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REGULATION V

LOAN GUARANTEES FOR DEFENSE PRODUCTION

To All Batiks, Other Financing Institutions and
Others Concerned in the Second Federal Reserve District :

W e  quote below from  a letter which we recently received from  the Board of Governors of 
the Federal Reserve System :

It has come to the Board’s attention that a number of financing institutions have indicated their 
reluctance to participate in the current Y-loan program for financing defense production because 
of their fear that, after full payment of a guaranteed loan secured by an assignment of the contrac
tor’s claims under his contract, the Government might recover from the assignee financing institution 
amounts claimed by the Government against the contractor. Apparently, this fear has been prompted 
largely by certain recent rulings of the Comptroller General with respect to the Government’s right 
of recovery from an assignee bank on account of price revision, renegotiation, or tax claims against 
the contractor.

In this connection, some banks have raised the question whether, in the event of such recovery by 
the Government from an assignee bank, the amounts recovered would be regarded as constituting a 
“ loss on the loan”  within the meaning of the standard form of guarantee agreement so that the 
guaranteeing agency would be obligated to share the resulting loss to the bank according to the speci
fied percentage of guarantee in the particular case.

It is believed that under the present form of guarantee agreement this question clearly should be 
answered in the affirmative. However, the fact that many banks appear to be concerned by the 
question has suggested the desirability of a clarifying amendment to the form of guarantee agreement. 
This matter was recently discussed at a meeting with representatives of the guaranteeing agencies and 
it was their feeling that such an amendment is desirable.

Accordingly, after consultation with the guaranteeing agencies, the Board has prescribed the fol
lowing amendment to the standard form of guarantee agreement of September 27, 1950:

“ Within the meaning of section 2 (A ) and 2(C ) of this agreement a loss on the loan shall 
include any amounts which may have been received by the Financing Institution and applied by it 
to reduction o f the loan but which are subsequently recovered from the Financing Institution, 
either before or after the date of settlement, by the United States or by any person lawfully 
entitled to such recovery.”
This provision should be incorporated as a supplemental section or otherwise in guarantee agree

ments hereafter executed by the Federal Reserve Banks as fiscal agents on behalf of the guaranteeing 
agencies. The provision may also be incorporated in guarantee agreements heretofore executed, if 
desired by the financing institution, upon authorization by the guaranteeing agency in each particular 
case.

Additional copies of this circular will be furnished upon request.

A l l a n  S p r o u l ,

President.
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