
STATEMENT OF MARRINER S. ECCLES, CHAIRMAN, BOARD OF GOVERNORS 
OF THE FEDERAL RESERVE SYSTEM, AT HEARING BEFORE SENATE BANKING 
AND CURRENCY COMMITTEE ON APRIL 17 ON BILL S. 408, TO REPEAL 
SECTION 13b OF THE FEDERAL RESERVE ACT, TO AMEND SECTION 13 OF 

THE SAID ACT, AND FOR OTHER PURPOSES» 

Mr. Eccles. Mr. Chairman, Senator, members of the Committee, I have a 
statement here that is not very long and I would like to read it because I 
think it might save time and will be a basis for questioning if questions 
should arise. 

I should like after reading the statement and after questions with ref-
erence to the statement, or after the Senators may be through interrogating 
me with reference to the statement, if time permits, to make some observations 
with reference particularly to the R.F.C.fs comments upon the bill. 

I am glad to have an opportunity; to appear here this morning in order 
to urge the passage of S. U08. 

The bill has two sections. The first one repeals section 13b of the 
Federal Reserve Act e.nd provides for the return to the Treasury of approxi-
mately 139 million dollars that was set aside from the gold increment to 
enable Federal Reserve Banks to make direct loans to industrial and commercial 
businesses. The second section of the bill substitutes for the direct lend-
ing authority a provision which would enable Federal Reserve Banks to guaran-
tee in part loans by chartered banks particularly to small and medium-size 
businesses that need capital for periods up to ten years. 

It is important to emphasize that the principal purpose of the bill is 
to make term loans especially to smaller businesses for the purpose of pro-
viding them with necessary capital that they could not otherwise obtain. It 
will fill a gap in private financing that now exists in enabling these enter-
prises to obtain essential financing. The costs of going to the capital 
markets for small business are prohibitive. Likewise, many banks properly 
feel that they cannot extend some term credits for from five to ten years 
without some protection as provided by this bill. It amounts to a form of 
spreading the risk by providing insurance for a fee. It is not the purpose 
of this bill, however, to provide guarantees for either short or long-term 
financing which banks can and should extend without assistance. 

The basic need of the smaller, independently owned business enter-
prises is for long-term funds. Some businesses need funds for modernization 
of plant and equipment and additional facilities. The need also arises from 
the sharp increase in prices and greatly expanded volume of business result-
ing in a much larger volume of accounts receivable and of inventories. Be-
cause of these various factors many enterprises whose financing needs have 
ordinarily been met through current borrowings now need a funding of their 
short-term obligations into a term loan. 

Owners of small enterprises, as a rule, prefer to obtain funds on a 
loan rather than on an equity basis because they do not wish their stock 
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ownership to be diluted or to run the risk of losing control of the business. 
Term loans amortized out of profits meet this need. This type of financing 
is particularly suitable for small businesses that need a substantial period 
of time to retire loans by gradual repayment from earnings. 

There has been considerable objection from some of the larger banks to 
S. 4-08 on the ground that the smaller banks, which are the correspondents of 
the larger banks, in cases where the amount of the loan was beyond the legal 
limit of the smaller banks, would resort to the guarantee even though the 
loan was of such quality that it could be mkde without the guarantee by 
giving participations to their correspondent banks or other banks in the com-
munity. In order to meet this objection, the Board recommends that the Com-
mittee adopt the suggestion of the Federal Advisory Council of the Federal 
Reserve System which, as you probably know, is a body of twelve bankers from 
the twelve Federal Reserve Districts, elected to advise with the Board and to 
represent the banking fraternity of their district. 

The Chairman. Do they ever radically differ with the Board? Does 
history record any radical difference? 

Mr* Eccles. Xes. I think there have been some substantial differ-
ences. 

The Chairman. Did they ever dominate the Board? 

Mr. Eccles. I do not think so. I hope not. 

The Chairman. Did they ever think the Board was mistaken and that 
their policy was superior? 

Mr. Eccles. Of course I could not very —-

The Chairman. Are they anything more than accessories after the fact? 

Mr. Eccles. I could not very well admit that having happened while I 
have been there but it may have happened before that time. 

The Chairman• Let us put it very baldly. Are they anything more than 
a group of good fellows who see eye to eye with the Federal Reserve Board 95 
to 100 per cent of the time? 

Mr. Eccles. I would not say they always see eye to eye. They have 
been, and I think can be, extremely useful if they are objective and if the 
Board is objective and if there is a good relationship existing, because they 
do come from, the country and the Board can get at least the point of view of 
the bankers, and particularly the larger bankers from their areas. They are 
elected by the Board of Directors of the Reserve Banks. 

Senator Buck. One from each bank? 

Mr. Eccles. One from each bank. So that they bring into the Board 
advisoiy information. 
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The Chairman« A fresh viewpoint from the hinterland, is that it? 
Mr. Eccles. That is right. In addition to that we find this also to 

be true: they very often will come in with one side of the picture and when 
they also hear the Boardfs side and the Board's reasons and the Board's argu-
ments, very often we find that there is a modification of their views >-nd 
they take back to the country — 

The Chairman. A more intelligent and informed opinion? 

Mr. Eccles. I think so, yes, and I think that it is helpful to the 
Board to have them go back to the country and advise them the Board's point of 
view. 

Now we will take as an example this direct purchase bill that certain 
economists and some few bankers and some senators have been opposed to. 

Now, here is a Council that were unanimously in favor of that bill. 

The Chairman. Do you keep records, minutes, of their gatherings? 

Mr. Eccles, Oh, yes, we do. They come in and they spend the day—we 
submit questions to them for their advice, and they also will submit questions 
that they want to ask us and they are all put on the agenda, maybe a month 
before the quarterly meeting, and every member of the Council has an oppor-
tunity to put questions on the agenda. 

The Council gets in to Washington usually on a Sunday. They spend a 
full day in discussing this and the law requires that the Board make avail-
able to them any and all information that it has. 

Senator Buck. How often does it meet? 
Mr. Eccles. Four times a year under the statute. Mr. Edward E. Brown 

of Chicago is an extremely able person and an extremely objective person. He 
is the Chairman of that Council. 

Mr. Charles E. Spencer of Boston is the Vice Chairman of the Council. 

Mr. Robert V. Fleming, President of the Riggs Bank, Washington, D. C., 
represents the Fifth District at Richmond. 

So you see, we have some outstanding very able men on that Council. 

As I say, they are unanimously in favor of that bill and I am quite 
sure that it was because of the very fact that they had been on the Council, 
some of them for a number of years and they were thoroughly familiar with the 
open market committee operations, the Federal Reserve operations. They saw 
this from possibly a different angle from what would have been possible had 
they been merely sitting out in their banks and hearing one side of the 
argument• 
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In the case of this particular legislation, this Council, composed of 
these men, are favorable to S. 4-08 and I am sure if you knew these men you 
would not consider that this could be such a dangerous thing as Mr. Goodloe 
seems to think it would be for the Federal Reserve System, No one would 
accuseK^ndy Burgess of recommending a dangerous procedure by way of the use 
of guarantees or credits. 

Senator Buck. It seems to me it is a much preferable procedure than 
to allow the R.F.C. to make these loans. 

