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Term Lending to Business 

This volume is an account of an impor
tant development in the financing of busi
ness. In 1934 term loans were insignificant 
as bank assets; by 1940 they had increased 
to major proportions. By 1942 term loans 
were playing an important part in the 
financing of war production. 

Term loans fall within the medium-term 
credit market, defined as including credits 
of from one to fifteen years' duration. Com
mercial hanks, life insurance companies, 
the Reconstruction Finance Corporation, 
and the Federal Reserve hanks serve this 
market. 

Term Lending to Business makes a crit
ical examination of term lending, its mar
ket, the credit standards and practices rel
evant to it, its use by borrowers, and its 
_t>roblems for lending institutions. 

Studies in Business Financing 

Term Lending to Business is the :first in 
a new series on business financing. Early 
in 1940 the National Bureau of Economic 
Research as part of its Financial Research 
Program began the study of changes in the 
financial structure and behavior of Amer
ican business since the beginning of the 
century. This study, known as the Business 
Financing Project, has been conducted 
under grants (rom the Association of Re
serve City Bankers and the Rockefeller 
Foundation. 
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Preface 

EARLY IN 1940 the National Bureau of Economic Research, 
under its Financial Research Program, inaugurated a series 
of technical studies of the financing of American business. 
Research activities were supported by grants from the Associa
tion of Reserve City Bankers and the Rockefeller Founda
tion. Term Lending to Business is the first publication of the 
Business Financing Project. 

The objectives of this project have been threefold: first, 
to trace from business accounting records the structural and 
cyclical changes that have occurred in the financial organiza
tion of business enterprise since the turn of the present century; 
second, to determine the cross-sectional pattern for recent 
years of business credit demands; and third, to describe the 
adaptations that financing institutions providing short- and 
medium-term credit have made over the past decade in re
sponse to changing demands for their services. 

Work on these objectives was organized into two divisions, 
one entitled "Changes in the Financing of American Business 
Enterprise, 1900-1940," concerned primarily with the first 
objective; the other division, "Contemporary Relations Be
tween Business Enterprise and Financial Institutions," devoted 
specifically to the second and third objectives. 

The collection and analysis of many primary materials has 
been required for each of the project's divisions, and has 
made necessary the preparation of a number of special tech
nical studies. Two volumes are now being prepared, on the 
basis of findings in the technical studies, to provide a broad 
analysis of the results of the investigation. This volume is one 
of five technical studies developed under the second division 

vii 
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of the work. Others to be published later will deal with the 
market pattern of business credit, accounts receivable financ
ing, field warehousing, and instalment financing of commercial 
and industrial equipment. 

Despite the number of irtstitutions now supplying funds to 
business concerns, and the variety of methods which they 

. employ, a good deal of the literature on banking, including 
most of the textbooks used in American universities, fails to 
give an accurate and realistic treatment of the structure and 
functioning of the supply side of the market for short- and 
medium-term business credits. In part, this is due to the 
rapidity with which the market structure has changed. Con
sequently, the five technical studies mentioned above may be 
viewed collectively as contributing to our knowledge of major 
adaptations that the banking system has in recent years made 
to the changed demands of business for credit. 

One of the more important and well-recognized of the 
adaptations made during the past decade is the term loan. 
The purpose of this study is to trace the development of this 
type of business credit, to describe the characteristics of the 
market wherein term loans are made, to state and appraise 
the methods whereby lenders seek to limit their risks, and 
to analyze factors affecting the position of such credits in the 
American economy. In addition to published financial informa
tion, data were secured by Dr. Jacoby and Dr. Saulnier 
through personal interviews with a large number of loan 
officers of lending agencies in leading financial centers of the 
United States and officials of bank supervisory agencies, and 
through the circulation of a detailed statistical questionnaire 
dealing with the characteristics of medium-term credit among 
banks whose officers have memberships in the Association of 
Reserve City Bankers and among a group of large life in-. 
surance compames. 

The cooperation that the collaborators have received from 
officers of commercial banks, insurance companies, Dun and 
Bradstreet, Inc., the Board of Governors of the Federal Re
serve System, the Federal Reserve Banks .of New York, 
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Philadelphia and Chicago, the Federal Deposit Insurance 
Corporation, the Office of the Comptroller of the Currency, 
and the Reconstruction Finance Corporation has been cordial 
and helpful. \Ve are deeply indebted to the officials and to the 
agencies represented for the information and materials that 
they so generously provided. Without such assistance, this 
study would have been much less comprehensive and adequate. 

One of the authors of this study, Dr. Neil H. Jacoby 
served as a member of the research staff of the· National 
Bureau of Economic Research on leave of absence generously 
granted by the University of Chicago. The National Bureau 
takes this opportunity to express its appreciation to the Uni
versity of Chicago. 

RALPH A .. YOUNG 

Director, Financial Research Program 
Julv 1942 
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Summary of Findings 

A "TERM LOAN" IS A LOAN to a business ehterpd~d that i.s re~ 
payable, according to agreement between borrow~r: ~nd le:O.der: 
after the lapse of more than one. year. S~ch -ioans fall ~ithiri 
the "medium-term" credit market, which is. defirt~d for pur~ 
poses of this study to include credits-that run {or. more thafi 
one but not more. thah; fifteen years. Since 1933 £our type~· 
of financial institutions· have directly extend~d tnedium-term 
credit, so:.defined,· to American business enterprises on a,'btpa:d 
~cale~ommercial banks, life insurance companies;· th~ "':Re~ 
construction Finance Corporation and Federal Reserv~' b~~~= 
Findings of broad significance arising; ·from· a .study. ·c)f ihd 
present-day market for me'di,uni~term business cr.edit' a:r·~~ _: ~ 

- ' > .r ., J ' ~ 'r 

1. Term loans by banks and. P!ivite P?r£.haSes _of ined~~tji.~ 
tenn· bonds or notes by insurance ·compa·nies have'-ejperiehted 
enormous growth and h~ve_ tended -~o _ ~splace short-term 
loans .and public issues. of securities through i~vestm<?~t.~
ers as methods of.buslness financing._ At the.end of .1940~ferm.. 
loans comprised nearly.'a thi~d of the commerdat·~nd- iddifs~~ 
trial loans and about 12 -percent of an· loaris helcf.by- -~o'm~~ 
mercia! banks. · · · · · : · > :· · · :.: :1 : · 

2. Private .financial instit~tions are .dominanLi~ :.thilJi~ld:. 
of credit, the operations of the public agend~s '·bein~( minor_ 
in scope and non-competiti~e in nature. . . · . 

3. Term loans have been a method of financing compara-' 
tively large businesses. The. public ·agencies' borrow.ers we~e;; 
much smaller than those of banks or insurance -companies; but:
even SQ, more than half the number of ·Joans granted. by 
public agencies :were made to concerns with .~otal ~ssets · o( 

- ' ~. - .. - •l 

over $100,000. · · ~: -·~ 

1 
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4. Term lending institutions have devised new standards 
and procedures for appraising credits, in order to determine 
whether a borrower can amortize a loan out of available in· 
coming cash. 

Cawe~ of Growth 

Term lending experienced remarkable growth after 1933 
as a result of an expansion in business demand for medium· 
term loans relative to the demand for short· or long-dated 
credit or equity capital, and because of the increased ability 
and willingness of financial institutions to supply such credit. 
It was given impetus by business demands for funds to 
modernize or re-equip plants and to effect savings through 
the refunding of outstanding debts at lower interest rates. 
The supply of medium-term credit expanded in consequence 
of a number of developments: growing excess reserves in 
banks, lower yields from high-grade bond investments, broader 
access to Federal Reserve credit facilities, deposit insurance, 
the example of long-term amortized mortgage loan insurance 
offered by FHA, revised practices of bank examination, changes 
in the public regulation of bank investments, the Securities 
Act of 1933, and the lending operations of public agencies. 

Structure of the Market 

The annual volume of term loans made by commercial banks 
has risen steadily in recent years: $217 million in 1938, $827 
million in 1939, and $1,352 million in 1940. Estimates of 
the medium-term business credit of all institutions outstand
ing at year-end indicate a similar growth: $1,081 million in 
1937, $1,547 million in 1938, $2,271 million in 1939, and 
$3,199 million in 1940. At the end of 1940 commercial banks 
held an estimated $2,162 million of term loans, life insurance 
companies held about $900 million of medium-term bonds and 
notes privately acquired from issuers, the Reconstruction 
Finance Corporation had outstanding business loans of $121 
million, and the Federal Reserve banks held outstandings of 
somewhat less than $16 million. 
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Twenty-six large life insurance companies and possibly as 
many as 2,900 commercial banks located throughout the 
United States held some medium-term loans at the end of 
1940, term lending being concentrated among banks with 
deposits of $10 million or more locatedin the larger centers 
of population. These private institutions had made term loans 
to about 3,800 business enterprises up to the end of 1940, while 
the public institutions had granted term credit to approxi
mately 11,000 concerns. In total, it is possible that about 10 
percent of the more than 130,000 businesses in the United 
States with total assets of $100,000 or more have obtained 
medium-term credit. 

Marked differences are found between the private and pub
lic lending agencies both in size of borrowers and in average 
amount of term loan. Insurance companies acquired medium
term bonds only. from the larger companies, those with total 
assets of $1 million or more; only 4 percent of the amount 
of commercial bank credit went to borrowers whose total . 
assets were less than $1 million; on the other hand, 19 per
cent of the amount of RFC ·loans and 27 percent of the 
amount of Reserve bank loans were made to borrowers whose 
total assets were less than $1 million. The average term loan 
of insurance companies was $3.8 million and of commercial 
banks $664,000, in sharp contrast to the average loan au
thorization of $56,000 for the RFC and $73,000 for Reserve 
banks. 

There are also significant differences in the industries of 
concerns whose credit needs were met by different term lend-
.ing institutions. Manufacturing concerns accounted for a 
larger percentage of the credit extended by each type of 
agency than did any other major industrial class. But public 
utilities, mining and extraction {including oil production) and 
financing concerns combined received nearly 60 percent of 
commercial bank term credit and over 45 percent of insurance 
company credit. Loans to manufacturing, wholesaling, retail
ing and construction concerns were relatively more important 
in the portfolios of the public than of the private agencies. 
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: 'rhere is a high degree of coopera.tion among term lending 
institutions, nearly 68 percent of the amount of bank term 
loaris and about 55 percent of insurance company and Re
serve b~mk term credit being split with several institutions. 
Less than 16 percent of RFC business credit was particpiated 
in by other lenders.: Cooperation in term lending performs 
aii ·economic function parallel to that of the underwriting 
s}rndicate irt investment banking. 

"' -· ' .. 
"" ~ . ~ 

Term Loan Characteristic&. 

:. I.:oans made ·by each type of lending institution have their 
own characteristics, but loans of the private agencies resemble 
each .·other more closely than they resemble loans of either 
public agency. · · · · 

Tenn. ,, .. 

Although more loans of commercial banks have terms of five 
~han any other number of years, about 30 percent of the num
~~r. apd 49 p'ercent of the amount of these loans have terms 
e~<:eeding _five years. Few loans have terms of more than 
ten years. Maturities of RFC loans are generally ·similar to 
~hose of commercial banks, while Reserve bank loans, legally 
limited to. five years, for the most part run less than three 
:years. Insurance companies advance longer credit~ than other 
i~stitutions, only 15 percent of the amount having terms of 
five years or less, and over half the amount maturing· after 
·~en -years.· · 

-U •e ol Fun.d& by Borrowers . .... .. . 

·A third of the amount of bank term loans provides borrowers 
.solely with. new money, principally for working capital or 
machinery and equipment. About 54 percent is used exclu
·sively for refunding purposes, chiefly to retire bonds. Medium
.term credit of insurance companies appears to have a similar 
pattern of use. Reserve bank advances are limited by statute 
~to working capital. purposes, but RFC loans have enabled 
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borrowers to finance capital expenditures or refund outstanding 
debt as well as to increase working capital. 

Collateral Security 

Only a third of the amount of bank and insurance company 
loans are collaterally secured, stocks and bonds or machinery 
and equipment in the case of bank loans and real estate in 
the case of insurance companies being taken most frequently 
on secured loans. In contrast, practically all RFC loans and 
83 percent of the amount of Reserve bank credits are secured, 
usually by a combination of the borrowers~ assets. Such security 
has be~n considered necessary by the public agencies to 'protect 
their interests in granting credit to concerns presumably un
able to obtain financing from other sources. 

Repayment Provisions 

About 72 percent of the number and 57 percent of the amount 
of bank term loans, and about 25 percent of the amount -of 
insurance company medium-term credits, -are repayable in 
equal instalments. Nearly all the remaining loans mature in 
single amounts or have relatively large final payments ("bal
loon" notes). In contrast, practically all RFC and Reserve 
bank loans are repayable in equal monthly, quarterly, semi
annual or annual instalments, because of the necessity of gear
ing repayment closely to the abilities of financially-straitened 
borrowers to "throw off" cash. In many instances, instalment 
payments are a certain percentage of sales or net income be
fore depreciation. · 

Changes in Bank Term LQan 
Characteristics and Lending Practices 

No marked change has occurred since 1934 in term, size of 
borrowers or size of loans made by banks. Such changes. in 
industry of borrower as have occurred have been dictated 
mainly by conditions of. demand for credit,. durable goods 
industries becoming more important borrower~ during cyclical 
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upswings. Howeyer, banks are tending to dispense with col
lateral security, to insist upon amortization of loans in equal 
instalments, to split loans among 'several lenders, and to in· 
crease the proportion of credit devoted to business expansion. 

·Term Lending Operatioru of Banks 

Few banks have set up separate organizations to handle 
term loans, but they have frequently employed personnel 
trained in long-term investment credits and have assigned the 
task of credit analysis to analytical units connected with bond 
or trust departments. 

Term loans are generally accompanied by agreements, 
"t~ilor-made" to fit the circumstances of each borrower, con· 
taining restrictions on the borrower's indebtedness, requiring 
maintenance of certain minimum financial conditions, sub· 
jecting management personnel and capital expenditures to con
trol of the lender, requiring the keeping of accurate books and 
records, providing for acceleration of the debt under certain 
circumstances, and specifying any collateral security that may 
be required. 

