. From here it is only one 
step to another conclusion— namely, that all obstacles to 
their development, including difficulties in obtaining credit, 
should be removed.

The idea that lack of credit is an obstacle is often 
reached without a careful study of the entire credit market 
or the competitive position of the various claimants in that 
market. As a result, special credit facilities often are not 
designed to correct imperfections in the credit market 
but rather to help agriculture and small business attain a 
preconceived position in the whole scheme of things.

This is not to imply that social objectives or social 
values should not be considered in the attempt to answer 
the question, “Is adequate credit available to small busi
ness and agriculture?” Rather it is to stress that the 
economic aspects of the question should not be confused 
with the social aspects.

Adequate credit, from an economic standpoint, does 
not mean that small business and agriculture are able to 
obtain all the credit they want. Since the supply of credit 
at any given time is limited, all borrowers cannot have

their demands met completely. In a perfect market with 
competitive bidding those concerns that can use credit 
most effectively would come nearest to having their needs 
met. Credit, in other words, is a scarce good that is 
rationed in the market place. Adequate credit, in the 
economic sense, simply means that the rationing process 
is working perfectly and that lenders do not discriminate 
against any prospective borrower because of the size of 
his business or the nature of his product.

At any given time it is practically impossible to deter
mine whether the credit available to small business and 
agriculture is adequate in the economic sense. It is possi
ble, however, to trace past trends in the availability of 
such credit. There is a great mass of evidence which indi
cates that small businessmen and farmers are finding it 
easier to obtain credit. A  survey of member bank loans in 
1946 showed that three-fourths of the total number of 
loans outstanding to business were extended to small busi
ness. In the Sixth District, loans to small business ac
counted for an even larger proportion of all loans.

Since that time, the number of small business firms has 
continued to grow. A  recent informal survey of loans to 
small business at District member banks indicated that 
banks were following essentially the same policies with 
respect to loans to small business that they were earlier. 
It may be assumed, therefore, that small business loans 
are even more numerous than in 1946 .

Not only has small business financing tended to grow in 
importance but there have been developments in lending 
practices that make it easier for such firms to borrow. 
These developments include an increasing use of term 
loans, field warehouse loans, loans secured by accounts 
receivable, and consumer instalment financing. The in
creased use of accounts receivable and consumer instal
ment financing makes it possible for the small business 
to use its own money for its own operations. Although 
there is no conclusive proof that credit for small business 
has been adequate in the economic sense, there is con
vincing evidence that inadequacies are being overcome.

This situation in agriculture is similar to that for small 
business. Private lenders have taken an increasing share 
of the expanding farm loan business since the end of 
World War II. Lending techniques have been developed 
that make possible the extension of credit for many enter
prises formerly not considered eligible for credit.

In spite of the increased availability of credit, many 
small businesses and many farmers need more capital in 
order to operate most efficiently and make their greatest 
contribution. This capital shortage, however, should not 
be confused with a shortage of credit. It is true, of course, 
that the money which the businessman or farmer obtains 
through borrowing can perform the same function as the 
money he owns. The main difference is that his own 
money, or capital, is put into the business on a permanent 
basis, whereas the borrowed money must be repaid. Obli
gation to repay the debt must take precedence over the 
right of the owner of capital to withdraw his money. The 
investor of capital, in other words, takes a risk that goes 
beyond the risks associated with the granting of credit. 
To make credit adequate in the economic sense does not
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mean that it can be substituted freely for owned capital.
Special credit programs will be effective in fostering the 

development of small business and agriculture only to the 
extent that a lack of credit is one of the main obstacles to 
success. For this reason, it is important to recognize that 
financing is not always the most acute problem of either 
small business or agriculture. A  lack of technical and ad
ministrative know-how, for example, is much more injuri
ous to small business generally than is a lack of credit or 
capital. The small businessman is seldom a specialist in 
all fields of business administration such as inventory con
trol, financial planning, and marketing. Usually he cannot 
afford to hire specialists as the large business does.

Additional credit cannot cure such basic ills as an 
unwise inventory policy, the extension of too much credit 
to customers, a poor location, inadequate permanent 
capital, or incomplete financial records. Neither can it 
protect small business from the major hazard of violent 
changes in over-all business activity or against adverse 
economic developments in a particular locality.