Mr. Eccles. Thank you, Senator. I cannot help but agree with you on 
that matter. 

Senator Buck. I know that, although I have not heard the rest of the 
testimony. 

The Chairman. What you started to say was, "Do not make me laugh, my 
lip is cracked," did you not? 

Senator Buck. I have an idea the chairman feels the same way about it 
as I do. 

The Chairman. I think he does. Go ahead, Mr» FiCdes. 

Mr. Eccles. These amendments that the Council proposed, suggested, we 
are recommending that they be adopted. "When it appears to the satisfaction 
of such Federal Reserve Bank"—it does not say Board, it says Federal Reserve 
Bank—"that the business enterprise is unable to obtain requisite financial 
assistance on a reasonable basis from the usual sources." 

That would prevent the guaranteeing of credits that were perfectly 
good and could be obtained elsewhere, and where the guarantee was primarily 
to enable the local bank to cariy an excess loan rather than sell a participa-
tion in that loan to its city correspondent or to a bank of the community. 

Now, the guarantee is not for the purpose of merely enabling banks to 
get excess credits, such as I think was done under the blanket provision the 
R.F.C. had in effect for a considerable time and which they discontinued in 
January because of the very strong opposition throughout the banking frater-
nity . 

Now, I am proposing that amendment in the bill at the recommendation 
or suggestion of the Council. The Board also favors the recommendation of 
the Federal Advisory Council that the bill be amended to provide that the 
guarantee be restricted to "chartered banking institutions" only and not to 
"any financing institution" as provided in the bill. 

As a practical matter I would say that 99 per cent of the business 
would be done by charter banking institutions, even though it said any 
financial institution in the bill. 
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Senator Buck. What do you mean by charter banks? Member banks? 
Mr. Eccles. No, a charter bank. That is any charter bank. Most of 

them are State nonmember banks that are chartered. 

Senator Buck. What kind of bank is it that is not chartered? I want-
to understand what you mean. You mean incorporated, do you not? 

Mr. Eccles. That is right. Any financial institution of course 
could mean—veil, building and loan companies, or a great many types of in-
stitutions that are not set up for the purpose of necessarily financing busi-
ness enterprise, and the Federal Reserve System does not have a direct rela-
tionship with those and it was felt that Federal Reserve should not make this 
program available except through the chartered banks. 

Thrt would cover not only all member banks but it would cover all State 
banks which are not member banks. 

Senator Buck. You are suggesting an amendment of this Section 2? 

Mr. Eccles. That is right. This was suggested by the Council. The 
Council recommends the bill as it is, with the exception of the two amend-
ments which we have accepted—the Board has accepted—and we recommend the 
bill be amended to include the two amendments that were proposed by the Fed-
eral Advisory Council and those are the two now that they are proposing. 

I do not think this second one, "chartered banking institutions"—it 
is really more academic than it is real but we have no feeling about it and 
they prefer it so we are recommending it, but we have no strong feeling about 
it certainly. We would just as soon leave it as it is because as I say, 
99*9 per cent of the business will be done by the banks anyway. 

It should be borne in mind that the Reserve System has had the author-
ity under 13b for the past thirteen years to make direct loans or to make 
commitments to purchase loans made by private banks. On principle, we feel 
that the private banks should originate and make the loans based on their 
credit judgment, and that neither the Federal Reserve Banks nor any other 
governmental agency should extend such credits directly. 

Senator Buck. On what position would you purchase the loan from the 
private bank? 

Mr. Eccles. Would we purchase it? 

Senator Buck. Yes. Under what conditions? 

Mr, Eccles. Well, we will have to make regulations by the Board but 
wo find-

Senator Buck. I mean under the present Act. 
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Mr. Eccles. We have made lots of direct loans under the present Act. ' 

Senator Buck. I do not mean loans. 

Mr. Eccles# And lots of participations under the present Act. 
Senator Buck. But you have the right to purchase under this section 

from the— 
Mr. Eccles. We purchase upon the demand of the bank. 

Senator Buck. Why do they demand? 

Mr. Eccles. They do not as a practical matter until a loan is in 
default. There have not been many other purchases. The principle is if 
they could require it— 

Senator Buck. But you never have done it? 

Mr. Eccles. No. Except in the case of weak credits. The fact is the 
banks want the loan. 

Senator Buck. If the loans were not any good why would they ask you 
to take them? 

Mr. Eccles. The point is, you have to take the loss anyway. We may 
want to take the loan to protect the insurance you see. 

Senator Buck. But these are not insured? 

Mr. Eccles. What is it? 

Senator Buck. These loans under 13b are not insured? 
Mr. Eccles. That is right. They are not insured but you guarantee 

them* Under 13b, the loan that is made by a Reserve Bank directly, of course, 
is their money and they run the loan. The loan that is made by the private 
bank, in which we agree to purchase the loan from the private bank, or the 
portion of it that we agree to purchase—you see there is a participation— 
there have been three things done under 13b. 

First, the Reserve System makes direct loans without regard to the 
bank. 

Second, the Reserve System will make maybe 60 or 70 or 80 per cent of 
the loan and the banks may carry the rest of it. 

Thirdly, the banks may make a loan directly and get a commitment from 
the Reserve Bank to purchase that loan and assume up to a total of 80 per 
cent of any loss. That would be the maximum amount that they could take, 
which in effect is a guarantee—the fact is that you agree to purchase the 
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loan upon request. The banks, of coursê  do not call upon the Reserve Sys-
tem to purchase that loan unless the loan is in difficulty and the Reserve 
Bank may want to take it in any case to work it out or make arrangements with 
the bank to keep the loan and work it out and reimburse them for the Reserve 
Bank proportion of the loss when it develops. 

Senator Buck. One more question if I might. 

Why would a borrower come to the Federal Reserve Bank for a substan-
tial loan rather than a commercial bank?' 

Mr. Eccles. Well, of course they;cannot under this bill. 

Senator Buck. They can under 13b. 

Mr. Eccles. That is right. Well:, during the time that was put in in 
1934- the banking system was just not making loans hardly of any kind. The 
kind of loans that were needed then and the kind that are being made by the 
Federal Reserve Bank today would be made by the private banks» 

At that time, the private banks were not making credit available very 
readily. You will recall the— 

Senator Buck. You do not entice them there by any enticement of a 
better interest rate? 

Mr. Eccles. No. The Federal Reserve Banks have never gone out and 
solicited. They have never had any blanket arrangements such as the R.F.C. 
had. We have never gone out and tried to get loans. The only loans that 
they made are loans that came into the bank voluntarily, and even then I do 
not think there is a case where the Reserve Banks have made the loans without 
finding out who the ba.nker was of the concern that came in, and most of the 
loans that came in, came in as a result of the bankers sending the borrower to 
the Reserve Bank, and if they came in directly the Reserve Banks have always 
checked with the banker to find out whether or not he would not take a 
participation. 

I know of a good number of cases where the Reserve Banks have taken 
the matter up with the banker and gotten the banker to consider the credit 
and maybe make it or at least gotten the banker to take a participation in 
the credit. 

The Reserve Banks have tried to keep away as far as they could from 
competition with the private bankers and have done everything to help secure 
the loan or as much of it as possible outside. 

Senator Buck. That has always been my understanding. 