Credit standards applied by banks relate mainly to the earn
ing power of a business, whereas those of the RFC and Re
serve banks necessarily lay relatively greater stress upon 
collateral security. In determining whether applicants meet 
their credit standards, all agencies conduct thorough investi
gations and prepare analyses both of financial statements over 
the past seven or more years and of the efficiency of the 
applicant's production facilities and marketing methods in 
relation to those of other concerns in the industry. 

Term loans at the end of 1940 formed 22 percent of all 
loans held by 50 large commercial banks, and 30 percent or 
more of all loans held by five of the largest banks. They com
prised well over half of the commercial and industrial loans 
held by these 50 institutions. The industrial character of its 
territory and the attitudes and training of its personnel are 
crucial factors in determining the amount of term loans a bank 
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can develop. Given these factors, bankers consider the sta
bility of their deposits, the ratio of capital to deposits, and 
the quality and maturities of other assets, in determining what 
proportion of total assets should take the form of term loans. 
Few, if any, banks have set up special term loan reserves 
against which losses may be charged, although ~e occurrence 
of loss is a recognized contingency. Banks infrequently lend 
individual borrowers up to the legal limit, preferring to split 
very large loans with other institutions. 

Interest Rates and Costs in Term Lending 

Interest rates charged by private institutions for medium
term credit have been much lower and more variable than 
those of the public institutions. The average bank rate varied 
between 2 and 3 percent during 1940 and stood at 2.16 per
cent at the end of 1941. Yet a larger number of loans carried 
5 to 6 percent rates than any other rate, the higher rates 
on these small loans reflecting the larger costs of loan ad
ministration per dollar of funds advanced. To limit these costs, 
many banks will not make term loans of less than $50,000 or 
$100,000. For the most part, medium-term issues privately 
purchased by insurance companies have yielded Z to 3 percent. 
In contrast, rates of all Federal Reserve banks have varied 
within a range of 3 ~ to 6 percent, while the standard rate of 
the RFC has been 5 percent, a few loans carrying 4 or 6 
percent. 

Compared with the loan rates of the private institutions, 
these rates have not as fully reflected differences in the risks 
and maturities of loans and the costs .of administering them. 
That they have been low, relative to the risks assumed and 
the costs of loan administration, is indicated by the possibility 
of ultimate loss on RFC business loans as a whole, and the 
failure of Reserve banks to realize any considerable net income 
from industrial advances. The profitability of term lending to 
banks or insurance companies cannot be accurately determined 
from the data on hand. 
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Term Lending in Defense and War 

The rapidly expanding war production program has been 
paralleled by a sharp increase in war lending activities. By 
the end of 1941 the total loans of Federal Reserve member 
banks had risen by 30 percent over mid-1940; b~tween Feb
ruary 1941 and January 1942 the number of loans made 
to finance war production, and secured by assignments of 
government contracts,. increased by about six times. Com
mercial banks have made about 90 percent of these contract 
assignment loans, the RFC about 5 percent and other agencies 
the remainder. That part of the war program that has re
quired the construction of specialized plants and the creation 
of reserves of essential raw materials has been financed to a 
large extent by the RFC through its subsidiary corporations. 
Up to March 1942, these corporations had made commitments, 
including actual advances of cash, totaling nearly $10 billion • 
. Necessarily, many loans made to finance war contracts have 
been term loans. The war program has not, however, altered 
the proportion of term loans to all business loans made; this 
proportion remains, as in pre-war conditions, at about 21 per
cent~ However, marked changes have occurred in certain of 
the' characteristics of term loans. Up to mid-1941 all war 
term loans were new money loans. A further notable change 
has been the extension of ·term credits of smaller size, pre
sumably to smaller business concerns. Finally, such term lend
ing places less emphasis on collateral security and more em
phasis on the term loan agreement as a means of stipulating 
risk-limiting conditions. 



r---1-------;; 
Definition of a Term Loan_ 

AN UNDERSTANDING OF .THE SEVERAL essential elements of a 
term loan is necessary in order to appreciate fully the im
portant and unique position that such loans have come to oc
cupy in the business credit market of the United States.· The , 
basic elements that define a term loan are: ( 1) credit extended 
to a business concern; (2) a direct relationship between bor
rower and lender; ( 3) provision at time of making the loan 
that some part of the principal is repayable after the passage 
of one year.1 While particular types of collateral security, 
repayment provisions, uses of funds by ·borrowers or loan 
agreements may be associated with term loans, none· of these 
are essential characteristics. 

Term Loans Are a Form of Business Credit 

The fact that term loans are credits extended to business 
concerns serves to differentiate them from many other types 
of loans, also having terms of more than <?De year; that _are 
made by commercial banks, insurance companies and other 
financial institutions. The salient factor· is that the term lender 
usually appraises the probabilities of financial succes~ of a 
business enterprise in judging the likelihood of repayment of 
the loan at maturity. Thus the definition· of term loans ex
cludes consumer loans, where attention is focused on the moral 
and financial worth of an individual-who is not necessarily 
an entrepreneur. Also excluded are· loans to individuals. se:
cured by mortgages on residential property. In making ·loans 

1 Some writers would. add that a '"te-rm loan" is amortized out. according ·'to 
a prescribed plan. Although the major'ity of term loans are .repaid in instal
ments, it appears unwise to limit the definition in this way for reasons- stated 
subsequently. · 

9 
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of this type the lender customarily looks to the value of the 
pledged property. In contrast, even where term loans to busi
nesses are collaterally secured by real estate or other property, 
the lender generally looks mainly (or exclusively) to the 
earning power of the business rather than to the value of 
pledged property to protect himself against loss. The col
lateral security given by a business concern is usually of a spe
cialized type that cannot be liquidated by the lender to realize 
any certain amount in case of default. 

\ 
Term Loaru Involve 

a Direct Relation Between Borrower and Lender 

The circumstance that term loans involve a direct relation
ship between borrower and len.der serves to distinguish them 
from corporate bonds and debentures sold to investment 
bankers for public distribution. :Although such securities gen
erally mature more than one year after date of issuance, and 
are like term loans in this respect, there is no direct rela
tionship between the borowing enterprise and its creditors. 
Almost invariably these bonds or debentures are accompanied 
by trust indentures requiring the appointment of trustees to 
act for all security holders. In all likelihood individual se
curity holders are unknown to the borrower. The term loan 
is unique in being a medium-term credit, usually accompanied 
by a formal loan agreement between borrower and lender, 
but retaining that direct and intimate connection between 
business concern and financing agency that has always been 
associated with the busiess loan activities of commercial 
banks. 

"Private placements" of corporate securities with insur
ance companies and other institutional investors resemble term 
loans more closely than they resemble publicly marketed debt 
securities. Private placements may involve use of the same 
legal forms as those employed in the traditional investment 
bankin_g operation but they dispense with registration under 
the Securities Act of 1933, and short-circuit underwriters and 
security dealers who perform the function of breaking up 
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large loans into small units for wide distribution. The steady 
trend toward institutionalization of savings, together with the 
application of stricter controls (reflected in higher costs) of 
public distribution of securities, have led many concerns to 
"wholesale" their debt securities directly to the large invest
ing agencies. While securities privately placed by business cor
porations generally mature after longer periods than do term 
loans, and in fact "straddle" the medium-term and long-term 
business credit markets, it would be illogical to differentiate 
medium-term private placements from term loans. Mth media 
compete in the sanie credit market. 

Term loans are closely related to, but are to be differentiated 
from, purchases by banks of instalment contracts arising from 
the sale of commercial and industrial equipment. The bulk of 
such instalment paper pays out over periods exceeding a year, · 
and in a sense reflects the e~tension of term credit to the 
buyer of the equipment as well as to the seller who transfers 
the contract to the bank. There are a number of reasons why 
it is inadvisable to regard the acquisition of such instalment 
contracts by a bank as term lending. First, the majority of 
these credits are secured not only by the particular income
producing equipment involved and by the name of the buyer, 
but also by the name of the seller, thus producing a credit 
appraisal problem different from that usually encountered in 
term lending.2 Second, instalment financing of income-produc
ing equipment often involves use of financing plans under 
which many buyers purchase equipment from a single seller 
upon identical terms-a feature not characteristic of term 
loans. Third, bankers have extreme practical difficulties, in the 
records of their personal loan or time sales financing depart-

2 A minor fraction of instalment paper arising from the sale of commercial 
and industrial equipment is sold to banks and finance companies by the manu
facturers or distributors <without recourse. In such cases the lender is protected 
only by the promise of the buyer to pay the debt and the right to repossess the 
equipment in case of default. It must be conceded that there is no real distinc
tion between the credit problem posed for a bank purchasing such a contract 
and the credit problem raised when a bank makes a term loan to a buyer of 
equipment, repayable in instalments and secured by title to the equipment pur
chased with the proceeds of the loan. 
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merits, in separating contracts pertai~ing to consumer goods 
from those relating to commercial and industrial equipment, 
only the latter of which constitute business credits. Finally, 
and most important, even. in the case of nonrecourse paper 
the credit relationship between the ultimate borrower-the 
purchaser of the equipment-and the lender is not usually 
established directly, as is true of term lending, but is estab
lished through the seller as an intermediary. For all of these 
reasons it is inadvisable to classify purchases of contracts 
as term loans! 

Term Loaru Are Credit1 
Extended for lUore Than One Year 

The force of defining term loans to include only credits with 
maturities at time of making more than a year distant is ob
viously to exclude loans the proceeds of which may be used 
by the borrower to finance only short-period expansions in his 
operations. The traditional theory of American commercial 
banking has sanctioned certain relationships of banks ·to 
business enterprises which exclude extension of term loans. 
This traditional theory, largely evolved out of the experience 
of British banking during the nineteenth century, held that 
corrimercial bank credit would be extended in the form of 
short-term notes, given by borrowers to procure funds for 
manuf~cturing or holding commodities for sale during tem
porary peaks in activity, suc}_l as seasonal expansions. Equity 
capital or funds borrowed on long term were expected to 
satisfy all the fixed capital requirements of a business con
cern, as .well as to provide minimum working capital needs 
at seasonal low points in inventory holding or productive 
operations. 

'The early regulations of the Federal Reserve Board con
cerning the kinds of loans upon which member banks could 
get Reserve bank credit reflected this philosophy. It was a 

1 For further treatment of this type of business financing, see forthcoming 
publication of the National Bureau of Economic Research (Financial Research 
Program), Instalment Financing of Commercial and Industrial Equipment6 by 
Raymond J. Saulnier and Neil H. Jacoby. 
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natural concomitant of this theory that the banker expected 
an annual "clean-up" or extinction of indebtedness during the 
seasonal nadir in the borrower's operations. This, in theory, 
provided an annual test of the borrower's ability to achieve 
financial independence of the bank, and gave assurance that 
the ·bank was, in fact, financing only temporary expansions 
and was not permitting its funds to become part of the 
"permanent" capital of the business. 

While it is generally recognized that the breach between 
this theory and American banking practice has steadily 
widened, the theory has usually been honored in form in the 
business loan activities of commercial banks. Bankers con
tinued to take demand, 90-day, or six-month notes from bor
rowers, with a full expectation on the part of both parties 
that these obligations could not be discharged at maturity 
(without great inconvenience or embarrassment to the bor
rower) and would be renewed at their due dates.4 Business 
concerns faithfully continued to extinguish their indebtedness 
during a short period each year at one bank by borrowing on 
short term at other institutions, thus preserving the fiction 
of the annual "clean-up." This had at least the limited value 
of showing that the borower could get ·credit from another 
institution. 

Only with the advent of the term loan during the 1930's 
was there a definite break with the orthodox theory of com
mercial banking relationships with business enterprise. For the 
first time there was a frank recognition by both debtors and 
creditors that, de facto, many business debts would not 
terminate within a year, that the proceeds of loans would not 
be used wholly to finance short-lived expansions but would 
be devoted to the acquisition of fixed assets, the long-term 

4 Tangible evidence of this wen-recognized practice is presented in a study 
entitled Long Term Loans of Iowa Banks, by Fred L. Garlock, pp. 296-99. 
(Research BuUetin No. 129, Agricultural Experiment Station, Iowa State Col
lege, Ames, Iowa, 1930.) The prevailing practice of a sample of Iowa banks 
was to date notes with six-month maturities but the actual average terms of 
their credits ranged from ten to thirty-two months during the years 1914-24. 
There was a tendency for the actual average maturity of loans to increase 
during this period. 
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expansion of working capital or the refunding of long-term 
debt. Since a loan to be repaid more than one year after date 
of creation could not be considered to provide merely seasonal 
working capital, a one-year term establishes the line of 
demarcation between term loans and the traditional short· 
term business loans.1 Although there is difference in opinion 
concerning the appropriate distinction between medium-term 
and long-term business credit, for purposes of the present 
study fifteen years will be considered as the outer margin of 
medium-term loans. Loans and private placements of debt se· 
curities having terms of more than one and not more than 
fifteen years are the "medium-term" business credits with 
which we are concerned.• 

1 This limitation also applies to loans contracted in order to finance business 
transactions consummated in Jess than a year although not necessarily of a 
aeasonal nature. 

• Strictly speaking, any Joan maturing on a definite date possesses a term and 
might be caiJed a ''term, Joan, in distinction from a demand Joan or a per
petual obligation. But the phrase "term Joan" has acquired a well-accepted 
connotation in the financial community as an intermediate-term business credit, 
and this common usage is followed herein. 



r--2----.. 
Development of Term Lending 

BECAUSE THE FORCES THAT brought about the emergence of 
term lending about 1933 are almost inextricably connected 
with the factors that nourished its growth during ensuing 
years, it would be illogical to separate the problems of origin 
and development. An accurate view of the major processes 
at work in the business credit market since 1933 may be 
achieved by grouping the numerous events bearing on term 
lending into the following categories: 

1. Factors causing a relative growth in the demand by 
American business enterprises for medium-term credit, and 
especially for term loans as opposed to short- or long-dated 
loans or equity capital. 

2. Factors relatively reducing the incomes that lending or 
investing agencies could obtain, for any degree of risk as
sumption, by extending credits of other types than term 
loans. 

3. Changes in public regulation and supervision of lending 
agencies of a nature that permitted them to enter the field 
of medium-term business credit with more assurance. 

