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BOARD OF GOVERNORS

e OF THE
f@@ﬁ@ﬁ FEDERAL RESERVE SYSTEM

7Z-1970 (On office
WASHINGTON 25, D. C. copies only)

ADDRESS OFFICIAL CORRESPONDENCE
TO THE BOARD

December 19, 1946.

Dear Sir:

The Board has carefully considered the views expressed at
the Conference of Presidents in October, as well as those contained
in the report of its Committee on Legislation, with respect to the
draft of a proposed bill. to repeal section 13b and amend section 13
of the Federal Reserve Act, which was submitted to the Federal Reserve
Banks for comment on May 17, 1946. As the result of its further con-
sideration, the Board has made some changes in that draft of the pro-
posed billl and a copy of the revised bill is enclosed. In its revised
form, the Board expects to recommend the bill for enactment by Congress
at an eppropriate time.

The enclosed bill, like the previous draft, would repeal
section 13b of the Federal Reserve Act in its ent1rety,w1th a pro-
vision for repayment by the Federal Reserve Banks to the Treasury of
the total amounts which have been received from the Treasury under
that section., However, ths revised bill would add s new paragraph to
section 13 of the Federal Reserve Act authorizing the Federal Reserve
Banks to guarantee financing institutions against loss on loans made to
business enterprises or to make commitments to purchase such loans.
Under the bill, no such loan could have a maturity of mbre then 10 years.
A guarantee or commitment could not exceed 90 per cent of the unpaid
balance of any loan. The aggregate amount of guarantees and commitments
‘could not exceed the combined surplus of the Federal Reserve Banks; and
the aggregate amount of guarantees and commitments with respect to large
loens, that is, guarantecs end commitments individually in excess of
$100,000, could not be more then 50 per cent of the combined surplus
of the Reserve Beanks.

It will be noted that the revised draft of ths bill contains
no authority for direct advances by the Federsl Reservo Banks. In the
judgment of the Bosrd, the sttitude of Congress would be unfavorable to
the making of direct losns end therefore it is believed that the omission
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of this authority will increase the chances of enactment of the bill.

Some of the limitations mentioned above, although not as restrictive,

are similar in purpose. to those recommended by the Presidents and have
been included in the light of the suggestions received from the Presidents
and with the hope that they will enhance the prospects of the bill's
passage.

There is enclosed an explanatory statement with respect to
the proposed bill which the Board expects to use in presenting the
bill to Congress.

Enclosures 2

TO THE PRESIDENTS OF ALL FEDERAL RESERVE BANKS
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A BILL

To repeal section 13b of the Federal Reserve Act, to amend
section 13 of the said Act, and for other purposes.

Be it enacted by the Senate and House of Representatives
of the Unlited States of America in Congress assembled,

Section 1. Repeal of section 13b of the Federal Reserve Act.
Section 13b of the Federal Reserve Act is hereby repealed; but such re-
peal shall not affect the power of any Federal Reserve Bank to carry out,
or to protect its interest under, any agreement heretofore made in carry-
ing on operations under that section. Within sixty (60) days after the
enactment of this Act, each Federal Reserve Bank shall pay to the United
States the aggregate amount which the Secretary of the Treasury has here-
tofore paid to such bank under the provisions of section 13b of the Fed-
eral Reserve Act, together with any net earnings thereon for the period
from January 1, 1947, to the date on which such payment to the United
States is made; and such payment shall constitute a full discharge of
any obligation or lisbility of the Federal Reserve Bank to the United
States or to the Secretary of the Treasury arising out of subsection (e)
of said section 13b or any agreement thereunder.

Sec, 2. Amendment of section 13 of the Federal Reserve Act.
Section 13 of the Pederal Reserve Act, as amended, is hereby further
amended by adding at the end thereof the following new paragraph:

"Subject to such limitations, restrictions and regulations
as the Board of Governors of the Federal Reserve System may prescribe,
any Federal Reserve Bank may guarantee any financing institution against
loss of principal or interest on, or may meke a commitment to purchase
and thereafter purchase from & financing institution, any loan made to
a business enterprise which has a maturity of not more than 10 years.
No Federal Reserve Bank under this paragroph shall guarentee or meke a
commitment to purchase more than 90 per cent of the unpaid balance of
any loan. The aggregate amount of guarantees end comnmitments of the
Federal Reserve Banks under this paragraph cutstanding at any one time,
together with the smount of loans acquired thereunder and held by them
at the same time, shall not exceed the combined surplus of the Federal
Reserve Banks at such time; and the aggregate amount of such guarantees
and commitments outstanding at any one time and loans held at the same
time, which individuslly are in excess of $100,000, shall not exceed
50 per cent of the combined surplus of the Federsl Reserve Banks at
such time."
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STATEMENT IN CONNECTION WITH PROPOSED BILL
TO REPEAL SECTION 13b AND AMEND SECTION 13 OF THE
FEDERAL RESERVE ACT

The Board of Governors of the Federal Reserve System recom-
mends for the favoreble consideration of the Committee on Banking and

Currency the attached draft of a bill which has for its purpose the
revision of the authority of the Federal Reserve Banks to guarantee
financing institutions against loss on loans made to business enter-
prises. ©Such guarantees by the Reserve Banks would require no.appro-
priations by Congress.

The Federal Reserve Banks ere especially qualified for pro-
viding financial assistance to business enterprises through commercial
banking channels, They hold the reserves of member banks, they provide
discounting facilities for member banks, they collect their checks, and
they administer many of the govermmental regulations affecting banks.
In numerous ways the Reserve Banks have long been in close contact with
‘commercial banks and business enterprises in their districts and are
fully acquainted with their problems. Since the Federal Reserve Banks
are permanent institutions with experienced personnel, the Board feels

-that whatever financial assistance is to be provided under governmental

authority for business enterprises through commercial banks should be
extended by the Reserve Banks.