Mr, Eccles. In this case here the Reserve Banks of course could not— 
no one would go to them in the first instance because they could not make a 
direct loan. The loans must come through the chartered bank. That is where 
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they must originate. They must come through the chartered bank and they 
would come into the Reserve Banks for the guarantee. And the Reserve Banks 
would guarantee such portion as they felt they should guarantee. If they 
felt it was a loan that should not be guaranteed, that should be placed 
without the guarantee, and that it was merely being offered because it was 
an excess loan, they would ask the bank to go to their correspondent bank or 
another bank in the community to participate in the credit. 

On the other hand, if it was a type of loan that could not be placed 
without the guarantee, and still looked like a reasonable long-term credit, 
the Reserve Bank would exercise—or would grant the guarantee, as I will 
bring out—maybe I better finish this statement. 

I think most of this is answered. Section 13b moreover is not adapted 
to present-day needs• It limits the extension of credit to loans for working 
capital only and provides that loans cannot be made for more than five years 
and can be made only to established businesses. 

The proposed bill does not call for Government appropriations and, 
therefore, no drain on the Federal budget is involved. The Reserve Banks 
would use their surplus funds as a basis for the guarantees, and should 
losses be sustained they would first come out of the fund created by the 
guarantee fees charged. If this were not adequate, losses would be met out 
of the Reserve Banks1 net earnings or surplus. I am sure that this re-
sponsibility placed on the officers and directors of the Reserve Banks, under 
regulations and supervision of the Board of Governors, will not encourage 
easy and unsound credits on the part of the private banks. 

Under section 13b Federal Reserve Banks handled some 3500 applications 
for commitments and advances, aggregating about 560 million dollars. 
Similarly, under the V-loan program, 8771 authorizations for guarantees of 
war production loans, aggregating nearly 10*5 billion dollars, were handled. 
The interest and fees collected in connection with this total of about 11 
billion dollars of operations were more than sufficient in both programs— 
this is not just a combination—but more than sufficient in both programs— 
to cover expenses and losses and to show some profit. In other words, the 
record is not one of loose lending. 

At this time I want to read a letter we just got in that connection 
from Kenneth Royall. I would like to put it in the record if I do not have 
time to read it in connection with this WVW loan program from the Array that 
we handled. This bill, of course, does not place the Reserve Banks in 
competition with the private banking system» Credit judgment and responsi-
bility would remain primarily with the lending bank. Loans guaranteed would 
originate with local banks dealing with local people whom they know and with 
whose character, capability and capacity they would be familiar. A Federal 
Reserve Bank could not guarantee any loan unless requested to do so by the 
local bank. If approved by the Reserve Bank the guarantee would be made 
promptly available without referring the matter to any agency—or I might 
say, the Board—in "Washington. 
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Each loan would have to be passed upon by the Federal Reserve Bank. 
There would be no blanket approval. The twelve Federal Reserve Banks and their 
twenty-four branches provide a regional organization through which local fi-
nancing institutions in all parts of the country would have convenient access 
to a guaranteeing agency if needed. The Federal Reserve System, which is a 
permanent organization created by Congress and responsible to Congress, is es-
pecially qualified to provide this service because of its close contacts and 
daily relationships with banking institutions. Its responsibilities for 
maintaining sound credit conditions, so far as its powers permit, make it the 
appropriate agency for this purpose. 

As in the case of war production loans -under the V-loan program, a 
maximum interest rate would be set for guaranteed loans. The present maximum 
rate under section 13b is 5 per cent and it is contemplated that the initial 
maximum rate under the new legislation would be the same. Within this limit— 
that is a limit only—which may be subject to change with changing conditions, 
interest rates would be determined by the borrower and his bonk. Competition 
would help to determine that. 

Under the V-program there were a lot of loans at 2-1/2 per cent. Guarantee 
fees charged would be a specified percentage of the interest rate, graduated ac-
cording to the percentage of the loan guaranteed. 

As an example, if it were a 90 per cent guarantee, the bank carrying 10, 
which is the minimum the bank could carry, and we will say the rate was U per 
cent, the guarantee fee we will say was 25 per cent» That would mean 1 per cent 
of that interest charge of U per cent would have to be paid as a guarantee fee 
and would leave the bank with a 3 per cent net on the 90 per cent portion and 
U per cent on the 10 per cent portion. 

Now, if the bank carried 70 per cent, the guarantee fee may well be only 
10 per cent of the interest charge, inducing the bank to carry the largest pos-
sible part unguaranteed because the rate of guarantee would be that much less. 
The guarantee fee charged would be a specified percentage of the interest rate, 
and so forth. 

The method would be similar to that used in the V-loan program, when 
guarantee fees ranged from 10 to 30 per cent of the interest rate—we had up 
to 95 per cent guarantee under the V^program and it was 30 per cent of the rate 
that was charged—according to the percentage of the guarantee. This has been 
and would be the operating procedure. 

It is evident, therefore, that the lending banks must carry some portion 
of the loans without guarantee and this will be a deterrent on their making un-
desirable and risky loans. The steeply graduated guarantee fees will induce 
banks to carry as much of the risks as possible and thus cause them to exercise 
careful judgment and prudence in passing upon credits. 

Business and credit conditions at present and at some other timss may not 
be such as to require extensive use of the guarantee authority* However, the Re-
serve Banks should have a stand-by service of this kind to render to business 
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and industry when necessary. The amount of long-term funds that individual 
enterprises may need is often relatively small. 

As I said in the beginning, a five to a ten-year term loan is what is 
needed by most small businesses because they have no access to the capital 
market as do the big ones. 

The Chairman. Are those loans predicated upon an amortization feature? 

Mr. Eccles. Yes, definitely. 

The Chairman. Is that in the bill? 

Mr. Eccles. No, it is not. 

The Chairman. Is that an administrative matter? 

Mr. Eccles. Yes. 

The Chairman. Have you given any assurance that that would be the policy? 

Mr. Eccles. I am certain the local banks would not make them on any other 
basis and I am sure if they did the Reserve Banks would not guarantee them and I 
am sure if there was any further check, that the Board would not permit—would 
require it in the regulations. Many loan demands do not exceed $10,000 and rela-
tively few exceed $100,000. The bill is intended and designed primarily to help 
the smaller enterprises. The larger ones, as a rule, do not need this sort of 
assistance because they can go to the capital market and raise funds either by 
bonds or equity financing. 

The guarantee service, as provided in this bill, would be available in 
the future, as it has in the past, without discrimination for all banks, whether 
members of the Federal Reserve System or not. 

It would be ill-advised and shortsighted, in my opinion, for Congress to 
repeal section 13b in order that the 139 million dollars of Government funds 
thereunder may be returned to the Treasury and fail to provide this proposed 
alternative authority to the Federal Reserve Banks. The proposal is the result 
of long and extensive experience which the 'Federal Reserve System has had in 
connection with the loan guarantee principle. It is a tried and tested principle 
exemplified in Federal Housing Administration loans as well as in loans to vet-
erans. This bill is a means of aiding the private banking system of this country 
to meet particularly the longer term financing needs of the smaller business in-
stitutions without assuming excessive risks. 

