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July 2Lf 1950. 

The Defense Production Act of 1950 would car iy out the steps 

toward economic preparedness recommended by the President i n his message 

of July 19 to the Congress. Because of the r e s p o n s i b i l i t i e s which the 

Congress has placed upon the Board i n the c r e d i t and monetary area , we are 

especia l ly in terested i n those provisions of the b i l l r e l a t i n g to the 

guarantee of defense production loans and the regula t ion of consumer and 

r e a l estate c r e d i t . We a re , there fore , addressing t h i s statement p r i -

mar i ly to the reasons why we bel ieve that these provisions should be 

promptly enacted as a part of the broad l e g i s l a t i o n needed to meet the 

present s i t u a t i o n . 

Guarantee of Defense Loans 

Section 301 of the b i l l would authorize the President to r e i n -

s t i t u t e a guarantee program s imi la r to the V- loan program operated by the 

Federal Reserve System during World War I I . The proposed program would 

be confined to the guarantee by the nat ional defense procurement agencies 

of loans made by banks and other f i n a n c i a l i n s t i t u t i o n s to contractors to 

f inance the production of defense mater ia ls needed by the United States i n 

the present emergency. This program i s not to be confused w i th various 

proposals advanced i n post-war years f o r the peacetime guarantee of busi -

ness loans. 

The f inancing problems of contractors engaged i n defense produc-

t i o n , p a r t i c u l a r l y where they are small and medium-size, are unique i n 
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character . The loan guarantee mechanism here proposed provides an e f f e c -

t i v e solut ion of these problems. Contracts f o r essent ia l defense mater ia ls 

o f ten require much larger f inancing by contractors than they are able to 

command under ordinary f inancing pract ices. I t can make possible maximum 

p a r t i c i p a t i o n by numerous smaller business enterprises i n the Government's 

defense production program, p a r t i c u l a r l y those who do not themselves have 

d i r e c t Government contracts but whose work as subcontractors i s essent ia l 

f o r prompt performance on the larger prime contracts. I t can also make 

p r a c t i c a l the awarding of more Government contracts , requir ing unusually 

large working c a p i t a l or expansion i n plant and f a c i l i t i e s , d i r e c t l y to 

r e l a t i v e l y small and medium-size concerns. Without such f inancing, these 

concerns would not be able to make a f u l l contr ibut ion to defense produc-

t i o n . F i n a l l y , where great speed is essent ia l i n the performance of 

Government contracts, the mechanism can serve to expedite the consumma-

t i o n of loans wi th a promptness which i s not always possible under usual 

procedures. 

The loan guarantee proved to be an eminently successful means 

of encouraging the extension of pr ivate c red i t f o r f a c i l i t a t i n g produc-

t i o n under Government contracts during World War I I . The guarantee pro-

gram of that period—the so-cal led V-loan program re fer red to e a r l i e r — 

was set up under Executive Order of the President i n March 194-2. Under 

tha t program, loans for war production were guaranteed by the Armed 

Services through the agency of the Federal Reserve System. The twelve 

regional Federal Reserve Banks and twenty-four branches, w i th experienced 

personnel and close d a i l y contacts wi th f i n a n c i a l i n s t i t u t i o n s , afforded 
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an already ex is t ing and well-adapted organizat ion f o r making such guar-

antees promptly ava i l ab le to contractors throughout the country. The 

Board of Governors i n Washington acted as the coordinating agency i n the 

administrat ion of the program. 

During the course of the V- loan program, bank loans to war con-

t r a c t o r s , both large and small , amounting to about $10-1/2 b i l l i o n were 

approved fo r guarantees by the Armed Services through the agency of the 

Federal Reserve System. Over 90 per cent of the number and one- th i rd of 

the amount of these guarantees were on loans to small and medium-size 

businesses; that i s , businesses w i t h t o t a l assets of less than $5 m i l l i o n . 