During the war, the Federal Reserve Banks gained valuable
experience in the administration of the V- and T-loan programs for
guaranteeing war production and contract termination loans. Under
those programs, the Reserve Banks, as of September 30, 1946, had
processed 8,771 guaranteecs, aggregating nearly 10-1/2 billion dollars,
losses belng relatively small and substantislly less than the guarantee
fees collected. The proposed bill follows the guarantee principle which
was applied under those programs; and financing institutions are already
familiar with the services of the Reserve Banks in that field. Accord-
ingly, the bill would not involve the establishment of any new govern-
mental agency or the application of untried principles.

Even though business and credit conditions at eny particular
time may not be such as to require extensive use of the guarantee
authority which the Reserve Banks would have under this bill, it is
desirable that such authority be made a part of the law in order that
it may be promptly available in periods when conditions are such that
the need may be greater.

Provistone of the Bill

The proposed bill contains two sections. The first section
would repeal section 13b of the Federal Reserve Act which contains the
present authority of the Federal Reserve Bapnks to make and guarantee
industrial loans., In doing so, it would require the return by the
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Federsl Reserve Banks of all funds heretofore received by them from

the Treasury in connection with their industrisl losn operations and
would eliminate any further claim upon the Treasury for any part of

the $139,000,000 which was appropriated for this purpose. The second
section of the bill would add a2 new paragraph to section 13 of the
Federal Reserve Act in order to continue the suthority of the Federal
Reserve Bsnks to guarantee financing institutions against loss on loans
made to business enterprises or to make conmitments to purchase such
loans, but on a more effective basis than at present. In carrying out
operations under such suthority, the Federel Ressrve Banks would utilize
their own funds and no use of Treasury funds or any appropriation by
Congress would be recuired.

I+t wili be recalled that when section 13b of the Federsl
Reserve Act was enacted in 1934, ebout 139 million dollars was ap-
propriated out of the miscellaneous receints created by the increment
resulting from the reduction in the weight of the gold dollar, in
order that the Secretary of the Treasury might meke advsnces to the
Reserve Banks for the purposes of industrial losns. About 27 million
dollars has been received by the Reserve Banks from the Treasury
under this authority. Under the provwosed bill, the funds received
would be returned to the Treasury eand tihe apprcpriation would be re-
pealed. Thus, 139 million dollars would no longer be earmerked for
payment to the Reserve Banks and would therefore be available for
other governmental purposes.

Revision of Existing Autho:itz of»Reserve Benks

The Board recommends the repeal of secticn 13b of the Fed-
eral Reserve Act because thet section contains restrictive provisions
which seriously impair the authority of the Federal Reserve Banks to
lend the assistance to business which it is believed the Act was in-~
tended to provide. These restrictions require that loans be made for
working capital purposes, that they be made only to established enter-
prises, that they have maturities of five years or less, and that the
portion of the lggn guaranteed may not exceed 80 per cert. When sec-
tion 13b was added to the Federal Reserve Act in 1934, the need was very
largely for working capitsl finanecing. However, experience has shown
that many of the loans applied for involved the use of the proceeds for
both working capital purposes and the acquisition of fixed assets and
the repairing and modernising of plents.

In lieu of the restricted suthority contsined in the present
law, the second section of the proposed bill would authorize the Federal
Reserve Banks to guarantee loans made by financing institutions to busi-
ness enterprises. This suthority would be subject to appropriate limi-
tations. No loan guaranteed could have a maturity of more than ten
years. While the percentage of the loan guaranteed by s Federal Reserve
Bank would vary with specific cases, it could not exceed 90 per cent in
any instance; in other words, the commercial bank would be required to
assume at least 10 per cent of the risk involved in any loan. The
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aggregate amount of all guarantees and commitments could not exceed
the combined surplus of the Federal Reserve Banks; and, in order to
insure the availability of guarantees for loans to smaller businesses,
the aggregate amount of all guarantees which are individually in ex-
cess of $100,000 could not exceed 50 per cent of the combined surplus
of the Reserve Banks. All operations of the Federal Reserve Banks
under this section would be subject to the regulatory supervision of
the Board of Governors.

Direct Lending Eliminated

Authority for the meking of direct loans by the Federal Reserve
Banks, now contained in section 13b of the Federal Reserve Act, would
be eliminated under this bill. The basic purpose of the proposed legis-
lation is to assure an adequate flow of private credit to small businesses
in times of need. The Federal Reserve Banks would not be placed in com-
petition with the private banking system. Under the bill, the loans
would be made by local banks dealing with local people whom they know
and with whose character, capability and capacity they would be femiliar.
To the extent that the banks might make such loans without reliance upon
a guarantee, so much the better. However, if for any reason the local
bank should desire a guarantee, the support of the Federal Reserve Bank
would be promptly available in suitable cases without the necessity of
referring the matter to any agenecy in Washington for approvel.

The Board feels strongly that any governmental assistance
in the financing of small business should be extended by means of
guarantees through the regular banking channels in the manner provided
by this bill rather than through direct loans by governmental agencies.

Moreover, under this bill the Federal Reservé Banks, WHi¢h &re permmment
institutions, would usé their own funds, rather than funds derived from
texasisn or governmental borrowing, for the purpose of aiding in the
financing of business enterprises, and there would appear to be no
necessity or justification for permitting any agency of the Government
to use governmental funds for this purpose.
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