Now, I would like to read—talking about experience—a letter that we 
received on March 26 from the War Department. It is addressed to myself as 
Chairman of the Board of Governors. 
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"Dear Mr. Eccles: 
"On this anniversary of Executive Order 9112,"— 

which is the order under which the Board operated— 

"which was signed by the President on 26 March 194-2, I 
desire to express to you personally, and through you to 
the members of the Board of Governors of the Federal Re-
serve System and to the officers of the Federal Reserve 
Banks, the deep appreciation of the War Department for 
the very great assistance which the entire System has 
rendered it in connection with the Guaranteed Loan pro-
gram. 

"The underlying philosophy of the Executive Order was, 
as you know, that in assisting war production contractors 
through guaranteed loans the War Department should use 
not only the funds already in the commercial banks of the 
country, but should utilize the existing credit machinery 
as well. It was to that end that the Federal Reserve Banks 
were appointed the Fiscal Agents of the War Department. 

"The universal acceptance of the principle of Regulation 
V-loans by both the contractors and the banks is due in no 
small part to the good judgment, the skill and the expedi-
tion with which they have been handled by the Federal Re-
serve B^nks. Especially appreciated were the helpful 
suggestions of the Resarve Banks during the liquidation 
phase of the 1Vf and fTf programs which, in many respects, 
called for an even greater degree of financial management 
than required in the initial extension of credit. 

"You and the members of the Federal Reserve System who 
participated in this program should feel a deep satisfac-
tion in your contribution to this important part of the 
war effort." 

I wanted to read that because it is recognition of the work that the 
System did in connection with the guaranteeing of loans. 

The Chairman. Now, Mr. Eccles, thank you. 
For the benefit of those Senators who c?me in since you began your state-

ment I have caused to be read into the record a statement from Mr. Snyder, 
Secretary of the Treasury, Mr. Goodloe of the R.F.C., and Mr. Foster of the De-
partment of Commerce prior to his reading his statement. They are all in the 
record. 

Senator Buck. Mr. Chairman, may I ask the Governor one question? 

The Chairman. Mr. Buck. 

Senator Buck. I am not certain as to the purpose of the amendment. Let 
us see if I am correct. The bank has an opportunity to make a loan which is too 
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large for the organization and they might try to hog it all and take it to 
your bank, the Federal Reserve, rather splitting up with other— 

Mr, Eccles. That is what they have been doing under the R.F.C. 
blanket provision. 

Senator Buck. This amendment will prohibit that. 

Mr. Eccles* In other words, the Reserve Bank would be expected under 
this provision to refuse to guarantee a loan which was good without the 
guarantee, merely guaranteeing it for the purpose of enabling the bank, where 
its limit was |10,000, to carry 150,000 because the guaranteed part you see 
is not subject to the limit. 

In other words, the bank is limited to 10 per cent, if they are a 
national bank, of their capital and surplus, on the ordinary loan. On a 
guaranteed loan of this sort, the limit would not apply to the guaranteed 
portion and therefore a bank may well say: 

"We will loan $50,000. We can carry ten of that but we 
cannot carry the other forty without the guarantee. We will 
therefore go to the Reserve System, instead of giving partici-
pation in this credit to the other banks." 

Senator Gain. Now, they must participate? 

Mr. Eccles. Now, the other banks would participate in the credit, 
unless it was a type of credit that was entirely unsatisfactory. In other 
words, this is not to be used for the purpose of enabling the banks to cariy 
excess loans. It is to be used for the purpose of guaranteeing credits that 
otherwise cannot be secured. That is the point we want to make. 

The Chairman. On page 1 of your statement, the third paragraph, the 
concluding sentence is: 

"It amounts to a form of spreading the risk by providing 
insurance for a fee. It is not the purpose of this bill, how-
ever, to provide guarantees for either short or long-term 
financing which banks can and should extend without assistance." 
I point out, in amplification of that, that this is not something that 

the banks would come and lay down their demand upon you. It is a rule of 
reason between the Federal Reserve and the individual banks. 

Mr, Eccles. That is right. 

Tiie Chairman. The banks are looked at and the conference is held and 
the values are appraised and then if they are given the green light, okey, 
that is right. 

Mr. Eccles. The credit would originate with the local bank and their 
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customer. The local bank would consider the credit, and it is particularly 
the term loan where businesses are needing more capital, as I stated in this 
statement here, because of higher prices, because of expansion, they are 
short of capital, and they cannot go to the capital market, small businesses 
cannot, the cost is prohibitive, and they want to retain control of the 
business—it is in a small group maybe, a family, or a small group, and what 
they need is a long-term credit. That is what they want. 

This would enable the local bank to say: 

"All right, we are willing to take 20 per cent without any 
guarantee. It looks perfectly good to us but we do not feel 
that a ten-year loan, a frozen type of credit—we do not want 
to carry it without some protection or insurance." 

We saw that work in the Federal Housing, that a long-term mortgage 
loan on an amortized basis, it was impossible before you had FHA to get an 
80 or 90 per cent mortgage on a home over a long period of time. 

With the insurance program it is possible, and under the V-program the 
fees charged on the insurance not only took care ?«,nd paid for all expenses, 
and all losses, but left a substantial profit. 

The Chairman. Now, a national bank in Chicago we will say, has a re-
quest for a loan come to it, looks it over, approves the loan and says: 

"We will take this loan provided we can pass it on to the 
Federal Reserve Bank under S. 408 • They have made an applica-
tion for credit, reviewed the credit, and given consideration 
to the factors." 

and then they come to the Federal Reserve Bank and say: 

"Here is one of the loans wa want to take under S. 408." 

Mr. Eccles. Then the.Reserve Bank goes over it very carefully to de-
termine whether or not it is a proper loan, it is in the public interest, it 
is a good thing for the business. 

The Chairman. You have got two straining points? 

Mr* Eccles. That is right. The Federal Reserve merely provides the 
guarantee for a fee. 

The Chairman. Up to 90 per cent for a fee? 

Mr. Eccles. That is right. If you go to 90 per cent the fee is pretty 
high. The inducement would naturally be for the bank to carry as much as it 
safely could because the fee is that much less. 

Senator Cain. If it is a good loan you do npt put up any money? 
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Mr. Eccles. We would expect and hope that the fees charged would 

take care of the losses. However, if they do not, it would have to come out 
of Federal Reserve Bank earnings and surplus,, but we do not think, based on 
experience, that that is likely to happen, but if— 

The Chairman. Is it customary for national banks ever to make a 
service charge or commission charge for negotiating a loan in addition to the 
interest on the loan? 

Mr. Eccles. They could not under this guarantee• 
The Chairman. I know but has that ever been customary? 

Mr. Eccles. Yes. They have made commitment fees which is proper. I 
would say that they may come along and say: 

"All right, we will underwrite a credit of half a million 
dollars." 

The concern may not be sure they are going to need it but they want 
to call on us, so the bank will say; "All right, we will underwrite it" and 
they will charge what they call a commitment fee. 

The Chairman. What does that generally consist of? 

Mr. Eccles. That is what they negotiate with the borrower. It may be 
a quarter per cent, 1 per cent, three-quarters. 

The Chairman. Could the banks do that in this case here, where the 
burden is taken off of the Federal Reserve? 

Mr* Eccles. They could not charge in the aggregate more than 5 per 
cent interest. 

