$ 408

FEDERAL RESERVE ASSISTANCE IN FINANCING SMALL BUSINESS

The Board of Governors of the Federal Reserve System has
recommended to the Chairmen of the Senate and House Banking and
Currency Committees a bill which would provide assistence in financing
small business through established banking channels. It was introduced
in the Senate on January 27, 1947, and is now before the Senate Com-
mittee.

The Proposed Legislation

The bill (S. 408) would repeal section 13b of the Federal
Reserve Act, adopted in 1934, which authori zes Fédbral Reserve Banks
to maké industrial loans. Certain provisions of THIs section have
proved so restrictive as seriously to impair the ability of the Federal
Reserve Banks to assist in the financing of business.

In lieu of section 13b, the new bill would ~dd a paregraph
to section 13 of the Federzl Reserve Act authorizing Federal Reserve

Banks to guarantee loans mede by financing institutions to business
enterprises on & much more effective basig than that permitted by

present law. While the Federal Reserve Banks would no longer have
authority to make direct loans to business, they would bé authorized
to guarantee business loans subject to regulations prescribed by the
Board of Governors and to the following qualifications:

w——

(1) No loan guaranteed could have & maturity of more then
10 years.

(2) A Federal Reserve Bank could guarantee up to, but not
more than, 90 per cent of any loan.

(3) The aggregate emount of all guarantees could not exceed
the combined surplus of the 12 Federal Reserve Banks.

(4) In order to insure the availability of guarartees for
loans to smaller businesses, the aggregate amount of
all guerantees which are individually in excess of
$100,000 could not exceed 50 per cent of the combined
surplus of the Reserve Banks.

(5) The Reserve Banks would utilize their own funds to
carry out guarantees made under the bill.

The pending bill would repeal the appropriation of about
$139,000,000 available under existing law for industrial loan opera-
tions of the Reserve Banks, and Govermment appropriations would no
longer be used for this purpose.
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business, Term loans amortized out of profits meet this need, This type
of financing is particularly suttable for small businesses that need a
substantial period of time to retite loans by gradual repayment from
earnings.

There has been considerable objection from some of the larger
banks to S. 408 on the ground that the smaller banks, in cases where the
amount of the loan was beyond their legal limit, would resort to the
guarantee even though the loan was of such quality that it could be made
without the guarantee by giving participations to their correspondent banks
or other benks in the community. In order to meet this objcction, the
Board recommends that the Committee adopt the suggestion of the Fedcral
Advisory Council of the Federal Reserve System by inserting in the bill a
provision thet the guarantee shall only be available "when it appears to '

the satisfaction of such FTederal Keserve bank that the business enterprlse
is unable to obtain requisite financial assistance on a regzsonable 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 bill,

It should be borne in mind that the Reserve System has had the
authority under 13b for the past thirteen years to mske direct Toans 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 judegment, and that neithgr 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 morc 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 Banks! net earnings or surplus. I am sure that

this responsibility placed on the officers and directors of the Reserve
Banks, under regulations and supervigion of the Board of Governors, will

not encourage easy and unsound credits on the part of the private banks,

Under section 13b Federal Reserve Bonks handled some 3500 appli-
cations for commitments and advances, aggregating about 560 million dol~
lars. Similerly, under the V-loan program, 8771 authorizations for
guarantees of war production lcans, aggregating ncarly 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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BOARD PF GOVERNORS
F THE
FEDERAL RESERVE SYSTEM

i

STATEMENT OF CHAIRMAN ECCLES
RE
SENATE BANKING AND '‘CURRENCY COMMITTEE

e
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Mr. Chairman Members of the Com+ittee: s

/

I am glad to have an oppoftunity to/appear here this morning in
order to urge the pxssage of S, 408

/

The bill had\two sections{ The/first one repeals section”13b
of the Federal Reserve Act and provides for The return to the Treasury of
approximately 139 millior\ dollars that Avas set aside from the gold
increment to enable Federa\ Reservep Q&ﬁks to make direct loans to in-
dustrial and commercizl DusNiesses. lhc sccond sectlon of the bill sub-

stitutes for the direct lend a would eneble
Federal HReserve Banks to guaralte , ns by chartered banks

particularly to small and mediuésije businesses that need capital for
periods up to ten years. ! ——