Obviously the first group of factors concerns the demand 
side of the market while the second and third relate to the 
supply of business credit. 

Relative Growth in Demand 
for Medium-Term Business Credit Since 1933 

The evidence points to the conclusion that at least since 1933 
there has been a relative shift of demand by business enter
prises from equity financing to debt financing, as a result of the 
relatively unfavorable terms on which common stocks and, to a 

1S 
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lesser degree, preferred stocks could be sold. The preference 
for creditorship that developed in the United States following 
1929 has served to increase the percentage spread between 
yields of common stocks and yields of high-grade bonds far 
beyond previous American experience or that of the indus
trialized nations of Europe.1 Unquestionably this is one of 
the influences behind recent changes in the ways in which busi
ness is financed. Entrepreneurs themselves undoubtedly pre
ferred to avoid debt and were willing to offer sizable premiums 
to purchasers of equity securities, but the comparatively large 
disadvantages of procuring funds by selling equities as against 
contracting loans worked to overcome this preference. 

Apart from this basic tendency to shift from equity to debt 
financing, strong economic and institutional forces have been 
in operation to increase, both in form and in fact, entrepre
neurial preferences for medium-term debt. The protracted in
dustrial revival which (with occasional interruptions) de
veloped after 1932 found many concerns with deterior-ated 
plant and equipment and in a straitened working capital posi
tion as a :result of the operating losses experienced during 
the downswing. These concerns required additional funds, and 
a majority found it advantageous to borrow them. At the 
same time, businessmen were vividly aware of the pressure 
that had been put upon them by commercial banks during the 
contraction period of 1929-32 to liquidate their short-term 
obligations. As a rule these credits originally had been 
extended with a realization by both banker and business execu
tive that the funds would be used to finance industrial opera
tions of a type that would not conveniently permit of com
plete liquidation at their legal dates of maturity. The runs 
on banks during the banking crisis compelled bank manage
ments to convert assets into cash at as rapid a rate as possi-

t See, for example, the treatment of this phenomenon in G. Colm and F. 
Lehmann, Economic Conuquencn of Recent American Tax Policy (Supplement 
I of Social Researclz, 1938) and by Albert G. Hart in his remarks before the 
annual conference of the American Statistical Association, Chicago, December 
1940. A. Wilfred May has given a provocative analysis of the ulient facts in 
his article entitled "American and European Valuations of Equity Capital," in 
American Economic Re'View (December 1939). 
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ble, even at the cost of severe embarrassment or insolvency. 
of their business debtors. 

It is therefore understandable that the business community 
faced the 1933-37 period of upswing with a desire to avoid 
the short-term commitments that had only recently wrought 
such difficulties for them. There was an expanded demand 
for credit, but not for the traditional form of short-term 
banking credit.2 In short, the great depression following 1929 
heightened the weaknesses latent in the old business credit 
forms. Term loans developed partly in recognition of the need 
for rewriting credit terms to conform more closely to the 
economic nature of the underlying business transactions, thus 
protecting the economy from the shock of sudden enforce
ment of unsuitable credit terms. 

The rejuvenated demand for money to modernize, re
organize or renovate plant and equipment and to finance ex-

• panding productive activities, taken together with the aversion 
of business management for short-dated bank loans, would 
normally have caused an increase in the demand for credit 
from investment bankers. In the absence of other forces, this 
would have led to an increase in the quantity of publicly 
offered corporate bonds and debentures~ But to a significant 
degree the expanding credit demand was prevented from 
expressing itself in that form. One cause was regulation of the 
securities markets imposed by the Securities Act of 1933. This 
law placed considerable burdens upon issuers, underwriters, 
and experts particpiating in the preparation of registration 

, 
2 One manifestation of this attitude is the effort exerted by business manage

ment to minimize the amount of short-term debt revealed on balance sheets. 
In accordance with accepted accounting practices only debts due in less than 
one year need be carried in the "current liabilities" section of the balance sheet, 
other indebtedness being grouped with "capital" items. Trade suppliers as well 
as financial institutions usually give great weight to the "current'' position of 
a business in judging its credi~ Consequently, one ancillary cause of the increase 
in demand for term loans, as opposed to traditional short-term banking credits, 
has been the fact that the term borrower need show those instalments of 
the loan. that are due within one year as a "current" liability. This factor has 
also exerted some influence on methods of accounts receivable financing during 
recent years. See forthcoming publication of the National Bureau of Economic 
Research (Financial Research Program), Accounts Receivable Financing, by 
Raymond J. Saulnier and Neil H. Jacoby. 
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statements and prospectuses. The expenses of securing elab
orate data and of preparing and filing registration statements 
were large. Combined, they greatly increased the costs of ob
taining credit from the public through investment bankers, 
especially for those issues of less than $10 million which 
account for the largest amount of term loans made by com
mercial banks.• From the point of view of social welfare these 
costs may have been wisely imposed. Despite them, there was 
a considerable expansion in the amount of corporate debt 
securities underwritten after 1933. Nonetheless, the Act chan
nelized some part of the demand for business credit away from 
public issues, and directed it toward loans that could be ne
gotiated without the comparatively high costs and relative 
inflexibility of public flotation. The term loan was well adapted 
to meet this changed demand, as was the private placement 
of securities by issuers directly with investing institutions.4 

Business concerns securing funds through private sales of 
debt securities {instead of public offerings) eliminate or 
reduce a number of expenses in addition to costs of registra
tion under the Securities Act. Among the savings are under
writers' commissions {unless fees are paid third parties for 
bringing issuers and purchasers together), costs of advertis
ing, costs ·of printing registration statements and prospectuses, 
outlays for engraving certificates, transfer taxes, costs of listing 
issues on securities exchanges, and costs of maintaining facili
ties for transferring securities. Greater speed in financing and 

_ more expeditious modification of loan indentures to meet 
changed circumstances of borrowers are additional, and im-

1The cost of fiotation for underwritten bond issues during 1938-39 dropped 
consistently from 7.5 percent for issues under $1 million to 3.4 percent for is
sues of from $1 million to $5 million, to 2.8 percent for issues of from $S million 
to $20 million, and to 2.4 percent for issues of $20 million and over. See Securi
ties and Exchange Commission, Cost of Flotation for R,gisttr'd Suuritin, 
1918-1919 (Washington, 1941) p. 4. 

4 Purchase of corporate securities directly from issuers without registration 
has been estimated to comprise 44 percent of the total dollar amount of domestic 
and foreign corporate issues during 1940. See House Committee on Interstate 
and Foreign Commerce, 77th Congress, 1st Session, H'arings on H.R • .f.]#, 
H.R. 5065 and H.R. 5812 (Washington, 1941) Part II, p. 366. However, it is 
likely that term loans of substantial amount are included in the "direct pur
chases'' upon which the percentage is based. See p. 528. 
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portant, advantages of private placements and term loans over 
public offerings of securities.5 Finally, the issuing corporation 
avoids public disclosure of corporate affairs, and its directors 
escape potential civil liabilities under the Securities Act. It is 
not unlikely that these factors are even: more important than 
the cost of public offerings of securities in explaining the 
growth. of term lending and direct financing. 

The major disadvantage of a private placement, from the 
point of view of an issuing concern, is lack of broad market
ability. This precludes the occasional repurchase of securities 
at advantageous prices in the open market. However, lack of 
marketability is not a critical disadvantage to the institution 
holding a private placement. It appears that the SEC will 
permit a holder subsequently to dispose of such an issue with
out registration, providing disposition is not made to so many 
buyers as to constitute a public offering, and does not occur 
so soon after private purchase as to deprive .the issue of the 
character of an "investment" by the reselling institution.6 

In fact, in order to provide for the contingency of resale, the 
formal features of marketability are generally preserved in 
an issue privately placed, such as provision for exchange of 
engraved bonds of smaller denomination for the bonds of 
larger denomination given at time of original purchase, and 
provision for registration of the issue on securities exchanges 
under certain conditions. A broader consideration is that the 
merit which public marketability has possessed, both to issuers 
and purchasers of corporate securities, has become steadily 
less through time as a result of "thinner" securities markets 
and the institutionalization of the investment process. 

A number of other forces came into play during or after 
11 Churchill Rodgers, ·"Purchase by Life Insurance Companies of Securities 

Privately Offered," Harvard Law Review, Vol. LII, No. S (March 1939). 
6 During June 19411 Equitable Life Assurance Society of the United States 

purchased $35,393,000 of first mortgage 3U percent bonds due 1971 of the New 
York State Electric and Gas Corporation. Less than four months later, on 
September 22, 1941, Equitable sold a block of $10,000,000 of this is11ue to "not 
more than twenty other institutional investors" through Salomon Brothers and 
Hutzler, as agents. See New York Times, September 23, 1941. 
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1933 that have tended to increase the demand for medium
term credit. These included the following: 

1. The sharp decline in interest rates has resulted in much 
term borrowing from commercial banks to refund outstand
ing bonds or debentures sold during past years when much 
higher interest rates obtained. Many industrial concerns sold 
long-term debt securities during the 1920's to yield 5 to 8 
percent per annum, and were able to pay them off with the 
proceeds of term loans contracted at from 2 to 4 percent per 
annum. The quantitative importance of this factor is indi
cated by the evidence that a third of the number of term 
loans, accounting for more than half of the amount of term 
credit, have been used solely by borrowers for repayment of 
debt or retirement of preferred stocks. Since the incentive 
for such term borrowing will partially disappear when in
terest rates stop falling, refunding is a less reliable basis for 
a continued high volume of term lending than is the acquisi
tion by business of new fixed or working capital. But refund
ing consistently played a role from 1933 through 1940. 

2. The growing weight of corporate taxation has reduced 
net income available for the internal financing of expansion 
and has made it increasingly difficult for borrowers to dis
charge outstanding debt according to original schedule. The 
rates of the Federal tax on corporate net income have risen 
substantially since 1933. Surtaxes on undistributed net in
comes were effective during 1936 and 1937. Beginning in 
1940, taxes were laid on "excess profits" in an effort to pre
vent the high level of industrial activity generated by the 
national defense effort from producing large business profits. 
The combined effect of these levies has been to cause expanding 
businesses to seek term loans, and to compel indebted busi
nesses to use money procured from term borrowing to refund 
debts that could not be canceled through the application of 
retained profits. Many concerns have, therefore, not only 
sought term credit, but have experienced a decline in their 
ability to get out of debt. Business taxation is an influence 
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likely to condition the demand for term loans for many years 
to come. 

3. Relatively growing labor costs have given impetus to the 
installation of labor-saving machinery and equipment or the 
reorganization of productive facilities, thus increasing the de
mand for funds to ·finance these operations. One result of 
the labor organization movement that developed throughout 
the United States with such strength after 1933 was an in
crease in the cost of labor relative to the costs· of other pro
ductive factors.7 In many industries, including the textile, 
paper, and bituminous coal industries, management has met 
this situation by the substitution of machinery for human 
labor, often offsetting higher labor costs or even reducing aver
age unit costs of production. Term loans have been pecu
liarly adapted to finance the acquisition of machinery or the 
reorganization of facilities because it is often possible to 
compute the annual dollar savings accruing therefrom and 
to gear the amortization schedule of the loan to these savings. 

Reduction in Returns Obtainable 
by Banks from Investment in Alternative Media 

On the supply side of the business credit market, the salient 
question to be answered is: What factors caused business 
financing agencies, especially commercial banks, to be able and 
willing to meet the demands for term loans that expanded 
so rapidly after 1933? The answer is to be found, first, in 
the increase in funds in the hands of commercial banks and 
other investing institutions, not investible in alternative assets 
with yields as attractive as those of term loans; and second, 

• in the actions of public financing agencies and regulatory bodies 
that enabled private credit-/granting agencies to enter the 
field of term credits with mo/e assurance. 

Underlying the expansiop' in the supply of term credit has 
been the phenomenal incr.ease since 1932 in the excess re-

7 The increase in labor costs is, of course, measured very incompletely by 
the rise in wage rates. Fully as important in many instances are the costs of 
slow-downs or shut-downs as a result of labor disputes and the cost of mana
gerial time devoted to problems of labor relations. 
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serves of commercial banks. Since 1934, excess reserves have 
rarely been less than $2 billion, except during 1937, and they 
rose to well over $6 billion during 1940. This expansion oc
curred despite substantial increases in legal reserve require
ments. Investible funds in the hands of life insurance companies 
also have grown steadily in this period. 

Concurrently with the immense expansion of the supply of 
funds available for lending by the principal private institu-

• tions participating in the term loan market, there has been a 
marked reduction in the rates of return that these· institutions 
could earn by placing their funds in other media. Average 
yields of United States Treasury obligations and of high
grade corporate bonds have fallen precipitously since 1933. 
Call loans collateralized by securities have earned only 1 per
cent per annum for a number of years. Sharp curtailment 
has occurred in the demand for loans collateralized by market
able securities, resulting in part from the increased margin 
requirements imposed by the Federal Reserve authorities 
under the Banking Act of 1935. Although personal loans 
and consumer instalment financing have provided broadening 
avenues for profitable employment of bank funds, the po
tential magnitude of such uses has not nearly matched the 
amount of idle bank funds awaiting employment. All these 
factors have swollen the supply of funds available for term 
loans~ 

Facilitating Activities of 
Public Credit and Supervisory Agencies 

Despite the emergence of broad demands for term loans 
after 1933, and a concomitant increase in the ability of com
mercial banks to meet them, it is improbable that the subse
quent burst of term lending by commercial banks would have 
materialized had there not been inaugurated certain public 
institutions and changes in bank supervisory policy. These 
greatly increased, if they did not actually create, a willingness 
of the commercial banking system to make term loans in vol
ume. Among them the following factors were significant: 
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1. Under several Acts of Congress the ability of member 
banks of the Federal Reserve System to obtain cash from 
Federal Reserve banks for items in their portfolios was greatly 
expanded. In consequence, banks could make loans maturing 
in three, five, or more years with less risk of becoming frozen. 
After their experiences of 1930-33, when the rush of the pub
lic to obtain cash had compelled many banks rapidly to liq
uidate loans and investments upon the best terms they could 
get, bankers were exceedingly sensitive to the need for liquidity 
in their loans and investments. Moved by the events of these 
years, Congress successively broadened the ability of banks 
in time of monetary stringency to rediscount or to obtain 
advances upon the pledge of banking assets. Without detailing 
these changes, it is sufficient to observe that by the end of 
1933 member banks could obtain cash for any sound asset 
held by them.8 There can be no doubt that this broadening of 
the rediscount and advance powers of the Federal Reserve 
banks exerted an important although unmeasurable influence 
upon commercial banks toward the extension of credits which, 
in case of a sudden rush to liquidity by the public, could be 
turned into cash by other means than by collection from the 
borrowers. · 

2. The inauguration in 1933 of deposit insurance by the 
Federal Deposit Insurance Corporation tended to produce a 
similar change in bankers' attitudes toward term loans but for 
a different reason.9 It was believed that the existence of in
surance would minimize the likelihood of widespread and sud
den runs by depositors for cash. It may be that greater stability 
in the deposits of small banks is reflected in greater stability 
of their deposits in correspondent banks located in larger 
cities. Whether or not well founded, this belief of bankers 
that deposit insurance increased the stability of deposits would 
per se have increased the willingness of banks to make longer 

8 The legislation accomplishing these reforms includes the following: Act of 
February 27, 1932 {47 Stat. 56, ch. 58); Act of February 3, 1933 (47 Stat. 
794, ch. 34); Act of March 9, 1933 (48 Stat. 1, ch. 1); Act of August 23, 1935 
( 49 Stat. 684, ch. 614 ). 