The Chairman. They could not charge any service fee here. 

Mr. Eccles. No. You could not beat the interest by putting some 2 
per cent or 3 or some special fee on it. 

The Chairman. That is what I am getting at. 

Mr. Eccles. If we put a 5 per cent maximum rate—and I say that—now 
a 5 per cent rate for a very small loan is not an excessive rate, because the 
work in connection with making the loan, the work in connection with the 
supervision in following the loan, over a long period of time a large loan 
may be cheaper to handle at 2-1/2 per cent than a small loan at 5• 

Now, we do not want to get the rate down to the point where the bank 
says, "Well, I am not interested in the loan. The rate is so low I am just 
not interested in it." And due to our experience under "V" and "T" we have 
found that a 5 per cent ceiling, and then let the competitive situation take 
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care of it, that if the credit is such that the banks want it, with the 
guarantee, as we have experienced, the credit has got down to 2-1/2 per cent 
in the V-program. 

Some of the large credits in the V-program got down to 2-1/2 per cent 
because of the competition for the credit, with the insurance. 

The Chairman. Now, gentlemen of the Senate, Mr. Eccles is ready to 
answer any questions. 

Senator Cain. May I ask Mr. Eccles one question? 

Just a brief observation, Mr. Eccles. Personally I see great virtue 
in this bill. I am a little bit concerned—perhaps unnecessarily—about the 
fact that it is going to be permanent legislation. Have you given any 
thought as to an experimental period, let us say five or ten years, at which 
time you or your Board would come back before the Congress to explain how 
well the operation had been carried out and then we would consider the future 
from that point? 

Mr. Eccles. As an agent of Congress we would of course every year re-
port the operations. 

Senator Cain. Oh, indeed. 

Mr. Eccles. And Congress could at any time repeal. 

Senator Cain. Well, Congress could. 
Mr. Eccles. And they likely would if the results were not satisfac-

tory. We feel that this should be made a permanent part of the legislation— 
the Federal Reserve Statute—because, in the first place, conditions change 
economically, and I would think at the present time there is not anywhere 
near the use or need for it maybe that there may be at other times. Certainly 
in an inflationary period there may well be much less use than there may be 
in a deflationary period. They have great responsibility to try and maintain 
credit conditions so far as they can within their authority. That is one of 
their functions, and this we feel is a necessary adjunct to enable them and 
assist them to help maintain sound credit conditions. 

Senator Cain. I know that, but would you have any particular objec-
tion to a provision being in the bill that these amendments will be made to 
have an income for a period of five or ten years. Would that upset your 
plans or your program? 

Mr. Eccles. No. We would prefer not to have it but rather than not 
have the bill at all we would certainly prefer to have the limitation, and 
within a period of time— 

Senator Cain. I would like to see the limitation. I do not conceive 
that it would do the Federal Reserve System any harm and it would definitely 
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make certain that the entire operation was looked at again rather keenly 
within a reasonable period of time from now. 

It would cause you some trouble to come and go into this business but 
it would bring it very forcefully to the attention of this particular commit-
tee, for example. I think your method of proposed operation is better than 
what you have been doing in the past. 

Mr. Eccles. Of course I would say that is entirely the—we are the 
creatures of Congress. We are an agency that reports to the Congress. We 
are an independent agency which reports to the Congress, and certainly it 
seems to me that it would be presumptuous for us to question the judgment of 
this committee, or a committee of the House that this would come before, with 
reference to a matter of that sort, that if the Congress feels that there 
should be a limitation, and that it would better enable them to carry out 
their responsibility— 

Senator Cain. That is just one Senator1s point of view, Mr. Eccles. 

Mr, Eccles. Yes. Well, I am merely saying I would not make much of a 
point of that* I would prefer not to have it but I would not make much of a 
point of it. 

The Chairman. Any further questions? 

Mr. Sparkman? 

Senator Sparkman. Mr. Eccles, I notice that the aggregate of all 
guarantee does not exceed the combined surplus of the Federal Reserve Banks. 
How much is that now? 

Mr. Eccles. About $440 million• 
Senator Sparkman. And then of the large loans, #100,000 or more would 

be limited to half of that? 

Mr. Eccles. That is right. 
The Chairman. Is that surplus increased by increasing regularly down 

through the years? 

Mr. Eccles. Is it what? 

The Chairman. Is it in steady rise down through the years, that 
surplus? 

Mr. Eccles. Yes, and then we turned back to the Government $139 mil-
lion. We turned $139 million which is the capital of Federal Deposit Insurance 
Corporation on which I understand a bill has been introduced, and we 
recommend it, proposing to retire the $139 million of stock owned by the 
Federal Reserve System. 
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The Chairman. That is Senator Capehartfs bill. 
Mr. Eccles. And that that money be turned back to the Treasury, so 

that that will give the Treasury $139? million which was in the surplus of 
the Reserve Banks and which we got stpck for. That would go into the Govern-
ment. 

Now, this $139 million here is- $139 million which was that portion of 
the gold profit. When they devalued the gold it was that portion of it which 
was set aside to be used as a guarantee fund for the present 13b operation. 

We are now proposing that that $139 million be turned back to the 
Government, and that the 13b section of the bill which is entirely inadequate 
be repealed, but in the process of repealing that and turning this over to 
the Government we are suggesting this other amendment giving us this particu-
lar power that is called for—it is the second section in 4-08. 

The Chairman. It is a kind of an unusual feeling to have something 
turned back to the Government in contradistinction to the reverse? 

Mr. Eccles. Out of the Reserve Banks1 earnings, which is very sub-
stantial now above their expenses, the Board is considering-^we have the 
authority under what is known as Section 16 of the Federal Reserve Act, to 
put an interest charge or a tax on Federal Reserve notes in circulation which 
are not secured by gold. That portion which is not covered by gold certifi-
cates we can levy the tax upon them, and we are considering levying a tax 
upon the notes of each bank in an amount that would turn into the Government 
each quarter the excess earnings of the Reserve Banks, possibly 90 per cent 
of them. 

Now, that should turn into the Government each year, from that source, 
based upon the present earnings of the banks in excess of expenses, somewhere 
between 60 and 75 million dollars. That may well increase, should there be 
an increase in the short-term rate, in the bill rate. 

The Chairman. What percentage of those notes are without gold now? 

Mr. Eccles. Somewhere between 50 and 60 per cent. 

The Chairman. How much gold have we at Fort Knox now? 

Mr, Eccles. We have got a total amount of gold in the country between 
$20 and $21 billion, as I recall it. 

The Chairman. What is it doing? 

Mr. Eccles. Most of it is held as security back of gold certificates. 

The Chairman. Is it in the back of your mind, or has it ever occurred 
to you, the suggestion that gold ought to be revalued on a rising scale? 
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Mr. Eccles. I would certainly be very much opposed to any such a 
program. There would be not the slightest justification for it. 

The Chairman. It has been suggested. 

Mr. Eccles. It would certainly be inflationary in its implications and 
it would merely mean that the foreign gold throughout the world would sell to 
us at that much more and we would be merely turning that many more dollars to 
the gold producers throughout the world without getting anything but more gold 
to put in storage, and it would seem to me to be an entirely unjustified pro-
cedure . 