Notwithstanding the great volume of loans handled, the program was s e l f -

supporting; receipts of the Treasury from the program exceeded expenses 

and losses by $23 m i l l i o n by the end of 194-9. Without the program, the 

production of war mater ia ls would have required more Government f inancing 

through d i rec t lending and other means. 

For the reasons indicated, the Board f e e l s that the program of 

guaranteed loans which would be authorized by Section 301 of the b i l l 

would const i tute an essent ia l part of any plan f o r expedit ing d e l i v e r i e s 

under defense production contracts. I f the President should see f i t 

again to u t i l i z e the Federal Reserve System f o r t h i s loan guarantee pro-

gram, the Board and the Federal Reserve Banks would immediately d i r e c t 

t h e i r f a c i l i t i e s toward i t s vigorous and expeditious administrat ion. With 

the experience gained by the System under the V- loan program during World 

War I I and wi th personnel both a t the Board and a t the regional Reserve 

Banks who par t ic ipated i n the previous operations, i t would be possible 
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to develop and put in to e f f e c t w i th in a very short time the new program 

of guaranteed loans contemplated by t h i s b i l l . 

Regulation of Consumer and Real Estate Credit 

Section 4-01 of the b i l l authorizes the President to regulate con-

sumer and r e a l estate c r e d i t . Under such author i ty minimum down payments 

on purchases, maximum m a t u r i t i e s , and other standards appropriate to l i m i t 

c red i t extension could be prescribed. Section 402 of the b i l l would 

strengthen the President 's author i ty to c u r t a i l Federal f inancing programs 

i n the housing f i e l d when the na t iona l i n t e r e s t so requires. We regard 

these as important provisions of the proposed l e g i s l a t i o n . 

Consumer c red i t regulat ions were administered by the Board of 

Governors from September 1941 through October 1947 and again from September 

1948 through June 1949. 

Such regulat ions as might be necessary i n the r e a l estate credi t 

f i e l d under Section 401 would have to be designed to meet the specia l 

needs of t h i s area . They would have the general purpose of supporting 

and supplementing the President 's program of cu t t ing back on Federal ly 

guaranteed and insured mortgage c r e d i t . 

Authori ty f o r r e s t r i c t i o n s on consumer and r e a l estate c red i t 

should be provided f o r use to the extent necessary as an essent ia l part 

of the program f o r conserving resources fo r defense and protect ing the 

economy against i n f l a t i o n . This author i ty would help to prevent current 

and p o t e n t i a l demand from exceeding supply i n the areas a f fec ted . Accord-

i n g l y , i t would help to reduce i n f l a t i o n a r y pressure upon prices i n these 

areas. I t would help to make mater ia ls and manpower more read i ly ava i lab le 

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



- 5 -

fo r the na t iona l defense and m i l i t a r y e f f o r t , including the mater ia ls and 

manpower necessary t o expand our t o t a l productive capacity. 

The present in te rna t iona l s i t u a t i o n not only increases great ly 

the Government's demand f o r the goods and services of our economy, but at 

the same time accelerates pr ivate demand. These two add i t iona l factors 

of demand are imposed on a condit ion of already very high demand, employ-

ment, and pr ices . Even before the at tack by the Communist North Koreans 

on June 25, prices were r i s i n g and we were i n a p o t e n t i a l l y i n f l a t i o n a r y 

s i t u a t i o n . Because of developments of the past few weeks, i t i s impera-

t i v e t h a t steps be taken t o reduce or defer c i v i l i a n demands and to lessen 

i n f l a t i o n a r y pressures. 

The state of public psychology has already stimulated consumer 

buying and the accumulation of business inventor ies . I n the week ending 

July 15 department store sales rose to a l e v e l 2U per cent above a year 

ago, w i th increases ranging from 12 per cent i n the Richmond D i s t r i c t to 

39 per cent i n the Dal las D i s t r i c t . Sales of automobiles and houses have 

r isen t o record l e v e l s . 