11 Act of June 16, 1933 (Banking Act of 1933) 48 Stat. 162, ch. 89. 
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term loans, even· without the privilege of cashing them at the 
Federal Reserve banks in case of need.10 As it was, deposit 
insurance fortified ·the influence of_ the broadened Reserve 
bank credit facilities. 

3. The activities of the Fedaal Reserve banks and of the 
Reconstruction Finance Corporation in making term loans 
directly to business concerns helped set the stage for action 
by private financing agencies in these fields. It would be in· 
correct to say that the public agencies originated term lehding, 
for there is evidence that a number of commercial banks 
made term loans prior to June 1934, at which time both Fed .. 
eral Reserve banks and the RFC were equipped with industrial 
loan powers.11 But indubitably the actions of these agencies 
educated many commercial banks in the techniques of making 
term loans. They also facilitated the extension of bank term 
credits by offering to, and taking from, commercial banks 
participations in term loans, and by assuming substantial pro
portions of the credit risks through the taking of commit .. 
ments on loans made by private agencies. The quantitative 
importance of the Federal Reserve banks and the RFC in 
the development of term lending is not adequately measured 
by the volume of term loans disbursed relative to those of 
commercial banks. Judged only by this standard, their in· 
fluence_ has been comparatively small. Up to the end of 1940 
the aggregate volume of business credit disbursed by Federal 
Reserve banks and the RFC was in the neighborhood of $300 
million, only a small fraction of an indicated term loan volume 

10 In passing, it may be noted that the deposit insurance premium of 1/12 
percent per annum of the average amount of deposits held by a bank has be
come a considerable item of expense, especiaJJy to the larger city banks. By 
preventing deposits from being costless to banks, the premium has put some 
pressure on bankers to translate cash into earning assets, including term loans. 
Although it is impossible to evaluate the influence of deposit insurance upon 
term lending in quantitative terms, discussion of the subject with many bank 
loan officers indicates that this influence has not been negligible in importance. 

11 These powers were granted by the addition of Section 13b of the Federal 
Reserve Act, Act of June 19, 1934 (48 Stat. 1105, ch. 653), and by the amend
ment of Section Sd of the Reconstruction Finance Corporation Act, Act of June 
19, 1934 (48 Stat. 1108). 
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of commercial banks of at least $2.5 billion up to that date.12 

Yet it is highly probable that the familiarity with medium
term loans gained by commercial bankers through observa
tion of, or participation in, term credits extended by the two 
public agencies was directly responsible for a very large vol
ume of term lending on their part. 

4. The inauguration of real estate mortgage insurance 
during 1934 by the Federal Housing Administration must 
also be counted as an influence that tended to expand the 
supply of term loan credit.13 Only mortgage loans that con
formed to the specifications of the FHA were eligible for 
insurance. The essential innovation wrought by FHA, in de
fining credits eligible for insurance, was to substitute a definite 
predetermined plan of amortizing a long-term loan for the 
former plan of making a medium-term loan without specific 
amortization features and with the expectation of renewal. 
In short, the FHA was primarily responsible for bringing 
about a change in the nature of real estate mortgage credit 
parallel in its significance to the adaptation made by com
mercial banks from the traditional short-term business loan 
to the medium-term loan. Since nearly all commercial banks 
acquired experience with insured FHA loans after 1934, there 
was undoubtedly some carry-over to the business loan market 
of knowledge gained in the real estate mortgage loan market. 
Bankers became more acutely aware of the fact that terms 
of loans could often be safely extended beyond traditional 
limits if amounts of debts were systematically reduced in 
accordance with the income and expenditure pattern of the 
borrower.14 Term lending may be viewed as part of a basic 

12 See Table 1 and Appendix A. 
13 See National Housing Act, approved June 27, 1934. Public, No. 479, 73d 

Congress (48 Stat. 1246). 
14 Somewhat similar to the FHA real estate mortgage insurance program in 

its effect upon term lending was the provision of Federal ship mortgage insur
ance by the United States Maritime Commission under the Merchant Marine 
Act of 1936, Title XI. Briefly, this permits the Maritime Commission to insure 
repayment of a loan secured by a mortgage on a Federal ship which is being 
constructed, reconditioned or repaired with the proceeds of the loan. Terms 
of such insured mortgage loans may not exceed 20 years. The influence of this 
legislation upon private financing of ship construction and repair has been 
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transition now' occurring in American banking, a transition 
whose keystone is the development of loans made on an 
amortization basis, with the borrower looking primarily to th~ 
income received by the debtor for repayment. 

S. Revised policies and methods of bank examination have 
increased the supply of funds available for term loans. For 
some time prior to 1934 the practice was general among 
Federal and state supervisory authorities of classifying criti
cized loans in three categories: "estimated loss," "doubtful," 
and uslow." There is evidence that some bank examiners 
habitually classified loans which were not strictly of a seasonal 
character as "slow," regardless of their soun4ness and the 
certainty of 'their ultimate collection. They put pressure on 
banks to liquidate slow loans that were outstanding, and dis
couraged banks from lending to business concerns in any 
other way than through the traditional short-term note pay
able in entirety at maturity.u Although a recommendation was 
adopted at a joint bank examiners' conference in September 
1934 to clarify the slow classification so as to exclude there
from loans reasonably certain of payment, whatever their ma
turities, it was not until June 1938 that an agreement was 
adopted by the examining agencies to discontinue use of the 
slow classification altogether.18 Commercial bankers have since 
scored examiners, in individual cases, for failing to adhere to 
the principles of the examination agreement, and for con
tinuing to criticize capital and other long-term loans per se, 

15 Investigators of the Secretary of the Treasury reported this condition in 
the Seventh Federal Reserve District during 1934, and stated: "There appears 
to be sufficient evidence to indicate that the smaller banks have a considerable 
fear of examiners and that their lending policies are thereby directly restricted." 
Charles 0. Hardy and Jacob Viner, R,port on th' Availability of Bad Credit 
in th' Sevmth Fed,ral Reurv' District1 submitted to the Secretary of the 
Treasury (Washington, 1935) p. 20. 

18 See Federal Deposit Insurance Corporation, Annual Report, 1938, pp. 61-64. 

comparatively slight up to the present time, mainly because the financing agency 
can obtain a contract of insurance only upon a completed ship, and until the 
ship is in service the only security of the bank consists of an incomplete ship 
plus the performance bond of the construction company. See United States Mari
time Commission, F,deral Ship Mortgage Insurance under Title XI, Merchant 
Marine Act, 1936, As Amended, "Rules and Regulations" (Washington, 1939). 



Development of Term Lending 27 

irrespective of the certainty of their ultimate repayment.17 

Nevertheless, 1934 marked a definite pronouncement of policy, 
and appears also to have witnessed the beginning of a gradual 
change in the operating practices of bank examination, a 
change tending to remove a disability under. which term 
lending had labored. 

6. Changes in the public regulation of commercial bank 
investments have also affected the supply of term loans. The 
unprecedented decline in market prices of all but the highest· 
grade corporate bonds after 1929 led bankers to look with dis
favor upon bonds and notes of mediocre quality, or upon 
small issues qf debt securities subject to wide price variations. 
This operated to increase their ability to make term loans .. 
Moreover, accepted bank examination practices in valuing 
marketable securities tended to increase their willingness to 
do so. Securities were valued at market prices for national 
banks up to 1936 and for all state banks up to 1938. Any 
deficiency in current market value below cost, . at time of ex
amination, was regarded as "estimated loss" and required to 
be written off. This procedure placed the capital position of 
a bank subject to the vagaries of changes in interest rates, 
speculative fervor, and other erratic influences not always 
related to long-term values of security holdings. Especially 
was this true of securities not of top quality. Consequently 
many bankers came to prefer to extend credit in the form of 
term loans, which did not carry the threat of rapid and erratic 
revaluation. During 193 8 Federal and state supervisory au
thorities adopted a uniform procedure for valuing securities 
which mitigated, but did not entirely remove, the disability 
under which security purchases labored as compared with term 
loans. Roughly, this procedure called for the valuation of 
high-grade securities at cost/8 and of lower-grade securities 
not in default at average market prices during the preceding 
eighteen months. 

11 See The Answers of the American Bankers Association in reply to a ques
tionnaire of the U. S. Senate Committee on Banking and Currency (Research 
Council, American Bankers Association, New York, April 1941) p. 42. 

18 Less amortization of premium, if any. 
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The expansive effect this action normally would have had 
on the volume of bank purchases of corporate securities was, 
however, more than offset by the adoption during 1938 of 
another regulation regarding commercial bank investments. 
As applied in practice by most bank examiners, this regulation 
prohibited banks from purchasing corporate securities not 
placed in the four highest rating groups by the security rating 
sevices. As a result, small concerns which do not find it profita· 
ble to market securities publicly and larger enterprises whose 
financial circumstances do not earn acceptable ratings for their 
securities are precluded from obtaining bank credit through 
security issuance. The natural consequence was to increase the 
supply of term loan credit to such firms in these classes as 
could meet bank credit standards for loans. While essentially 
unmeasurable, this influence on the volume of term lending has 
undoubtedly been significant. In summary, the net effect of 
changes in the regulation of bank investments since 1933 has 
undoubtedly been to augment the supply of term loan credit. 



.---3-------= 
l'tfarket for IJ!edium-Term Business 
Credit 

FouR TYPES OF FINANCIAL institutions extend medium-term 
credit directly to American business enterprises on a large 
scale. Among private financing agencies the commercial banks 
and life insurance companies advance such credits. Within the 
field of public institutions, the Federal Reserve banks and the 
Reconstruction Finance Corporation are active.1 What has 
been the magnitude of term loan operations of each of these 
types of agencies during recent years? What has been the 
number and size of loans they have made? What are the 
characteristics of business enterprises borrowing from them, 
including size and !ndustry? 

Annual Volume of Term Loan. and 
Private Placement Credit Extended, 193440 

A measure of the annual volume of term loans actually dis
bursed to business concerns during each year of the period 
1934-40 by the four principal agencies supplying medium
term credit is contained in Table 1. The figures are estimates 
of money annually disbursed by commercial banks, insurance 
companies, Federal Reserve banks and the Reconstruction 
Finance Corporation, rather than amount of credit "lines" 
granted or loans approved, which are less significant measures 
of the comparative importance of the four agencies. 

1 A number of savings banks have made term loans to business concerns. 
At least one large investment company with public distribution of its shares 
has made term loans, and a few of the larger instalment financing concerns 
have also entered the field. Among government agencies, the United States 
Maritime Commission, the Export-Import Bank of Washington, and the Com
modity Credit Corporation have advanced special types of short- and medium
term credit to businesses. But the operations of these agencies have either been 
highly specialized or of such minor magnitude that they are not considered 
herein. 

29 
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Tahf, I-MEDIUM-TERM BusiNEss CREDIT oF TERM 
LENDING INSTITUTIONS: ANNUAL DISBURSEMENTS AND 
YEAR-END 0UTSTANDINGS, 1934-40 (in millions) 

Ytat' EtUiint 
. 

Fulnal Lift In· Commtrcial 
Dtcnn./ur 31 RtstNJI RFC• 111.ranct BanJu4 Total 

Banlts' Compa11i1~ 

1934 
Disbursements $14.9 $6.7 • • 
Outstandings 14.9 6.6 • • 

1935 
Disbursements 27.3 35.7 $5·1 • 
Outstandings 41.3 40.0 • • 

1936 
Disbursement! 6.2 32.3 80 • 
Outstandings 32.7 63.6 • • 

1937 
Disbursements 3.6 23.3 155 • 
Outstandings 27.4 74.8 

1938 
152 $827 $1,081.2 

Disbursements 6.0 52.5 167 217 442.5 
Outstandings 30.0 107.7 

1939 
319 1,083 1,539.7 

Disbursements 3.9 54.1 203 827 1,080.0 
Outstandings 24.7 .130.6 520 1,596 2,271.3 

1940 
Disbursements 2.3 28.2 379 1.352 1,761.5 
Outstandings 15.5 121.3 900 2,162 3,198.8 

Total 
DISB\l'I.SEMENTS $64.2 $232.8 $1,0381 $2,3961 $3,284.0 

• .ilnn11.al disb11.rum~nts are based on a special tabulation furnished by the Board o£ 
Governors of the Federal Reserve System. Figure for 1934 covers a six-month period 
ending January 2, 1935. Outstandings include participations purchased, but not com· 
mitments. See F~dnal Rumu B11.llnin Uune 1941) p. 547. 

II 011.tstandings include participations purcha!ed, but not commitments. For 1940, 
national defense loans are excluded. Data are compiled from Reconstruction Finance 
Corporation, Q11.artnly ~ports. 

• E!!timated from data compiled by the Securities and Exchange Commission, and 
tabulations of the National Bureau of Economic Research. See Appendix B. 