In connection with this Section 16 authority, on turning this money 
back to the Government, we can do it. That formerly was turned back on what 
was known as the franchise tax. That franchise tax was repealed in 1933- I 
do not know why but it was repealed. I suppose it was when the surplus went 
below the—because of the $139 million being taken out, would reduce the 
surplus and they repealed that so that the surplus could be built up. 

Now, the Board is considering getting the money back through this 
Section 16, this special tax on notes. If the Congress would prefer to re-
impose the franchise tax and get it back that way, they can, but that will 
take legislation and we can accomplish the same purpose through the applica-
tion of the tax. 

I mentioned this to the House Committee in a hearing on the direct 
purchase authority and I am merely mentioning it Here today as what we are 
intending to do, which would mean of course, if the Congress has objection to 
getting the money back by that method they can get it back by some other 
method, but it seems to me that they are interested more in the end result of 
having earnings of a Reserve Bank which after all the Government has the 
residual interest in, being turned back to the Government. 

Senator Buck. What has become of the gold coins which were in circu-
lation about 15 years ago? Have they been melted down or are they still re-
tained as gold coins? 

Mr. Eccles. I think most of it has been melted. 

The Chairman. That $20 gold piece is the handsomest coin ever minted. 

Mr. Eccles. It is. 

The Chairman. I would like to see one again. 

Mr. Eccles. I would like to, Senator, if I may, make a reference to 
the R.F.C.fs statement here. 

The Chairman. Be temperate in your remarks, I admonish you, sir. 
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Mr. Eccles. Mr. Goodloe, by the use of facts but not the use of all 
of the facts, has created a very erroneous and a very false impression. We 
know that sometimes the truth half told is inclined to— 

Senator Buck. What statement do you refer to? 

Mr. Eccles. The one that was just read in the record this morning. 
The opposition. 

Senator Buck. I was not here. 
Mr. Eccles. I would like to answer some of those. I have not time to 

answer them all but I would like to refer to one or two of them, and then I 
would like the privilege of putting into the record a more complete answer. 

The Chairman. I think that reference you made a few minutes ago, about 
a lie that is half a lie, comes from Tennyson's poem ,fThe Grandmotherff which 
elucidated that principle very strongly. 

Sometime when you are going to bed, look it up. 

Senator Maybank. Does Mr. Eccles have reference to those six points 
that Mr. Goodloe enumerated at the end? 

Mr. Eccles. Yes. That is what X had reference to» I will not have 
time to go into all of them. I feel I would like to write the letter but I 
would like to point out, in the first place, that he makes this point: that 
it is a very unsound thing for the Federal Reserve to do this sort of 
guaranteeing. 

Senator Maybank. Mr. Chairman, might I ask another question? 
The Chairman. Yes, indeed. 

Senator Maybank. Are you going to expand at all on this second state-
ment of Mr, Goodloe1 s? As I remember, in my mind, it was the second statement, 
in connection with the— 

Senator Cain. Losses? 

Senator Maybank. No. It is the one in there, Senator, that has to do 
with the Federal Reserve being so liquid as to protect the banks throughout 
the country. 

Mr. Eccles. That is right. I want to cover that. 

Senator Maybank. That was the one that interested me the most in con-
nection with this bill because I remember the bank holiday so well and that 
was the only place anybody could go. 
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Mr. Eccles. That is right. 1 would like to point out in the first 
place that there is practically no lijnit to the power of the Central Bank to 
create money. 

How do you think the war was financed to the extent that it was, and 
that the growth of bank deposits was over 200 per cent? 

Now, that would only have bee$ made possible by the operation of the 
Central Bank. Why do you think the interest rate on the public debt has re-
mained just as it has? The Central Bank has the power of issue. It is 
sovereign. It is a sovereign power df government in the Central Bank, and the 
idea of the Federal Reserve System being looked upon as a private institution, 
which Mr. Goodloe's approach is one of looking at the Central Bank as though 
it were a private institution. 

Now, the Federal Reserve System—he refers to the ratio of its assets 
to its liabilities—I mean its capital and surplus to its liabilities—that 
the liabilities are very great in relation to its capital and surplus. I 
would like to point out that he overlooks the fact that this is a central 
bank and not a private bank, and that the assets that it has against the—I 
should say the liabilities that it has against its surplus, you must take 
the assets it also has—in the first place practically its sole assets are 
Government bonds and gold certificates. 

Now, those are its assets, you see, and such currency and coins and so 
forth. Almost its entire assets is money or the equivalent. 

Now, it does have some loans to member banks. Those loans are secured, 
almost in their entirety, by Government securities. There is little likeli-
hood that banks borrowing on bills payable from the Federal Reserve System, 
will borrow on anything but Governments because there is a favorable rate, 
and it is very convenient to borrow on the Governments, and therefore because 
banks have Governments, that is what they will likely borrow upon, and there 
are very few banks but what have at least from 40 to 60 per cent of their 
total assets in Governments. 

Therefore, if they had occasion to borrow they will borrow on Govern-
ments or they will sell Governments to the Reserve Bank. 

Now, that is the asset side. What are the liabilities? The liabili-
ties are not the liabilities of an ordinary commercial bank. The liabili-
ties are the deposits of banks, but those deposits are not subject to with-
drawal. Those deposits are legally required reserves, almost .entirely—there 
are some that are not, of foreign banks, small amounts—but the great bulk 
of the deposit liability of the Federal Reserve Banks are required reserves 
of the member banks and are not subject to withdrawal. 

The other liabilities are Federal Reserve notes which make up practi-
cally 90 per cent of our currency. That is the other liability. The Federal 
Reserve notes are secured in their entirety by gold certificates and Govern-
ment bonds and are guaranteed by the United States. 
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Now, I mention that as one indication of a false impression that has 
been given in this statement which is not based upon the facts. The Central 
Banks generally not only have—Central Banks generally have the function of 
loaning. The Bank of France, the Bank of almost any South American or 
European country, and the Bank of Canada, either through a subsidiary, or 
directly, loan, not only to banks such as the Central Bank does, but loan 
directly to industry, and have done so for years, so that it is not an 
unusual provision at all. 

Now, with reference to the risk, in the first place the guarantee risk 
that would be taken by the Reserve Bank is not a dangerous risk. It is not 
dangerous because in the first instance the local bank must take a participa-
tion • The local bank is not likely to take a participation in a credit that 
just is bad, and credits of that sort just shouldn't be made. 

If a local bank will not take up to 10 or 15 or 20 per cent in the 
credit-

Senator Buck. You do not think he ought to be required to take 20 per 
cent? 

Mr, Eccles. I think exceptions may be made. I think that the fact 
that the fee charge will induce them to take more will be a factor and I think 
the Reserve Banks— 

Senator Buck. Of course that provision the Reserve Bank can stipulate 
too, can they not? 

Mr. Eccles. Oh, yes. The Reserve Bank may require the bank to do it 
but at any rate you do have that check. 

Secondly, I do not believe that the directors and the management of 
these Reserve Banks, based upon the record that they have here, are going to 
incur, or going to make a lot of extremely dangerous and loose credits at 
all. I believe that you can certainly rely upon the management and the 
directors of these Reserve Banks to use good judgment. Their record in the 
past, with the large volume of guaranteed credit that they made, which ex-
ceeds |10 billion, is an indication of the experience they have had and of 
the way the matter will be handled. 