It is important to/emphasi¢e that the principal purpose of the
bill is to make term loans gspecia to smaller businesses for the pur-
pose of providing them with necessa pital that they could not other-~
wise obtain. It will £i14 a gap injpriwgte financing that now exists in
enabling these enterprigks to obtain essefgtial financing. The costs of
going to the capital kets for smill busMpess are prohibitive. Likewise,
many banks properly fgel that they Pannot eXtend some term credits for
from five to ten yeays without- some%protectl as prov1ded by this biill,
It amounts to a foryl of spreading the risk by yroviding insurance for o
fee. It is not th¢ purpose of thisi bill, howevgr, to provide guarantees
for either short fr long-term flnunplng which badNks can and should extend
without assistante.

The /basic need of the smaller, independent)y owned business
enterprises ¥s for long-term funds, Some businesses n¢ed funds for
modernizatign of plartand equipmenf and additional facilities. The need
also arised from the sharp increase in prices and greatl}, expanded volume
of businebs resulting in > much larger volume of accounts Yeceivable and
of invenftories. Because of these 'various factors many entedprises whose
financjng needs have ordinarily been met through current borrgwings now
need Z funding of their short-term obligations into a term lo

o/ a loan rather than on an equit& basis because they do not wish "
ock ownership tc be diluted or £o run the risk of losing control

i
y
¢
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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 w1tn ghe grlvate king system. Credit judgment and responsibility
would remain primarily with the‘lendiné bank. Loans guaranteed would
originate with Jocal banks dealing with local people whom they know and
with whose character, capability and c¢apacity 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 Rescrve Benk the guarantes would
be made promptly available without refcrring the maticr Lo any agency in
Washlnggon. Each loan would have to be passed upon by the Federal Reserve
Bank. here 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 thc country
would have convenient access to a guaranteeing agency if nceded. The Fed-
eral Reserve System, which is a permanent orgsnization created by Congress
and responsiblie to Congress, is especially queliried to provide this
service because of its close contacts and daily relationships with banking
instivutions. 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 loang. The presont
maximum rate under section 13b is 5 per cent and it is contemplated that
the initial meximum rate under the new lcgislation would be the same.
Within this limit, which may be subject to change with changing conditions,
interest rates would be determined Yy the borrower and the bank., Guarantec
fees charged would be specified percentages of the interest rate, graduafea
according to the percentage of the loan guaranteed. The method woul
similar Lo that used in Lhe V~IOAH Program, whon guarantce fees 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

ortion of the loans without guarantee and this will be a deterrent on
their making undesirable and risEy 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 cnd prudence in passing upon
credits.

Business and credit conditions at present end at some other
times may not be such as to require extensive use of the guarantec
authority. However, the Reserve Banks 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 nced is often relatively
small. Many loan demands do not exceed $10,000 and relatively few excced
$100,000. The bill is intended and designed primarily to help the smaller
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enterprises., The larger ones, as a ruleys do not need this sort assist-
ance because they can go te the capite) market and raise. fundg/either by
bonds or equity financing.

The guarantee service,/As provided in this bill would be avail-
able in the fufure, as it has Ji the past, without disgfimination for all
banks, whether members of the/Federal Reserve Sysfem Ar not,

It would be illfadviscd and shortsighted, in my opinion, for
Congress to repeal section 13b in order that the/139 million dollars of
Government funds therglnder may be returned tosthe Trcasury and fail to
provide this proposgd alternative autherity the Federal Reserve Banks.,
The proposal is thZ result of long and extefsive experience which the Fed-
eral Reserve Sysyem has had in connectionAvith the loan guarantee principle
It is a tried gAd tested principle exempXified in Federal Housing Adminis-
tration loang/as well as in loans to yfterans. This bill is a means of
aiding the grivate hanking system ofAhis country to mect pertieularly the
longer tepfm financing needs of the/Smaller business institutions without
assuming’ excessive risks, y

Nl
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Although large corporations secure o substantial amount of
funds through term loans, the greater part of their need for long-term
funds is met through security issues, & source not available to small
concerns. The amount of long-term funds that the individual enterprise
needs is relatively small. Many of these loan demonds do not exceed
$10,000 and relatively few exceed $100,000.