• Estimated from data collected by the National Bureau of Economic Research. 
See Appendix A. 

• Not estimated because of inadequacies of data. 
I Excludes 1934. 
• Excludes 1934-37. 

Two striking facts are indicated with respect to annual dis
bursements. First, an extremely rapid rate of growth occurred 
in the total annual volume of medium-term business credit 
granted during recent years. Second, a position of overwhelm
ing importance in the medium-term credit market is occupied 
by private financial institutions. Although incomplete data 
preclude reliable estimates of annual loan volumes of the 
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private agencies during the earlier years of the period, in the 
three years 1938-40 the rate of growth of their credit dis
bursements was not far from 100 percent per annum. During 
these three years alone, term loans made by commercial banks 
were about $2.4 billion, and the medium-term credit extended 
by insurance companies through private purchase of securities 
from issuers and mortgage loans made to business enterprises 
was $7 49 million. In comparison, the business loans disbursed 
by the Federal Reserve banks and· the RFC were almost trifling 
in magnitude, the loan volume of the public agencies combined 
amounting to only about 5 percent of that of th~ private in .. 
stitutions during 1938-40. 

There is some evidence that insurance companies entered 
the medium-term business loan market through private acquisi
tions of securities from issuers some years before commercial 
banks inaugurated term lending around 1933. However, by 
1938 medium-term bank credit had definitely surpassed insur .. 
ance company credit in ~nnual volume. The Federal Reserve 
banks and the RFC promptly exercised the business lending· 
powers granted them in June 1934. The Reserve banks dis· 
bursed a maximum amount of credit in 1935, while the RFC 
maximum was reached in 1939. It is significant that Federal 
Reserve banks disbursed a larger amount of business loans 
during the initial year, 1934, than did the RFC. The explana .. 
tion is doubtless that at the inception of the direct business. 
loan program Reserve banks were already equipped with 
trained personnel and channels of acquisition of term loans, 
factors the RFC required time to develop. Although the loan 
volume of the Corporation has greatly surpassed that of the 
Reserve banks in every year after 1934, the loan programs 
of the public agencies have not displayed the dynamic fea-
tures of those of the private institutions. -

Annual volumes of loans disbursed do not, of course, ade .. 
quately express the importance of the roles played by the Re .. 
serve banks and the RFC in the medium-term busines·s credit 
market. These agencies-limited by statute to loans made to 
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companies unable to obtain credit from normal banking sources 
-have also made commitments to take up term loans made by 
commercial banks, thus making it possible for many bank loans 
to be created or increased in amount. More important, they 
have stimulated term lending by private agencies by devising 
"bankable" credit arrangements which, in many instances, have 
enabled borrowers to secure loans from commercial banks. 

Term Loan Credit Outstanding at Year-End!, 1934-40 

The dominant position of commercial banks in the medium
term business credit market is evidenced in even more strik
ing manner by a comparison of the year-end term credit 
outstandings of each of the four groups of lending institutions. 
At the end of 1940, commercial banks accounted for an es
timated $2,162 million, or about two-thirds, of a total of 
$3,199 million of medium-term business credit outstanding. 
The Reserve banks and the RFC had only about 4 percent 
as much due from business concerns as had commercial banks 
and insurance companies. Although commercial bank term 
loans outstanding have shown remarkable growth, Table 1 
indicates that the year-to-year rate of growth in medium
term private placements outstanding has outstripped that of 
the other agencies. It should be observed that some commer
cial_ banks located in leading financial centers have also partici
pated in the direct purchase of securities from issuing 
corporations, so that the role of the commercial bank in the 
medium-term business credit market is even more important 
than is indicated by the figures in this table.2 

Number oflnstitutioru Extending lUedium-Term Credit 

In addition to the RFC and the 12 Federal Reserve banks, 
medium-term business credit was available at the end of 1940 
from at least 26 legal reserve life insurance companies and, 
according to a rough estimate, from a maximum of 2,900 com
mercial banks. The large life insurance companies not only 
purchase securities privately from issuing concerns, but, in 

2 See House Committee on Interstate and Foreign Co"'m,.rre. 77th Congreu, 
1st Session, Hearing1 on H.R. 1-3#1 H.R. 5065 and H.R. 5832 (Washington, 
1941) Part II, pp. 370, 459. 
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addition, at least three insurance companies are actively en
gaged in making mortgage loans to business concerns secured 
by their real estate or equipment. No doubt some of the 
mortgage loans of insurance companies that are secured by 
residences, apartment buildings or other "general purpose" 
property are, in fact, used for business financing. The 
magnitude of this source of business credit cannot be de
termined from the records of insurance companies, which 
generally look solely to the value of the property to liquidate 
the loan. The figures of Table 1. very likely understate the 
magnitude of life insurance company participation in the 
medium-term business credit market. 

The rough estimate of 2,900 commercial banks engaged in 
term lending is made by assuming that 82 percent of all large 
banks {having deposits of $10 million or more) make term 
loans, that 40 percent of medium-sized banks (with deposits 
of $1 million to $10 million) engage in term lending, and that 
no small bank (deposits of less than $1 million) does so. 8 

Considerable confidence may be placed in the assumption re
garding the frequency with which large banks engage in term 
lending. Information obtained from the approximately 400 
weekly reporting member banks indicates that 84 percent held 
some term loans in April 1939,4 and 82 percent of a sample 
of 99 large banks responding to a questionnaire circulated by 
the National Bureau of Economic Research at the middle of 
1941 held a significant volume of term loans. 5 It is also fairly 
clear that term lending by banks with deposits of less than 
$1 million must be rare, since the legal loan limit on national 
banks of this size is about $1 0,000-an amount normally too 
small to warrant the relatively large costs of making and 
servicing term loans. With regard to medium-sized banks, a 
survey made by the Superintendent of Banks of New York 

8 Some 13,500 insured commercial banks were examined during 1940, of which 
546 had deposits of $10 million or more, 4,168 had deposits of $1 million to 
$10 million, and the remainder had deposits of less than $1 million. See Federal 
Deposit Insurance Corporation, Annual Report, 1940, pp. 162-63. 

• Federal Reur'lle Bulletin (July 1939) p. 560. 
5 See Appendix A. 
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at the end of. 1939 indicated that 43 percent of all state banks 
outside New York City (most of which are medium-sized in
stitutions) had extended term credits.' If, as seems probable, 
this survey included instalment contracts purchased, there is 
some overstatement of the percentage of these banks making 
term loans as defined in the present study. All evidence indi
cates that the frequency with which banks make term loans 
increases rapidly with size of bank. 

Number of Borrowers 

The number of business enterprises that have obtained 
medium-term credit from Reserve banks and the RFC is 
nearly three times as large as the number that have secured 
such loans from commercial banks and insurance companies. 
Obviously the public agencies have dealt with much smaller 
concerns. To the end of 1940 the RFC had authorized loans 
to 7,917 business enterprises aggregating $446.6 million, and 
had disbursed $239.5 million. The average loan authorization 
was therefore $56,410 and the average loan disbursement was 
$30,255.7 Up to the same date the Reserve banks had ap
proved 2,908 applications for loans aggregating $212.5 mil
lion, or an average amount approved of $73,078. Nearly 
11,000 businesses have received medium-term credit from the 
public agencies. It is unlikely that, up to the end of 1940, more 
than 3,800 concerns had borrowed from commercial banks on 
a term basis,S or that more than 270 businesses had privately 
placed their medium-term securities with insurance companies.• 

It is worthy of note that commercial banks and life insur
e Annual R1jort of tlu Suj1rintmd1nl of BanTu for the year ending December 

31, 1939 (Albany, New York, 1940) pp. 6-7 •.. 
'I Disbursements were not made to all concerns to which loans were authorized. 

As the number of enterprises actually receiving loans is not available, average 
disbursement has been calculated by dividing total disbursements by the number 
of concerns for which loans were authorized. 

a Derived by dividing estimated total Joan volume of $2.4 billion for 1938·40 
(see Table 1) by $644,000, the average original amount of term loans held 
by a sample of 99 commercial banks at mid-1941. See Appendix A. 

• Derived by dividing estimated total loan volume of $1,038 million for 1935-40 
(see Table 1} by $3.8 million, the average amount of all issues privately pur· 
chased by a sample of five life insurance companies, and held at the end of 
1940. See Appendix B. 
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ance companies have far from exhausted their potential 
medium-term loan market. While it seems unlikely that private 
agencies can profitably make term loans to the smallest cor
porations, there are more than 130,000 business corporations 
with total assets exceeding $100,000. Apparently, up to the 
end of 1940, only about 10 percent of these had obtained 
medium-term loans from any institution.10 

Size of Borrowers 

Commercial bank and insurance company medium-term 
loans have been made to business enterprises that are, in gen .. 
eral, vastly larger in terms of total assets than those receiving 
credit from Reserve banks or the RFC. Sixty-two percent of 
the number of term loans made by commercial banks and 98 
percent of the medium-term loans of insurance companies 
went to borrow.ers with assets of $1 million and over, while 
only 19 percent of the Reserve bank and 17 percent of the 
RFC loans were made to concerns of this size. In terms of 
aggregate amounts of credit extended, the comparison is 
equally striking. Borrowers with total assets of $1 million or 
more received nearly 93 percent of commercial bank term 
loans and 98 percent of insurance company credit, but ac
counted for only 73 per cent of the amount of industrial loans 
approved by the Reserve banks and 69 percent of those of the 
RFC. Commercial bank term credit hardly touched businesses 
with total assets of less than $100,000. More than half of 
commercial bank credit and 70 percent of life insurance com .. 
pany credit was advanced to large concerns with total assets 
of over $50 million. Only a negligible fraction of the money 
advanced by the public agencies went to these very large con .. 
cerns. (See Chart I.} 

Definitely, medium-term credit extended by private agencies 
has not been a vehicle for financing "small" business enter-

10 Statistics of Incomt for 1937 (p. 26) reported that 127,943 corporations 
with assets of $100,000 and over submitted balance sheets. To this should be 
added those corporations of this size class that filed c~rporation income t~x 
returns but did not submit balance sheets, as weU as busmen concerns that d1d 
not file returns at aU. 
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prises. Even the public agencies have advanced little credit 
to concerns with total assets of less than $100,000. Private 
agencies have financed large concerns-those with assets of 
over $10 million-through medium-term credit extensions, 
while the public agencies have loaned money to businesses of 
intermediate size. It is broadly accurate to say that the public 
and the private lending agencies have not competed in the 
same sections of the medium-term business credit market. 

Size of Loans 

Distributions of loans by size of borrower and by size of 
loan are closely correlated, reflecting the obvious fact that 
small loans tend to be made to small concerns and large loans 
to larger enterprises. But in many respects the character of 
the credit market served by a financing institution is more 
accurately described by the size of its loans than by the total 
assets of its borrowers. The balance-sheet value of total assets 
is often a misleading indicator of the real current "size" of a 
business, because it 'may reflect the amount of historical in
vestment rather than the present market value of all assets. 

Chart II shows the percentage distribution of the total num
ber and amount of medium-term loans made by the different 
lending agencies, according to size of loan. The largest number 
of loans made by banks fell within the $100,000-250,000 
group, while the largest number of loans made by insurance 
companies fell in the $1-5 million category. In contrast, the 
modal loan of Reserve banks was in the $10,000'-50,000 group, 
and the modal loan of the RFC was less than $10,000. The 
largest amount of credit in any loan-size class extended by 
commercial banks was represented by loans of $1-5 million; 
for insurance companies the comparable class was over $10 
million, for Reserve banks and the RFC $250,000-500,000. 
While practically no commercial bank or insurance company 
medium-term credit took the form of loans of less than 
$50,000, about 21 percent of Reserve bank and RFC loans 
were in this class. At the other extreme, only 12 percent of 
the medium-term issues held by insurance companies were less 
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than $500,000 and these collectively accounted for less than 
1 percent of all insurance company credit.11 

When it is recalled that between one-half and two-thirds of 
the amount of commercial bank, insurance company and Fed
eral Reserve bank loans ~re divided among several institu
tions, and that the tabulations show the amounts held by . 
single agencies, it is clear that the true size of the loans in 
which these agencies participated is understated in comparison 
with loans of the RFC, which were less frequently split. The 
data on size of loan tend to confirm the view that, to a sub
stantial degree, the public and private len4ing agencies served 
business enterprises oi quite different sizes. In ascending 
order of size of loans stand the RFC, Federal Reserve banks,. 
commercial banks and life insurance companies, with a rather 
marked gap between the Reserve banks and commer.cial banks.· 

Industries of Borrowers 

Manufacturing concerns have comprised the most impor.; 
tant industrial category of borrowers from all term lending 
institutions. The public utility industry (including transporta., 
tion and communication) constitutes the second largest cate~ 
gory of borrowers. This industry has been a notably heavy 
borrower in past years, and a major part ·of the funds secured 
were used for the refunding of outstanding debt. 

Chart III shows that there have been significant differences 
in the industries served by the different types of agencies. 
Mining and extraction (including oil production) and finance 
are the next two industries in order of importance as bank 
term borrowers; finance was also a very important source 
of securities purchased privately by life insurance companies. 
Mining and extraction, finance and public utilities accounted 

11 It should be noted that the insurance company and commercial bank loans 
analyzed were those held on December 31, 1940 and June 30, 1941 J;espectively, 
whereas the Reserve bank and RFC samples were of loans approved at various 
dates. The latter samples were relatively small but are believed to be repre
sentative in view of the agreement of the percentages with partial figures on 
size of loans cited by Jesse H. Jones in Reconstruction Finance Corporation, 
Se'Ven-Year Report {1939) p. 19. 
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for nearly 43 percent of the number of bank term loans and 
44 percent of insurance company loans. These industries were 
relatively unimportant borrowers from the Reserve banks or 
the RFC. On the other ha·nd, wholesale and retail concerns 
obtained about a quarter of the number of loans of the public 
agencies; retailing was also a comparatively important category 
of borrowers from the private institutions. Both retailers and 
wholesalers were especially important debtors of the Reserve 
banks, probably because the latter institutions have been re
stricted to the making of loans for working capital purposes 
and trading concerns have relatively greater need for this 
type of financing. Excepting manufacturing concerns, retailing 
concerns provided the largest number of borrowers from the 
RFC of all the industrial categories, although this agency was 
not restricted to the making of working capital loans but could 
lend tor plant improvement, expansion or refunding of out
standing debt. 