Now, then, there is the fee mind you—of course there are going to be 
losses—you cannot go into this thing without some losses—but you have got 
to remember that there is a fee here that would go into a fund to help 
absorb those losses. If the losses exceed— 

The Chairman. Is that built up as a reserve, this suspense account 
for losses? 

Mr. Eccles. Oh, yes, and if that fund—what FHA has under their 
mortgage scheme is the same thing—and if that fee is not sufficient to pay 
the losses then the earnings of the Reserve Banks of course would be used 
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toward that end and Mr. Goodloe is correct in this portion of his statement, that 
the Government does have a residual interest in the Reserve Banks and that to the 
extent that the earnings of the Reserve Banks would have to be used to Sustain 
losses there would be that much less that the Reserve Banks would be able to pay-
over to the Government, 

The Chairman, The International Bank has a similar provision if you re-
member, of building up a reserve for losses. 

Mr. Eccles. That is right. They have a fund for that very purpose. 

Now, I ju3t wanted to point that aspect of the problem out. Now, in ad-
dition to that, Mr. Goodloe points out that this is entirely contrary to the 
conception of the Reserve System, and he quotes from a statement in the House 
Committee Report. As a matter of fact, he only quotes a portion of it—he only 
takes— 

The Chairman. I could not help this, but was that report in the House 
Committee, that phase suggested by a Senator from Nebraska or from Ohio, by a 
Representative from Nebraska or Ohio, that part of it? 

Mr. Eccles. I really do not know. Carter Glass was Chairman of the 
Committee and it was his report. I remember part of that. Parker Willis had 
something to do with writing that report. That was a very important factor. 
I would like to point out in the first place that the history of the Federal 
Reserve Act and its sole purpose was not to help banks as such but its purpose 
was to help commerce, agriculture, and industry, that was its basic purpose. 

The purpose was to see that the credit was provided. What this is under-
taking to do is intending to help the banks to provide that credit. It is not 
providing it directly. It is helping to provide it indirectly but it is partici-
pating, we will say, with the banks in the risk. 

Since the original Federal Reserve Act was passed, and its conception was 
as expressed in Mr. Goodloefs letter, there have been some very basic changes 
through amendments. That concept—and even though what we are doing is not even 
contrary to that concept—however, that concept has been very greatly changed 
and modified because that concept was based upon the operation of the gold 
standard, upon the free gold payment, upon gold redemption. That is what it was 
based upon. 

You have no gold redemption today. It was based upon the currency of the 
banks being secured by gold or commercial paper. Today you have no commercial 
paper in the Reserve Banks, and the provision of the law is Government securities. 
So that the quotation taken from the report of the Committee is only a section of . 
the statement and it does not take into account the entire history of it, nor 
does it take into account the basic amendments that have been made since the 
Federal Reserve Act was passed. 
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Now, as to the sufficiency of this credit of $440 million, which is the 
limit of the amount that can be guaranteed, I believe that that amount of credit 
is certainly sufficient if it is confined to those credits, that could not be 
otherwise secured, and that should be made. 

Now, of course, if it is going to be used as the R.F.C. used last year 
their blanket operation, in which the banks could make the loan, and the R.F.C. 
did not approve of it at all, it was approved by the bank under a blanket 
guarantee, and the banks made a great many loans that could have been made with-
out the guarantee because they could carry the excess portion of the credit. 

Now, I would admit, if we were going to have any such blanket guarantee 
arrangement, and this was going to be used as a means of enabling banks to cariy 
excess loans, that it would not be sufficient, but for the purpose for which it 
is intended to be used I am sure that it is ample, and if it is not ample, then 
we can come to the Congress and we can ask for further authority, we can ask for 
appropriations, we can ask for whatever the situation seems to call for, but 
certainly, for the time being, this seems to be and should be entirely adequate. 

Senator Cain. What is the greatest number of dollars you have ever had 
outstanding under 13b, approximately? 

Mr. Eccles. Actually $33 million was the total a.mount of the actual 
dollars but in addition to that of coiirse there were the commitments to the 
banks—I think probably around that time about $28 million, or a total of about 
$61 million. 

The Chairman. Senator, if X may interpolate, our friends are here from 
the Export-Import Bank, Mr. William McChesney Martin, President, and his counsel 
Mr. Hawthorne Arey. I agreed with them that I would let them go on at lis15. 
It is now 11:25. If you have any concluding remarks I would be glad to give 
you a few more minutes. 

Ŝenator Sparkman. I have a short question. 
Do I understand that the $139 million is separate and apart from the 

$440 million reserve or is it a part of that? 

Mr. Eccles. The $139 million is separate. It is money that has never 
been— 

Senator Sparkman. It is earmarked for a definite purpose. 

Mr. Eccles. It is earmarked in the Treasury. It has never been taken 
into the Reserve System, except for about $26 million, nor has it been taken 
into the funds of the Treasury. It is a gold profit that is set aside and it 
would now become Federal revenue, it would be other revenue and it would add 
to the receipts of the Treasury $139 million arid it would not be taken out of 
the Reserve System, because it has never been in either the Reserve System nor 
in the Treasury. 
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I recognize that last year the R.F.C. made—as indicated by Mr. Goodloe— 
$407 -odd million of credits, loans and guarantees. It would seem to me that, 
last year being a year of very great inflationary activity, that the economy 
may have been very much better off without that much additional credit pumped 
in, that that large volume of credit made by the R.F.C. was due to a blanket 
agreement which has now been repealed and which the banks objected to very 
seriously, because it enabled banks to go out and make the guarantee without 
first clearing it with the R.F.C., and it enabled the banks likewise to make 
excess loans that should not have required any Government guarantee whatsoever. 

If I may, Mr. Chairman, submit for the record a written report on this— 
I have not had an opportunity to answer fully and completely either Mr. Goodloefs 
letter or the commerce letter and I would like to be able to do that rather 
than off the cuff, which you must admit is not--

The Chairman. We would like to have you submit it so it will be clear 
to whoever reads it, in connection with the argument made here. 

Mr. Eccles. I want to thank you for this opportunity to present 408. 

Senator Buck. Mr. Chairman, if it is in order I move the approval of 
the two amendments recommended by the Federal Advisory Board and presented by 
Mr. Eccles. 

The Chairman. There are only six here. I think we better wait until 
a quorum is here. 

(Whereupon, at 11:25 a.m. the hearing was closed.) 
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STATEMENT OF CHAIRMAN,ECCLES 

BEFORE 
SENATE BANKING AND CURRENCY COMMITTEE ON S. UQ8 

Mr. Chairman and Members of the Committee: 

I am glad to have an opportunity to appear here this morning in 
order to urge the passage of S. 408. 