In agriculture, lack of credit is probably one of the 
least important obstacles to expansion and development. 
This is true even in the Sixth District, where potential op
portunities for using credit profitably are very great. These 
opportunities consist mainly of land improvement and an 
expansion of livestock production in extensive systems of 
farming that require a great deal of management ability. 
A  large share of District farms, however, are too small to 
take advantage of these opportunities. Many farmers have 
enough land but lack the necessary management experi
ence or are still in the process of acquiring it.

At present the non-financial problems of agriculture 
and small business seem to overshadow the financial ones. 
For this reason it is doubtful that additional credit facil
ities would be particularly effective in fostering growth 
and development in these parts of the economy.

Any efforts to promote a greater use of credit by a 
particular group of producers contain some inherent 
dangers. One of the most serious of these is the misuse 
#or misallocation of resources. An attempt to provide 
credit for all small business concerns in a particular in
dustry, for example, may place too much credit in the 
hands of the least efficient users of it. These concerns 
may not only fail to use the credit with a profit to them
selves but they may increase output to a point that the 
more efficient concerns are jeopardized.

Another danger is that special loan programs may en
courage borrowers simply to use more credit rather than 
to attack their basic and long-range problems. A  dairy
man, for example, may run into financial difficulty as a 
result of a sharp rise in grain prices such as often accom
panies a drought. Additional credit may bail him out 
temporarily. His real problem, however, may be that he 
is relying too heavily upon purchased grain feeds and 
is not producing enough home-grown feed in the form 
of low-cost roughage. Additional credit does not solve his 
basic problem. In fact, if he comes to rely upon such credit 
as the normal way of settling such difficulties, he may post
pone recognition and solution of his real problem.

O n e  o f th e  m o re  o b v io u s  d an gers is  im p ro p e r a d m in 

istration of the programs. The administrators of such 
special programs, unlike the managers of privately owned 
institutions, are not disciplined primarily by the necessity 
for showing a profit and for protecting the interest of 
depositors and stockholders. Some of the most striking 
examples of poor administration have occurred in state- 
sponsored systems for farm credit. Minnesota, South 
Dakota, and North Dakota, for example, have all had a 
costly and unsatisfactory experience with attempts to 
provide long-term credit to farmers. During their most 
active period of operation, from 1917 to 1931, the special 
farm credit agencies in these states made loans of about 
145 million dollars and incurred deficits of over 50 mil
lion dollars. Only a part of these losses were recovered 
in the final liquidations. The experience with state-spon
sored credit schemes for agriculture certainly has been a 
sobering one and contains some lessons that may well be 
applied today.

In view of the gangers inherent in special loan pro
grams for agriculture and small business and the practical 
difficulties of determining the need for such programs, 
strenuous efforts should be made to use existing financing 
sources fully. Commercial banks, particularly, have op
portunities in this direction. Bankers can become more 
familiar with the new lending techniques and adapt old 
ones to the unique financing problems of small business 
and agriculture. Some banks can also establish special loan 
departments for farmers and small businessmen.

In some areas, too, there are local shortages of credit. 
Banks, particularly the larger city banks, often can bring 
about a greater mobility of credit by better working rela
tionships with their smaller country correspondents. Be
cause of their position of leadership, the larger city banks 
may have to do most of the pioneering in developing new 
lending techniques and in providing the technical assist
ance that is often required if small business and agriculture 
are to use private sources of credit successfully.

Another reason for the under-utilization of existing credit 
facilities by credit-worthy borrowers is that prospective 
borrowers do not always know just what facilities are 
available. This is primarily an educational problem. Banks 
can contribute to its solution by publicizing the services 
they have to offer and by expounding their lending policies 
clearly so prospective borrowers will know what to expect 
of them. Still another difficulty is that many farmers and 
small businessmen often do not maintain adequate finan
cial records, with the result that the credit must be granted 
on a personal basis. This not only limits the borrower to 
strictly local sources of credit but it makes it difficult for 
him to present his financial situation and prospects clearly 
and convincingly to prospective lenders. Banks can also 
do an effective educational job in this field.

The most important step toward a more complete 
utilization of existing credit facilities, of course, is the 
maintenance of a stable and growing national economy. 
The credit problems of small business and agriculture, 
and other problems that are often erroneously labeled 
credit problems, become more urgent or less urgent as 
business activity fluctuates.

B r o w n  R .  R a w l i n g s
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