Prices of 28 basic commodities, which had r i sen 7 per cent from 

January 3 of t h i s year to June 23, advanced sharply a f t e r the invasion of 

South Korea—10 per cent i n one month. The all-commodity index of whole-

sale pr ices , which had r isen 4 per cent by June 20, has since jumped 3 per 

cent f u r t h e r . Consumer prices began to r i se i n March and recent ly the 

advance has been f u r t h e r accelerated. Consumer prices are now higher than 

a t any other t ime, except fo r a short period i n the l a t t e r part of 1948. 

Unless prompt act ion i s taken, the country w i l l face serious 
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problems of gray markets and sp i ra l ing pr ices. Not only would t h i s s i tua -

t i o n upset our economic balance but i t would add to the d i f f i c u l t y i n 

procuring the manpower and mater ia ls necessary fo r the m i l i t a r y e f f o r t . 

One of the major factors i n the expansion of pr iva te demand i s 

the growth of mortgage and consumer c r e d i t . Since the end of 1945 > as 

shown on the attached char t , consumer c red i t has been increasing by about 

$3 b i l l i o n a year . The increase i n the past twelve months was $3-5 b i l -

l i o n and i n May was about $500 m i l l i o n , the largest increase on record fo r 

that month. This was before the Korean c r i s i s prec ip i ta ted the present 

buying spree. 

The most important segment of t o t a l consumer c red i t i s i n s t a l -

ment c r e d i t , especia l ly f o r the purchase of durable goods. During the 

past year instalment c red i t rose nearly $3 b i l l i o n and accounted f o r 83 

per cent of the increase i n t o t a l consumer c r e d i t . The ro le which i n s t a l -

ment c red i t has been playing i n the growth of demand i s i l l u s t r a t e d not 

only i n the amount of the expansion but also by the re laxa t ion i n the 

terms tinder which such c red i t i s extended. Reports of declines i n the 

required down payment are widespread and the average period of repayment 

has lengthened progressively. 

The current record ra te of r e s i d e n t i a l construction involves 

the greatest increase i n mortgage credi t which the country has ever ex-

perienced. Home mortgages made by a l l lenders i n the f i r s t ha l f of 1950 

amounted to about $ 6 - 1 / 2 b i l l i o n or a t an annual ra te of $13 b i l l i o n as 

shown on the attached char t . 

The net increase i n mortgage debt outstanding during the f i r s t 
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h a l f of 1950 ( a f t e r regular amort izat ion and other repayments) was about 

$3 b i l l i o n , br inging the t o t a l outstanding on June 30 to about $/+0 b i l l i o n . 

The home mortgage debt of t h i s country has more than doubled since the end 

of the war. 

Expansion of consumer and mortgage c r e d i t contributes not only 

to the current demand f o r labor and mater ia ls tha t go into housing and 

durable consumer goods, but also augments the demand for a l l other goods. 

The purchasing power created by consumer and mortgage cred i t enters the 

income stream where i t adds to the competition f o r goods including mate-

r i a l s v i t a l to the nat iona l defense. 

Growth of consumer and mortgage cred i t increases the volume of 

money and other l i q u i d assets. Expansion of bank loans f o r such purposes 

adds t o the growth of bank deposits. Bank holdings of both consumer 

instalment paper and mortgage paper $re r i s i n g rap id ly and are thus adding 

to the t o t a l supply of money which is already so large i n r e l a t i o n to 

current output as to provide a constant i n f l a t i o n a r y t h r e a t . Res t r ic t ion 

of consumer and mortgage c r e d i t , there fore , would help to keep w i t h i n 

bounds the quant i ty of money and other l i q u i d assets i n the hands of the 

pub l ic . 