The bill has two sections. The first one repeals section 13b 
of the Federal Reserve Act and provides for the return to the Treasury of 
approximately 139 million dollars th^t was set aside from thê  gold 
increment to enable Federal Reserve Banks to make direct loans to in~ 
dustrial and commercial businesses. The sccond section of the bill sub-
stitutes for the direct lending authority a provision which would enable 
Federal Reserve Banks to guarantee in part loans ty chaptered banks 
particularly to small and medium-size businesses that need capital for 
periods up to ten years» 

It is important to emphasize that the principal purpose of the 
'bill is to make term loans especially to smaller businesses for the pur-
pose of providing them with necessary capital that they could not other-
wise obtain. It will fill a gap in private financing that now exists in 
enabling tiiese enterprises to obtain essential financing. The costs of 
going to the capital markets for small business are prohibitive. Likewise, 
many banks properly feel that they cannot extend some term credits for 
from five to ten years without some protection as provided fcy this bill. 
It amounts to a form of spreading the risk ty providing insurance for a 
fee. It is not the purpose of this bill, however, to provide guarantees 
for either short or long-term financing which banks can and should extend 
without assistance. 

The basic need of the smaller, independently owned business 
enterprises is for long-term funds. Some businesses need funds for 
modernization of plant and equipment and additional facilities.» The need 
also arises from the sharp increase In prices and greatly expanded volume 
of business resulting in a rnuih larger volume of accounts receivable and 
of inventories. Because of these various factors many enterprises whose 
financing needs have ordinarily been met through current borrowings now 
need a funding of their short-term obligations into a* term loan. 

Owners of small enterprises, as a rule, prefer to obtain funds 
on a loan rather than on an equity basis because thpy do not wish their 
stock ownership to be diluted or to run tho risk of losing control of the 
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business. Term loans amortized <put of profits meet this need. This type 
of financing is particularly suitable for small businesses that need a 
substantial period of time to retire loans by gradual repayment from 
earnings. 

There has been considerable objection from some of the larger 
banks tq S. 408 on the ground that the smaller banks, in cases where the 
amount Óf'the loan was beyond their4 legal limit-, would resort to the 
guarantee even though the loan was of such quality that it could be made 
without the guarantee fcy giving participations to their correspondent banks 
or other banks in the coimunity, In order to meet this objection, the 
Board recommends that the Coigmittee adopt the suggestion of the Federal 
Advisory Council of the Federal Reserve System by inserting in the bill a 
provision that the guarantee shall only be available "whén it appears to 
the satisfaction of such Federal Reserve bank that the business enterprise 
is Taxable to obtain requisite financial assistance on a reasonable basis 
from the usual sources," 

The Board also favors the recommendation of the Federal Advisory 
Council that the bill be amended to provide that the guarantee be re-
stricted to "chartered banking institutions" only and not to "any financing 
institution" as provided in the billf 

It should be borne in mind that the Reserve System has had the 
authority under 13b for the. past thirteen years to make direct loans or to 
make commitments to purchase loans made by private banks. On principle, 
we feel that the private banks should originate and make the loans based 
on their credit judgment, and that neither the Federal Reserve Banks nor 
any other governmental agency should extend such credits directly. 

Section 13b, moreover, is not adapted to present day needs. It 
limits the extension of credit to loans for working capital only and pro-
vides that loans cannot be made for more than five years and can be made 
only to, established businesses. 

The proposed bill does not call for Government appropriations 
and, therefore, no drain on the Federal budget is involved. The Reserve 
Banks would use their surplus funds as a basis for the guarantees, and 
should losses be sustained they would first come out of the fund created 
ty the guarantee fees charged. If this were not adequate, losses would be 
n̂ et out of the Reserve Banks1 net earnings or surplus, I am sure that 
this responsibility placed on the officers and directors of the Reserve 
Banks, under regulations and supervision of the Board of Governors, will 
not encourage easy and unsound credits on the part of the private banks» 

Under section 13b Federal Reserve Banks handled some 3500 appli^ 
cations for commitments and advances, aggregating about 560 million dol-
lars, Similarly, under the V-loan program, 8771 authorizations for 
guarantees of war production loans, aggregating nearly 10,5 billion 
dollars, were handled. The interest and fees collected in connection with 
this total of about 11 billion dollars of operations were more than 
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sufficient to cover expenses and losses and to show some profit. In other 
words, the record is not one of loose lending. 

This bill, of course, does not place the Reserve Banks in compe-
tition with the private banking system. Credit judgment and responsibility 
would remain primarily with the lending bank. Loans guaranteed would 
originate with local banks dealing with local people whom they know and 
with whose character, capability and capacity they would be familiar. A 
Federal Reserve Bank could not guarantee any loan unless requested to do 
so by the local bank. If approved ty the Reserve Bank the guarantee would 
be made promptly available without referring the matter to any agency in 
Washington. Each loan would have to be passed upon ty the Federal Reserve 
Rank. There would be no blanket approval. The twelve Federal Reserve 
Banks and their twenty-four branches provide a regional organization 
through which local financing institutions in all parts of tho country 
would have convenient access to a guaranteeing agency if needed. The Fed-
eral Reserve System, which is a permanent organization created ty Congress 
and responsible to Congress, is especially qualified to provide this 
service because of its close contacts and daily relationships with banking 
institutions. Its responsibilities for maintaining sound credit conditions, 
so far as its powers permit, make it the appropriate agency for this 
purpose. 

As in the case of war production loans under the V-loan program, 
a maximum interest rate would be set for guaranteed loans. The present 
maximum rate under section 13b is 5 per cent and it is contemplated that 
the initial maximum rate under the new legislation would be the same. 
Within this limit, which may be subject to change with changing conditions, 
interest rates would be determined ty the borrower and the bank. Guarantee 
fees charged would be specified percentages of tho interest rate, graduated 
according to the percentage of the loan guaranteed. The method would be 
similar to that used in the V-loan program, when guarantee foes ranged from 
10 to 30 per cent of the interest rate, according to the percentage of the 
guarantee. This has been and would be the operating procedure. 

It is evident, therefore, that the lending banks must carry some 
portion of the loans without guarantee and this will be a deterrent on 
their making undesirable and risky loans, The steeply graduated guarantee 
fees will induce banks to carry as much of the risks as possible and thus 
cause them to exercise careful judgment and prudence in passing upon 
credits. 

Business and credit conditions at present and at some other 
times may not be such as to require extensive use of the guarantee 
authority. However, the Reserve Bonks should have a stand-by service of 
this kind to render to business and industry when necessary. The amount 
of long-term funds that individual enterprises may need is often relatively 
small. Many loan demands do not exceed $10,000 and relatively few exceed 
$100,000. The bill is intended and designed primarily to help the smaller 

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



-4 -

enterprises. The larger ones, as a rule, do not need this sort of assî st-
ance because they can go to the capital market and raise funds either by 
bonds or equity financing. 

The guarantee service, as provided in this bill, would be avail-
able in the future, as it has in the past, without discrimination for all 
banks, whether members of the Federal Reserve System or not* 

It would be ill-advised and shortsighted, in my opinion, for 
Congress to repeal section 13b in order that the 139 million dollars of 
Government funds thereunder may be returned to the Treasury and fail to 
provide this proposed alternative authority to the Federal Reserve Banks. 
The proposal is the result of long and extensive experience which the Fed-
eral Reserve System has had in connection with the loan guarantee principle* 
It is a tried and tested principle exemplified in Federal Housing Adminis-
tration loans as well as in loans to veterans* This bill is a means of 
aiding the private banking system of this country to meet particularly the 
longer term financing needs of the smaller business institutions without 
assuming excessive risks. 
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