Although manufacturing concerns collectively accounted for 
the largest fraction of the number of loans made by any type 
of agency, the number of loans made to them was relatively 
a much smaller component of the term loan portfolios of 
commercial banks than of other term lending institutions. 
Within the major industrial division of manufacturing, con
cerns making food products, lumber and timber products, and 
textile mill products were, in order, relatively more numerous 
borrowers from Reserve banks and the RFC than were busi
nesses engaged fn other pursuits. Manufacturers borrowing 
from commercial banks were more diversified, but food and 
food products, iron and steel, and machinery concerns were 
comparatively numerous users of term credit. 

The industrial division of the amount of medium-term 
credit extended was generally similar to that of the number 
of loans made. Nearly 60 percent of all bank medium-term 
credit has gone to mining and extraction (including oil pro
duction), public utility, and financing concerns, and only about 
31 percent to manufacturing concerns of all kinds. Manufac
turing enterprises received a somewhat larger fraction of 
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insurance company than of bank term credit. In contrast, 
nearly 78 percent of the amount of RFC loans were disbursed 
to manufacturing concerns, among which manufacturers of 
textile products, lumber and timber products, and transporta· 
tion equipment were most important. Manufacturing accounts 
for 81 percent of Reserve bank loans, with transportation 
equipment, iron and steel products, lumber and timber prod
ucts the chief borrowing concerns. 
, It therefore appears that the industrial as well as size char
acteristics of businesses obtaining medium-term credit from 
commercial banks differ to a substantial degree from those of 
Reserve bank and RFC borrowers. The latter agencies have 
specialized in the manufacturing and trading concerns; the 
former in extractive, public utility and financing enterprises. 
It should be pointed out, however, that the volume of term 
loan credit extended to manufacturing enterprises by private 
agencies is greater in amount than that provided by public 
agencies and that this is supplemented by short-term loans of 
different types. · 

Division of Risks Among Term Lending Institutions 

A very significant feature of the market for medium-term 
business credit is the large extent to which the risks of non
repayment .of individual loans are divided among lenders. 
The principle of reducing the probability of large losses 
through diversification of risks has, of course, been long rec
ognized and widely applied in financial activity. It finds ex
pression in the National Bank Act, which limits loans to 
individual borrowers to 10 percent of the capital and surplus 
of a bank. In making short-term business loans, commercial 
banks have often divided the total credits required by their 
customers among correspondent banks. In the field of long
term business credit, the investment banking mechanism has 
made it possible for concerns requiring large sums of money 
to assemble this through the sale of securities to many credi
tors. Each creditor was able to reduce the chance that he 
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would suffer large losses by purchasing comparatively small 
amounts of securities from each of many obligors. 

Medium-term loans to business concerns are probably split 
much more frequently than short-term credits. They are typi
cally of larger amount, and apart from this they carry more 
uncertainty as a result of their longer maturities. Moreover, 
term loans lack the risk-limiting features of divisibility into 
small units and broad marketability of publicly issued securi
ties. On a broader scale than has been customary with short
term loans, medium-term loans have therefore been made 
with the cooperation of several lenders. A borrowing concern 
may procure its total credit requirements by negotiating a 
number of separate loans with each of several institutions. An 
originating institution may sell participations to other agencies 
in a single loan made by it. Finally, an originating institution 
may accept commitments from other agencies to take over part 
of its loan upon request. 

The industrial loan powers conferred upon the Federal Re
serve banks and the RFC during June 1934 provided for the 
sharing of medium-term credit risks with other institutions. 
From the beginning, Reserve banks were empowered to pur
chase participations of up to 80 percent of the amounts of 
loans made by commercial banks, or to make commitments to 
take over a maximum of 80 percent of such loans.12 The RFC 
was also granted authority to make loans in cooperation with 
other lending institutions, by the purchase of participations 
or the giving of agreements to purchase participations, sub
ject only to such conditions as it chose to prescribe.13 

Both agencies have sold participations to banks in loans 
originated by them and have taken guarantees from banks 
with respect to parts of such loans. Since each o£ the public 
institutions is supposed not to extend credit to businesses able 
to obtain private financing, a determined effort has been made 
to secure the cooperation of private lenders in cases where 

12 Section 13b of the Federal Reserve Act, Act of June 19, 1934 (48 Stat. 
1105, ch. 653). 

18 Section 5d of the Reconstruction Finance Corporation Act, Act of June 19, 
1934. 
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the latter agencies are unwilling to advance funds alone. 
'Vhile the splitting of loans between banks or insurance com
panies has represented an endeavor to spread risks, these ef· 
forts of the public agencies have been motivated by the desire 
to comply with the statutes governing their industrial lending 
activities. 

When the RFC has committed itself to purchase participa· 
tions in loans made by banks it has charged an amount for such 
"take-out" agreements varying with the proportion of the 
total loan on which the bank bears the risk. Prior to April 1, 
1939, the RFC charged the bank 2 percent per annum in
terest on the bank's portion of a loan in which the bank's 
participation was from 10 to 25 percent of the loan, 1 ~ 
percent when the bank's participation ranged from 25 to 50 
percent of the loan, and 1 percent in cases where the bank 
held 50 percent or more of the loan. On April 1, 1939, these 
charges were reduced to 1 percent, ~ percent and ~ percent 
respectively.u Consequently, a bank might shift to the RFC 
the risk of loss on as much as 90 percent of a term loan bear
ing 4 percent interest by paying to the RFC one-quarter of 
the interest income and netting 3 percent. The failure of 
private lending agencies to avail themselves on a wide scale 
of this apparently inexpensive form of credit insurance is not 
easily' explained. It may be that commercial banks have be
lieved that the risks of loss on the fractions of RFC insured 
loans- they would hold are too great to be offset by the in
come, that costs of servicing such loans are too large, or that 
the presence of "substandard" loans in the bank's portfolio 
might cause a deterioration of credit standards. 

Nearly 40 percent of the number and 68 percent of the 
original amount of term loans held by commercial banks at 
the middle of 1941 represented credits extended in coopera
tion with other lending agencies. About 55 percent of the 
amount of medium-term securities purchased privately by 
insurance companies from issuers and held at' the end of 1940 

14 See Reconstruction Finance Corporation, Circular No. 15, revised (Wash
ington, 1940). 
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represented issues in which two or more companies parttcl
pated. It is significant that a far smaller fraction of the out
standing term credit of the RFC has been granted in 
cooperation with other lending agencies than is true of the Re
serve banks. The data presented in Table 2 indicate that 84 
percent of RFC business credit outstanding at the end of 1940 
was granted without cooperation, whereas only 44 percent of 
Reserve bank credit outstanding was in this classification. This 
may indicate that the quality of the Reserve bank credits was 
such as to make participation more attractive to banks-a 
conclusion suggested by the larger size of Reserve bank loans 
and the greater size of their borrowing concerns, _ nQted 

T ablt 2-PERCENTAGE OF TERM CREDIT OF TERM LENDING 
INsTITUTIONS OusTANDING AT DEcEMBER 31, 1940, Ex-
TENDED WITH AND WITHOUT CooPERATION OF OTHER 
LENDERS 

With cooperation 
Without cooperation 

ToTAL 

Perctntage of Credit Outstanding 

Federal Reserve 
Banks• · RFCb 

55.9 
44.1 

100.0 

15.8 
84.2 

100.0 

Commercial 
Banks0 

67.5 
32.5 

100.0 

Life 
Insurance 

Companiesd 

54.8 
45.2 

100.0 

• Total outstandings defined as "advances outstanding" of $9,152,000 plus "partici
pations outstanding" of $6,386,000 plus "commitments outstanding" of $5,226,000 in 
loans of other agencies. Credit "with cooperation" is the sum of the last two items, and 
"without cooperation" represents the first item. See Federal Ruerve Bulletin (August 
1941) p. 757. 

b Total outstandings defined as "loans to business enterprises outstanding" of 
$111,876,000, plus "purchases of participations" outstanding of $6,263,000 plus ·'com
mitments to purchase participations" from financial institutions outstanding of 
$2,500,000 plus "agreements to purchase participations" from financial institutions of 
$12,283,000. Credit "with cooperation" defined as sum of the last three items, and 
"without cooperation" represents the first item. See Reconstruction Finance Corpora
tion, Quarterly Report, Fourth Quarter, 1940, pp. 9, 13. · 

0 Total outstandings represents the original amount of all term loans held by a 
National Bureau sample of99 banks on or around June 30, 1941. Credit "with coopera
tion" represents original amounts of loans split with other institutions, and •·without 
cooperation" represents loans not split. 

d Total outstandings represents original amounts of securities purchased privately 
from issuers by a National Bureau sample of five large insurance companies, and held 
at December 31, 1940.· Credit "with cooperation" represents issues with respect to 
which other agencies participated, and "without cooperation" represents credits ad· 
vanced by one institution. 
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previously. It may also reflect the closer organic relationship 
of the Reserve ,banks to commercial banks. 

The magnitude of risk division among commercial banks 
with respect to term loans is surprising. \Vhen splitting has 
occurred, it has been to an overwhelming degree with other 
banks, or with other banks and insurance companies. Of the 
term loans that were split, division with one other bank was 
most frequent, and loans split with four or less other banks 
comprised 72 percent of the number and 64 percent of the 
original amount of all split loans. But many loans have been 
split with an intricate network of other institutions, one loan 
being divided among 58 banks. Analysis of this risk-limiting 
practice does not reveal any correlation with the industry of 
the borrower or the term of the loan. Apparently, banks are 
as likely to split loans of one as of another industry and loans 
of long term as of shorter term. As would be expected, the 
tendency is to split loans of large size, the average amount of 
a split term loan being over $1 million while that of a non-

. split loan was about $400,000. 
The prime motive behind splitting is clearly to distribute 

risks, and, in many cases, to comply with national and state 
banking laws. Viewed in broader perspective, cooperation 
among commercial banks in extending medium-term business 
credit is a technique parallel in its economic function to that 
of the underwriting syndicate in investment banking. It re
duces· the probability of disastrous losses to an individual 
lender, while making possible financial transactions of greater 
magnitude than a single lending institution could undertake. 
Its extension among small banks could form one method of 
introducing medium-term credit into local enterprises located 
in those small communities in which term credit is not presently 
available. 
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. Characteristics of Term Loans 

ATTENTION IS NOW FOCUSED directly upon term loans as busi
ness credit transactions, rather than upon the financial institu
tions and the busines concerns which comprise the demand 
and supply sides of the market. \Vhat are the maturities of 
loans at time of making, the nature of security taken by 
lenders, the uses of funds by borrowers, the types of repay
ment provisions? In approaching these questions it is well 
to bear in mind that the Reserve banks and the Reconstruc
tion Finance Corporation have not been free, as have the 
private term lending institutions, to make loans of any kind. 
Their loans have had to conform to statutory prescriptions, 
the most important of which was that credit should not be 
available from private agencies. 

Term Loam of Commercial Bank&1 

Term of Loan. 

It is significant that, of the loans held by commercial banks 
at the middle of 1941, about 30 percent of the number and 
49 percent of the original amounts had terms exceeding five 
years at time of making. This indicates that the self-imposed 
rule of policy followed by a majority of commercial banks 
not to make term loans with maturities more than three, 
four, or five years distant has often been violated. Similar to 
the business loans of the RFC, however, a greater number and 
amount of bank term credits had terms of five years than of 
any other number of years, and there was also a concentra
tion on three-year terms. Table 3 shows that ten years is a 

I 
1 This section is based upon analysis of term loans held around June 30, 

1941 by a National Bureau sample of 99 large commercial banks. See Appendix 
A for description of the data and of estimates made therefrom. 
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Tab!~ J-NuMBER AND ORIGINAL AMouNT OF TERM 
LoANS HELD BY ?9 CoMMERCIAL BANKS ABOUT juNE 30, 
1941, BY TERM AT TIME OF MAKING• (dollar figuru in 
thousands) 

Original 
Ttrm at N'Kmbtr of Loan~ Amo'K111 of Loan~ 

Tim1 of .Ma!ing 

Number Percent Amount: Percent: 

1 year 67 2.6 $17,839 1.1 
2 years 268 10.3 60,435 3.6 
3 years 403 15.5 157,508 9.4 
4 years 188 7.2 104,525 6.2 
5 years 868 33.3 489,690. 29.2 
6 years 196 7.5 180,651 10.7 

7 years 159 6.1 170,620 10.2 
8 years 115 4.4 101,838 6.1 
9 years 32 1.2 35,351 2.1 
10 years 261 10.0 330,613 19.6 
Over 10 years l7 .7 9,879 .6 
No information 33 1.2 20,303 1.2 

ToTAL 2,607 100.0 $1,679,252 100.0 

• National Bureau sample of99 commercial banks. Excludes "revolving" term loans 
See Appendix A. 

virtual maximum for bank term credit, with less than 1 percent 
of the number and amount of loans having terms exceeding 
this. The majority of longer term loans were for refunding 
purposes, and new money loans have tended to have shorter 
maturities. 

Certain correlations have been observed between the term 
at time of making of loans analyzed and the industries of 
borrowers. The largest number of oil production loans had 
terms of three years, although the largest amount of credit 
extended to this industry had a ten-year term. Longer terms 
were of more than average significance in the retail trade, 
public utility, tobacco products, and lumber industries. Shorter 
than average terms were found in the construction industry. 
To some extent, terms have been shorter in those industries 
subject to a high degree of cyclical fluctuation in earning power 
than in industries not so subject, but there are numerous ex
ceptions to this generalization. 
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There is also some evidence of positive correlation between 
the size of loans and their term to maturity. Within every 
category of loan size there was a larger number of loans repre
senting a larger amount of credit with five-year terms than 
with terms of any other number of years, excepting loans 
under $10,000 and loans over $10 million. Among loans of 
less. than $10,000, two- and three-year terms were compara
tively important, and among loans over $10 million those 
with terms of ten years bulked largest in the aggregate. This 
phenomenon probably has two explanations: First, other 
things being equal, borrowers a're able to repay smaller loans 
in a shorter period ·of time than they are able to repay larger 
loans; second, if other influences are held constant, banks 
make smaller loans to smaller businesses and seek to limit 
the inherently greater risks carried by these credits through 
a shortening of terms. 