It is recognized thet business and crealt conditions at present
and at cther times moy not be such as -xtensive use of the
guarantee authority which this bill provides. However, the Reserve Banks
should have a stand-by authority of this kind in order that partial guar-
antees may be promptly avalleble whenever necded. The Federal Reserve
System, which is a permanent orgenization created by Congress and responsible
to Congress, is especiclly qualified to provide this service because of its
close contacts and deily business relationships with banking ingtitutions.
Moreover its responsibilities for meintaining sound credit conditions make
it the appropriate agency for this purpose.

Guaranteecs Are a Tested Method

The system of providing financial assistance through partial
guarantees of loans no longer involves untried principles and procedures.
For many years the Federal Reserve System has had experience in making
and guaranteeing business loans under section 13b of the Federal Reserve
AcT, thoug the zuthority of the Federal Reserve Banks under that sec-~
tion was restricted, they approved 3,542 app11uat10ns for commltmenﬁs '
end advances amounting to $566,000,000, and their personnel gained a fund
of knowledge and Tralning in this type of financing. Interest and fees
collected exceeded expenses ond losses.

During the wer the Federal Reserve System acquired valuable
experience in the administration of the V-loan program for guaranteeing
war production loans. Under that program they processed 8,771 guarantees,
aggregating nearly 10-1/2 billion dollars. The guarantee fees collected
far exceeded expenses and losses sustained o~nd the operation resulted in
a very substantial profit for the Govermment. The pending bill follows
the guarantee principle which was applied under that program, and financing
institutions are already familiar with the services of the Reserve Banks
in that field.

The President hes reccmmended that funds heretofore received
by the Federal Reserve Banks for their industrial loan operations be re-
turned to the Treasury. Consequently, it seems probable that the first
section of the pending bill, which would carry out the President's recom-
mendation, will be enacted. That section, however, would also repeal the
existing industrial loan authority of the Reserve Banks. Accordingly,
unless there is sufficient support for the gsecond section of the bill
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enterprises. The larger ones, as a rule, do not need this sort of assist-
ance because they can go to the capital market and raise funds either by
bonds or equity financing,

The guarantee service, ag provided in this bill, would be avail~
able in the future, as it has -in the past, without dlscrlmlnatlon fo” ' all
tanks, 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 dollzars of
Government funds thereunder may be returned to the Trecasury and fail to
provide this proposed alternative authority to the Federal Reserve Bonks.
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 privatc 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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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 responsibtility
would remain primarily with the lending benk. Loans guarentced 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 Rescrve Benk the guarantee would
be made promptly available without referring the matter to any ageney in
Washington. Each loan would have to be passed upon by the Federal Reserve
Bank. There would be no hlanket approval. The twelve Federal Reserve
Banks and their twenty-four branches provide a2 regional orgenization
through which local financing institutions in all parts of the country
would have convenient access to 2 guaranteeing agency if nceded. The Fed-
eral Reserve System, which is a permanent organization created by Congress
and responsible to Congress, is especially qualified to provide this
service because of its close contacts and daily relationships with benking
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-locan program,
a maximum intcrest rate would be set for guaranteed loans. The prescnt
maximum rate under section 13b is 5 per cent and it is contemplated that
the initial maxdmum 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 detcrmined by the borrower and the bank., Guaranteec
fees charged would be specified percentages of the 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 fees 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 detorrent on
their making undesirable and risky loans. The steenly graduated guarantee
fees will induce banks to carry as much of the risks as possible and thus
cause them to exercise careful judgment cnd prudence in passing upon
credits.,

Business and credit conditions at present end at some other
times may not be such 2s to require extensive use of the guarantec
authority. However, the Recscrve Banks should have a2 stand-by service of
this kind to render to busincss and industry when necessary. The amount
of long~term funas that individuel enterprises may nced is often relatively
small., Many loan demands do not 2xceed $10,000 and relatively few exceed
$100,000. The bill is intended and designed primarily to hclp the smeller
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