I n normal times consumer and mortgage c red i t play a very impor-

tan t and desirable ro le i n our economic system. Without such c red i t 

widespread home ownership and mass d i s t r i b u t i o n of durable goods would not 

have been possible. I f our mass production economy is to sustain i t s ex-

pansive character i n normal t imes, ve w i l l need to have expansion of 

mortgage and consumer f inancing. However, i n order that such f inancing 
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may be of greatest value i t i s important tha t i t be used most f u l l y when 

industry i s i n a pos i t ion to meet the demands created. When industry i s 

already occupied to capacity and important resources must be d iver ted to 

the defense e f f o r t , the creat ion of new cred i t can not increase the gen-

e r a l a v a i l a b i l i t y of goods. On the contrary i t contributes to i n f l a t i o n 

and economic disorganizat ion. I f mortgage and consumer c red i t i s appro-

p r i a t e l y l i m i t e d now i t w i l l be i n a b e t t e r posi t ion to play a necessary 

and desirable r o l e whenever adequate productive capacity i s once more 

ava i lab le to meet f r e e l y consumer demands. 

Regulation of consumer c red i t should and can be f l e x i b l e . The 

previous regulat ions were t a i l o r e d to f i t p reva i l ing condit ions, w i th 

coverage and terms suited to changing circumstances. To i l l u s t r a t e , i n 

the f a l l of 1941 the regulat ion applied only to instalment c red i t r e l a t -

ing f o r the most part to consumer durable goods of substant ia l un i t cost-

automobiles, r e f r i g e r a t o r s , and the l i k e . When the country entered the 

war the regulat ion was enlarged i n scope i n keeping wi th the general 

mobi l i za t ion which took place * I t covered p r a c t i c a l l y a l l consumer dur-

able and soft goods and instalment, single payment, and charge account 

c r e d i t . A f te r the war, l a t e i n 194-6, the scope of the regulat ion was 

made even more l i m i t e d than when i t was o r i g i n a l l y appl ied. 

The decentral ized character of Federal Reserve System opera-

t ions proved w e l l adapted to the administrat ion of consumer c red i t regula 

t i o n as w e l l as to the V-loan guarantee program. Through our twelve 

Federal Reserve Banks and twenty-four branches, located i n every region 

of the country, we were able to tap quickly and e f f e c t i v e l y the informed 
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opinions of small as w e l l as large business. 

I n our experience wi th the administrat ion of consumer c red i t 

regu la t ion , the business community gave us excel lent cooperation. V a r i -

ous trade associat ions took an act ive part i n acquainting businessmen 

and the public w i t h c red i t regulat ions, and they cooperated to the f u l l e s t 

i n helping to assemble needed technica l information. Large and small 

f inancing i n s t i t u t i o n s responded generously to our requests f o r informa-

t i o n and advice. State and Federal supervisory au thor i t i es also gave us 

valuable assistance during the course of t h e i r regular work. 

With respect to r e a l estate c r e d i t , there should be an equally 

pract icable approach. The f u l l cooperation of leaders i n the mortgage 

f inancing f i e l d should be en l is ted to design a regula t ion , s i m i l a r l y 

f l e x i b l e and adapted to the changing economic s i t u a t i o n . 

The commerpial banks play a s t ra teg ic ro le i n the r e a l estate 

c r e d i t market. Any regulat ion of such cred i t w i l l have s ign i f i can t e f fec ts 

on general c red i t conditions i n which the Federal Reserve System i s 

pr imar i ly in te res ted . 

The need to strengthen our economic defenses i s no less than the 

need to strengthen our m i l i t a r y defenses. We can not a f fo rd to r i s k d i s -

rupt ing our economy by leaving i t unduly exposed to the i n f l a t i o n a r y 

pressures that are inherent i n large defense expenditures. Prompt act ion 

i s imperat ive. As the President said i n his message on the present s i t u a -

t i o n : "We must be sure to take the steps that are necessary now, or we 

sha l l surely be required to take much more d ras t i c steps l a t e r on f" 
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