Security Taken 

Table 4 shows that 56 percent of the number of bank term 
loans were secured, but secured loans represented only a third 
of the original amounts of credit extended. As would be ex
pected, the typical secured loan was smaller than. the average 
unsecured loan, because it was made to a smaller than average 
business and probably involved greater risk to the lender. 
Averages, of course, conceal a great deal of variation be
tween individual concerns of all sizes. Although commercial 
bankers commonly hold that their real assurance of repay
ment lies in the agreement of the borrower to restrict his 
conduct in certain ways, in the majority of cases they have 
not relied solely upon the sanctions provided by loan agree
ments. 

Unlike the RFC, commercial banks have usually taken 
pledges or assignments of one type of asset rather than of 
combinations of assets. Only a fourth of the number and a 
fifth of the amount of secured term loans were secured by a 
combination of the borrowing concern's assets. While rna-
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Tabu 4-NUMBER. AND OR.tciNAL AMouNT ov TERM LoANs 
HELD BY 99 CoMMERCIAL BANKS ABoUT juNt 30, 1941, 
BY TYPE OF SEcUR.Irra (dollar figuru in thousands) 

Unsecured 
Secured 
No information 

ToTAL 

Real estate other than 
plant only 

Plant (including lease-
holds) only 

Machinery and equipment 
only · 

Assignment of government 
claims only 

Receivables only 
Inventories only 
Stocks and bonds only 
Life insurance only 
Assignment of other claims 

only . 
Combinations of assets 

ToTAL 

N•miJtr of Loans 

Number Percent 

ALL LOANS 

1,140 43.7 
1,459 56.0 

8 .3 

2,607 100.0 

IECUllED LOANS 

68 4.7 

286 19.6 

379 26.0 

33 2.3 
15 1.0 
55 3.8 

180 12.3 
44 3.0 

51 3.5 
348 23.8 

1,459 100.0 

Original 
~mo•n' of Loans 

Amount Percent 

$1,117,393 66.5 
558,738 33.3 

3,121 .2 

$1,679,252 100.0 

$10,315 1.8 

48,525 8.7 

75,753 13.6 

32,316 5.8 
7,225 1.3 

30,758 5.5 
209,951 37.6 

7,890 1.4 

14,246 2.5 
121,759 21.8 

$558,738 100.0 

• National Bureau sample of 99 commercial banks. Excludes "revolving'' term 
loans. See Appendix A. 

chinery and equip.ment was offered most frequently as col
lateral security for term credit, with plant and stocks and 
bonds running next in importance, stocks and bonds collateral
ized a larger amount of secured term credit than did any 
other type of asset. The comparative infrequency with which 
real estate was pledged suggests that commercial banks tend 
to place little reliance upon the liquidation values of special
purpose properties, and wish to avoid the restrictions (sur
rounding national banks especially) with regard to loans 
secured by real estate. Inventories or accounts receivable are 
infrequently used to collateralize medium-term credit. Such 



Characteristics of Term Loans 51 

assets usually are pledged by business concerns to obtain short
term credit extended under special techniques.2 

Another type of collateral security that may be taken by a 
term lender is the endorsement or guarantee of the debt by 
other entities than the borrowing concern, either officers, stock
holders, parent companies or other persons. Evidently this 
has not been a device generally employed by commercial ~anks 
to increase the probability of payment of their term loans, 
for only about 18 percent of the number of loans, comprising 
a mere 6 percent of original amounts, were endorsed or 
guaranteed. The average size of endorsed loans was much 
smaller than that of nonendorsed ·loans. This doubtless re
flects the efforts of banks to lessen the greater risks normally 
attached to smaller loans made to enterprises of less than . 
average size. 

Use of Funds by Bo"owers 

Almost S S percent of the number of term loans made by banks 
were reported used solely to provide new money for ex
pansion, although such loans comprised less than one-third 
of the original amounts of all loans held by banks at mid-1941. 
Although only 33 percent of the number of loans were ex
pected to be used solely for retirement of obligations, these 
loans constituted 54 percent of all term credit. The amount of 
term loans used for refunding purposes is not surprising, in 
view of the comparatively large costs of financing through 
the securities markets as well as falling interest rates. On the 
average, refunding loans were more than twice as large as new 
money loans, more than a million dollars as compared with 
$402,000. About 12 percent of the number and amount of 
loans were used by borrowers both for new money and re
funding purposes in undetermined proportions. Evidently term 
loans are generally contracted to finance special business pro:. 
grams, otherwise it would not have been possible for bankers 

1 See forthcoming publications, National Bureau of Economic Research (Finan
cial Research Program), Accounts Reuivable Financing, by Raymond J. Saulnier 
and Neil H. Jacoby and Field Warehousing and Its Relation to Business Financ
ing, by Neil H. Jacoby and Raymond J. Saulnier. 
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to report an exclusive use for more than 87 percent of the 
loans. 

\Vith respect to the new money loans, the data in Table 5 
indicate that about 30 percent of the number and nearly 50 
percent of the amount were used solely to increase working 
capital of borrowers. Another 30 percent of the number of 
loans provided machinery and equipment. Loans to finance 
plant construction and to acquire various combinations of as
sets were comparatively less important. Of the loans used 
entirely for retirement, nearly 37 percent of the number and 

T ahl~ 5-N UMBER. AND OatciNAL AMouNT OF TERM LoANS 
HELD BY 99 CoMMERCIAL BANKS ABoUT juNE 30, 1941, 
BY UsE OF FuNDs• (dollar figuru in thou.rand.r) 

Numbtr of Loan.t 
Original 

.Amounl of Loan.t 
U11 of Fund.t 

Number Percent Amount Percent 

ALL LOANS 

New money only 1,421 . 54.5 $531,467 31.6 
Retirement only 861 33.0 908,463 54.1 
Combinations of new 

money and retirement 288 11.1 206,475 l2.3 
No information 37 1.4 32,847 2.0 

ToTAL 2,607 100.0 $1,679,252 100.0 

NEW MONEY LOANS 

Plant only 347 24.4 $79,347 14.9 
Machinery and equipment 

95,879 18.0 only 430 30.3 
Working capital only 402 28.3 262,024 49.3 
Other single purposes only 23 1.6 14,773 2.8 
Combinations of purposes 219 15.4 79,444 15.0 

ToTAL 1,421 100.0 $531,467 100.0 

llETIB.EMENT LOANS 

Bonds only 316 36.7 $426,755 47.0 
Bank debt only 163 18.9 132,645 14.6 
Other debt only 194 22.5 161,224 17.7 
Combinations of debt 89 10.4 100,747 11.1 
Preferred stocks only 48 5.6 28,716 3.2 
Other combinations 51 5.9 58,376 6.4 

TOTAL 861 100.0 $908,463 100.0 

• National Bureau sample of 99 commercial banks. Excludes "revolving" term 
loans. See Appendix A. 
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4 7 percent of the amount were devoted to the retirement 
of outstanding bonds. This striking fact illustrates the extent 
to which the bank term loan has encroached upon security 
marketing through the investment banking mechanism. Re
funding of bank debt and other debt, taken together with 
bond refunding, accounted for nearly four-fifths of all re
funding loans, the retirement of preferred stock or of a com
bination of obligations being of minor importance. 

There have been rather sharp industrial variations in the 
uses of funds by borrowing concerns. The number of loans 
made solely to provide new money to the borrower was larger 
in all major industrial groups than the number of credits ex
tended for refunding or for a complex of uses, except in 
finance where refunding loans were most frequent in number. 
The amount of credit advanced for retirement purposes ex
ceeded the amount of credit for new money in all major 
industrial groups excepting wholesale trade, construction, and 
agriculture, forestry and fishing. Data on use of term loans 
by major and minor industrial groups are given in Table 6. 

Repayment Provisiom 

To an important degree commercial bank term loans are re
paid in equal or approximately equal instalments. Nearly 72 
percent of the number and 56 percent of the original amounts 
of all loans held by banks at mid-1941 were so dischargeable. 
Even so, the schedule of equal instalments appears to have less 
vogue among the term credits of commercial banks than 
among loans of the Reserve banks and the RFC. About 7 
percent of the number and over 11 percent of the amount 
of bank loans were repayable in one lump sum at maturity, and 
another 17 percent of the number and 29 percent of the 
original amounts had a "balloon" final payment. Loans with 
balloon payments were larger on the average than those re
payable in one lump sum; and loans with either of these types 
of repayment provisions were larger than those repayable 
in equal instalments. Term loans with balloon payments closely 
resemble corporate bond issues with sinking funds usually 
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.. 
Tahlt 6-NuMBER AND ORIGINAL AMouNT OF TERM LoANS 
HELD BY 99 CoMMERCIAL BANKS AsoUT juNE 30, 1941, 
BY INDUSTRY AND UsE OF FuNDs• (dollar figurt.t in million.s) 

N,., M Ofi.Y R,,;,..,..,., Combiutioor1 AU Looru 
Oflly Ordy of P»F,0$1Sb 

l•d»SIJ7 

No. Amount No. Amount No. Amount No. Amount 

Oil production 146 S8ti..J 41 $101.4 31 $6Z.1 ZZtl $Z51J.4 
Other minin; and extraction 34 15.6 33 11.0 14 14.1 II 106.1 
Construction ll 3.1 4 .l z .s II 3.1 
Wholesale trade IS 6.7 Z9 3.9 19 z.s 143 13.1 
Retail trade Ill ZO.!I Stl 34.5 ZJ 11.9 190 61.3 
Finance 94 63.1 149 118.1 IS 13.6 ZSI 165.4 
Pub. ub1., transp. and com-

munication · JZI 111.4 116 119.0 31 36.1 SJ9 313.Z 
Service 101 15.1 ss 3ti..J 13 13.0 186 65.1 
Agriculture, forestry and fishin; 16 .tS J .z J I.Z 3Z 1.0 
Government z 1.1 3 9.1 J IO.Z 
Manufacturing 4-15 190.9 311 ZJI.J 153 13.0 9Z9 SIZ.1 

Food and products 77 26.2 33 12.7 21 7.8 131 46.7 
Tobacco products 5 5.3 tO 32.1 15 37.4 
Textile mill products 22 2.5 12 9.5 9 6.3 43 18.3 
Wearing apparel 10 2.5 4 3.2 2 .a 16 6.5 
Lumber and timber 3 .7 12 6.9 7 1.1 22 8.7 
Furniture and fin. lumber 9 2.6 6 .7 5 .5 20 3.8 
Paper and pulp 40 14.9 33 41.6 11 10.5 84 67.0 
Printing and publishing 38 12.5 34 12.1 12 3.2 84 27.8 
Chemicals 25 20.1 15 10.1 5 .7 45 30.9 
P.Voleum and coal prod. 5 1.0 4 2.1 9 3.1 
Rubber and products 6 1.5 13 13.9 1 .2 20 15.6 
Leather and products 4 1.1 5 1.8 9 2.9 
Stone, clay, glasa u 5.4 17 5.8 5 1.2 . 33 12.4 
Iroa and steel mills 35 19.1 40 39.5 19 13.0 94 71.6 
Transportation equipment 39 34.0 4 .5 3 1.8 46 36.3 
Non-ferrous metals 10 1.5 6 6.2 6 2.2 22 9.9 
Electrical machinery 18 3.3 6 2.2 4 1.4 28 6.9 
Other machinery 43 10.5 19 8.6 15 5.5 77 24.6 
Autoe and auto. equip. 18 u 9 2.8 7 5.5 34 12.4 
Miscellaneous and not allocable 47 22.1 29 26.0 21 21..J 97 69.4 

TOTAL 1,421 $531.5 861 $908.5 325 $239.3 2,607 $1,679.3 

• National Bureau sample of loans made by 99 commercial banks. Excludes "revolvina" term 
loans. See Appendix A. 
' • Includes loans for which DO information was given. 
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designed to extinguish not more tha~ two-thirds of outstand
ing debt before maturity, leaving the final payment as a sort 
of balloon. Hence it is probable that a business concern for 
which the making of a term loan was an alternative to a pub
lic offering of securities adapted this comm6h feature of 
public corporate bond issues to its term loans. The additional 
risk to the lender of balloon or lump sum repayments as 
against amortization through equal instalments should not be 
overlooked. The insignificant fraction of bank term loans that 
is indicated by Table 7 to be repayable in accordance with net 
or gross income of the borrower was smaller than for Reserve 
bank or RFC loans. This may be interpreted as an indication 
that commercial banks dealt with a group of enterprises whose . 
abilities to make repayment were so much more favorable 
that it was not necessary to gear the discharge of debt so 
carefully to the business fortunes of the debtor. However, 
repayment in accordance with net or gross income is likely 
to be more important than is indicated by the data, because 
such a method is often subsidiary or alternative to other 
methods specified in loan agreements. 

Tablt 7-N UMBER. AND ORIGINAL AMoUNT OF TERM LoANS 
HELD BY 99 CoMMERCIAL BANKS ABouT juNE 30, 1941, 
BY TYPE OF REPAYMENT ScHEDULE• (dollar. figures in 
thousands) 

Original Number of Loans 

Type of Repayment 
Amount of Loans 

Schedule 
Number Percent Amount Percent 

One sum at maturity 180 6.9 $191,242 11.4 
Equal, or approximately 

equal, instalments 1,866 71.6 945,845 56.3 
Larger final payment 449 17.2 481,177 28.7 
In accordance with net or 

gross mcome 8 .3 5,205 .3 
Other methods 72 2.8 40,209 2.4 
No information 32 1.2 15,574 .9 

ToTAL 2,607 100.0 $1,679,252 100.0 

• National Bureau sample of 99 commercial banks. Excludes "revolving" term 
loans. See Appendix A. 
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Medium-Term Securitie8 
Privately Purchased by Life Insurance Companies 

Term of LOGll 

It has already been observed that the corporate bonds and 
notes purchased privately from issuers by life insurance com
panies are for the most part long-term credits, outside the 
area marked out for study. On a definition of medium-term 
credit as running for 15 years or less, approximately 7 S per
cent of the amount of all private placements would be ex
cluded.1 If medium-term credit is limited to that with terms 
of 10 years or less, then 88 percent of the amounts of all 
private placements purchased by insurance companies are ex
cluded. No matter how the medium-term business credit mar
ket is defined, insurance company loans are of much greater 
average term than those of commercial banks or public agen
cies. With respect to length of credit, they have stood on the 
one extremity of the market, just as the Reserve banks have 
occupied the other end, with commercial banks and the RFC 
in an intermediate position. Table 8 indicates that less than 
16 percent of the number and 15 percent of the amount of all 
privately purchased issues having terms of 15 years or under 
matured five years or less after date of issuance. Well over 
half the amount of credit carried a term of more than ten 
years. A tendency exists to concentrate maturities on five, 
ten and fifteen-year periods after issuance. Insurance com
panies- have occasionally split loans running over ten years 
with commercial banks, taking that part repayable after ten 
years and leaving to banks the shorter maturities of the loan. 
This type of financial cooperation does not appear to have 
developed far. Only 46 loans (originally amounting to $65.6 
million), out of the 2, 7 64 term loans held by 99 large com
mercial banks at the middle of 1941, had been split with in
surance companies alone or with other banks and insurance . 
compames. 

1 See Appendix B for method of estimation. 
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Table 8-PRIVATELY PuRCHASED SECURITIES OF MEDIUM 
TERM, HELD BY 5 LIFE INSURANCE CoMPANIEs AT 
DEcEMBER 31, 1940, BY TERM AT TIME oF AcQUISITION 
AND BY TYPE OF SEcURITY• (dollar figures in thousands) 
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Numbtr of lssuu Amount of lssuu 

Number Percent Amount Percent 

TERM AT TIME OF ACQUISITION 
Less than 5 years 23 10.6 $74,288 9.0 
5 years 11 5.1 45,447 5.5 
6-9 years inclusive 44 20.3 143,210 17.4 

10 years 42 19.4 150,104 18.2 
11-14 years inclusive 32 14.7 116,918 14.2 
15 years 65 29.9 294,142 35.7 

ToTAL 217 100.0 $824,109 100.0 

TYPE OF SECURITY 
Unsecured 131 60.4 $547,928 66.5 

Secured 86 39.6 276,181 33.5 
Lien on real estateb 60 27.6 166,975 20.3 
Lien on equipment0 23 10.6 80,296 9.7 
Other liensd 3 1.4 28,910 3.5 

ToTAL 217 100.0 $824,109 100.0 

• National Bureau sample of holdings of Slife insurance companies. See Appendix B. 
Term at time of acquisition is regarded as identical with term at time of issuance. 

b Includes first mortgages or first liens, or both, on real estate. Also includes first 
mortgage and collateral trust notes, and second mortgages. · 

0 Includes first mortgages or first liens on equipment, and equipment trust certificates. 
d Includes combinations of security, preferred ship mortgages, and collateral trust 

notes. 

Security Taken 

Concerns that have placed their securities privately with life · 
insurance companies have nearly all been prime credit risks
corporations of regional or national scope. It is a normal con
sequence that over 60 percent of the issues, comprising about 
two-thirds of the original amounts of credit, have been un
secured. Among secured loans, Table .8 shows that first liens 
or mortgages on real estate have been the most important 
type of security, with liens on equipment next in frequency 
of use. In instances where security has been taken from public 
utility and manufacturing concerns, it has been most frequent 
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to take first mortgages on fixed assets, or to collateralize the 
loan with stocks and bonds, or both. Credits advanced to rail
road companies have been secured in the main by liens on 
equipment, often established through the creation of equip
ment trusts, although the chattel mortgage is growing in 
importance as a security device. 

u,. o/ Fundi br Bo"ower' 

While there are no quantitative data available to measure 
the way in which concerns privately disposing of issues to 
insurance companies have utilized the loan proceeds, it is 
likely that the pattern of use is similar to that of bank term 
loans. That is, the bulk of credit has gone to retire or refund 
outstanding obligations. Yet it is clear that some part of 
private placements has provided money for business expansion. 
Railroad equipment trust issues are definitely within this 
category. 

Repayment Provi&ioru 

Only about one-quarter of the number and amount of medium
term securities privately acquired by life insurance companies 
have carried serial maturities, and thus have been similar to 
term loans of commercial banks and public agencies with re
spect to repayment provisions. Table 9 indicates that the 
majority of these medium-term issues are legally repayable 
in lump sums at maturity, although sinking funds have oc
casionally been provided for in purchase agreements. By and 
large, securities privately placed appear to have carried re
payment arrangements substantially similar to those of pub
licly marketed securities. Such arrangements have differed 
from those associated with commercial bank term loans in 
that a much smaller proportion of private placement credits 
have provided for regular schedules of payments, completely 
amortizing debts at their maturity dates. Other factors being 
the same, the risks of nonrepayment of privately placed issues 
have therefore been greater. 
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Table 9-PRIVATELY PuRCHASED SEcURITIES OF MEDIUM 
TERM, HELD BY 5 LIFE INSURANCE CoMPANIES AT 
DECEMBER 31, 1940, BY METHOD OF REPAYMENT AND 
YEAR OF MATURITY• (dollar figures in thousands) 
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Numbtr of Issuu Amount Outstanding 

Mtthod of Rtpaymmt 
and Ytar of Maturity 

Number Percent Amount Percent 

Serial maturities 58 26.7 1174,674 23.0 

Single maturity 159 73.3 586,333 77.0 
Prior to 1945 29 13.4 105,628 13.9 . 
1945 to 1950 55 25.3 189,642 24.9 
1950 to 1955 60 27.7 217,327 28.5 
During 1955 15 6.9 73,736 9.7 

ToTAL 217 100.0 $761,007 100.0 

• National Bureau sample of holdings of Slife insurance companies. See Appendix B. 

Term of Loan 

Business Loans of the 
Reconstruction Finance Corporation4 

The RFC has been bound by no statutory limitation on term 
of business loans. The Corporation has announced that the 
repayment program is to be set up in such a way as not to 
restrict the development of business or impair the working 
capital of the borrower during the life of the loan. The most 
definite specification regarding term has been :5 

' 
For established industries whose need is principally for shorter 

term credit, loans usually should be repaid within five years or less. 
When loans are primarily to finance capital expenditures, a longer 
repayment program may be considered. 

In view of the fact that about 13 percent of, the number and 
half the amount of loans approved have had terms exceeding 
five years, it seems reasonable to infer that a substantial frac-

~This section is based mainly upon a study by the authors of review com
mittee reports in the files of the RFC pertaining to a random sample of 40 
loans approved and 40 loan applications rejected. 

11 Reconstruction Finance Corporation, Circular No. 13, revised, "Information 
Regarding Loans to Business Enterprises" (Washington, 1938). 
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Tahl~ lo-NuMBER. AND AMOUNT OF SAMPLES OF RFC 
BusiNEss LoANs REQUESTED AND Arra.ovED, BY TER.M oF 
LoAN TO MATUR.ITY (dollar figurts in thousands) 

LOANS lE~IJESTEJ>A LOANS APPI\OVEDb 

Tmn of Nxmlur AmoKnl Nxmbtr Amo11nl 
Lotm lo 
MIUt~rity 

Num- Per- Per- Num• Per- Per-
ber 

Amount 
ber 

Amount -cent cent cent cent 

Less than 
1 year 1 1.0 $2 .0 2 3.7 $27 .3 

1 year 1 1.0 1 .0 2 3.7 151 1.5 
2 years 4 3.9 19 .2 4 7.4 9 .1 
3 years 8 7.8 1,478 12.8 11 20.4 2,188 21.1 
4 years 2 1.9 92 .8 7 12.9 314 3.0 

S years 51 49.5 4,543 39.4 21 38.9 2,376 22.9 
6-7 years 7 6.8 1,867 16.2 3 5.6 224 2.2 
8-9 years 6 5.8 111 1.0 2 3.7 315 3.0 
10 years 20 
Over 10 

19.4 1,970 17.1 2 3.7 4,775 45.9 

years 3 2.9 1,446 12.5 

ToTAL 103 100.0 $11,529 100.0 54 100.0 $10,379 100.0 

• National Bureau sample of 103 applications for loans. 
b National Bureau sample of 54 approved loan applications. 

tion of RFC credit has been intended to finance capital ex
penditures or to refund outstanding debt. The figures con
tained in Table 10 reflect a concentration upon three and five 
years in term of loans approved. Even .more significant is the 
fact that term of loans requested by applicants considerably 
exceeded the length of term granted. No less than 35 percent 
of a number of applicants, collectively applying for nearly 
half of all requested RFC credit, wanted terms of more than 
five years. This may be interpreted as evidence that the funda
mental need of many applicants was for equity capital or 
longer term credit than the RFC felt able to extend. Any 
analysis of RFC loans by term at time of making must be 
recognized as of limited significance, because of the almost 
continuous modification of loan ag-reements by the Corporation 
in order to cure defaults, to postpone foreclosure proceedings, 
or to meet changed circumstances of the borrower. This flexi-
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bility of term loans has been noted previously. Although the 
Corporation generally pared down requested terms in approv
ing loans, RFC credit has been of longer term than that of the 
Reserve banks. 

Security Taken 

A significant difference between commercial bank and RFC 
term loans is that practically all RFC business loans have been 
secured. It was considered necessary to obtain first liens on 
real estate and equipment, and other creditors were asked to 
subrogate their claims through "stand-by" agreements. The 
pledge of inventories through a field warehousing arrange
ment was frequently required. Assignments of accounts re
ceivable were often taken. The cash surrender value of life 
insurance policies on the lives of partners, principal officers 
or stockholders was frequently required to be pledged, or in 
cases where no policies were in existence, the principals of the 
borrower were sometimes required to procure them. Personal 
endorsements of the loan by principal officers or stockholders 
with "outside" financial strength were often obtained. In 
many instances several, and in some cases all, of these types of 
security were taken on individual loans. Since the RFC Act 
did not require security but stated that business loans should 
be "of such sound value, or so secured, as reasonably .to as
sure retirement or repayment," it is plain that the Cor.poration 
dealt with borrowers whose financial statements did not war-· 
rant unsecured credit, that is, with the "marginal" borrowers 
whose credit needs the RFC loan program was designed to 
fulfill. 

U&e of Fl.liU!s by Borrower• 

The RFC has been restricted by the legal requirement that 
loans shall be made for the purpose of "maintaining or pro- . 
moting the economic stability of the country or encouraging 
the employment of labor." The Corporation announced that 
it would make loans for the hiring of labor, the purchase of 
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materials and machinery, the financing of industrial construct· 
tion, the establishment of new business enterprises or the 
expansion of existing concerns. Its intention has not been to 
lend money primarily to enable a borrower to pay existing 
indebtedness, although a portion of the proceeds of a loan 
may be so utilized.• Although no analysis of loans by bor· 
rowers' intended use of funds is available, review of a sample 
of cases indicates that, while the' bulk of funds provided bor· 
rowers with new money, rather substantial fractions-in some 
instances more than SO percent-of individual loans have 
been used to discharge previous debts. But such uses would 
be quite consistent with law, if it could be shown that with· 
holding of RFC credit would have resulted in a discontinu
ance of operations by the unfortunate applicant. It is a naive 
but frequent error to argue that refunding loans never affect 
employment or business activity. 

Repayment Provision~ 

Like the credits of the Federal Reserve banks, nearly all of 
the RFC business loans have been repayable in a number of, 
instalments, not always equal in amount. A majority of the 
loans were intended to be discharged in monthly, rather than 
in quarterly, semi-annual or annual instalments. This probably 
reflects the close control that the lender to financially straitened 
concer_ns necessarily must exercise, also the desire of lenders 
in a new and untried field to take precautions to protect their 
position. A significant feature of the plans of repayment was 
that many called for fixed dollar amounts or certain amounts 
per unit of product sold, whichever was greater. These sched
ules represented efforts to scale the discharge of indebtedness 
roughly in accordance with the ability of the debtors. Some 
loan agreements contained the so-called "fifty percent clause," 
which requires the debtor to pay stated instalments or 50 per
cent of earnings before depreciation and Federal income taxes, 
whichever is greater .. 

• Reconstruction Finance Corporation, Circular No. 1], revised. 
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Industrial Loans of the Federal Reserve Ba_nks7 

Term of Loan 

63 

By law the term of Reserve bank loans to business enterprises 
has been limited to five years. That this limitation on maximum 
term of loans has narrowed the market for Reserve bank 
business credit is evidenced by the fact that loans comprising 
half of the amount of commercial bank and RFC term credit 
have maturities exceeding this length. Such evidence as is 
available indicates that the bulk of Reserve bank loans, in 
number and amount, have matured at two to five years. A 
few credits have been extended for periods of six or nine 
months, and thus do not fall within the · categpry of term 
loans. But the large number of renewals of loans that were 
not discharged in accordance with existing schedules limits 
the significance of any tabulation of loans according to term. 
Indeed, a basic characteristic of all term lending is the 
need for rescheduling the payments of loans in the light of 
debtors' changing circumstances. The longer life of term 
credits necessitates estimation of borrowers' needs for funds 
and of their ability to repay loans, and such estimates are per
force revised through time. During 1941 the repayment pro
visions of many term loans made to prime business concerns 
required relaxation as a result of the strain put on their work
ing capital by the high productive activity of the period. 

Security Taken 

The Federal Reserve Act provided that industrial advances 
should be made upon "a reasonable and sound basis," leaving 
the banks free to determine whether or not to take collateral 

' security on their industrial loans. The fact that few loans 
have been unsecured indicates that the character of borrowers 
from Reserve banks has been different from that of term 

1 This section draws upon a study of the National Bureau of Economic Re
search (Financial Research Program), Capital and Credit Requirements of 
Federal Reserve Bank Industrial Loan Applicants, by Charles L. Merwin and 
Charles H. Schmidt (ms. 1941). It is partially based upon a review by the 
authors of a sample of credit files pertaining to Section 13b loans made by 
the Federal Reserve Banks of New York and Philadelphia. 
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Ta'h/1 11-NuMBER AND AMouNT OF INDUSTRIAL AD
VANCES OF FEDERAL RESERVE BANKS TO MAY 31, 1935, 
BY PRINCIPAL TYPE OF SECURITY• (dollar figuru in thou• 
sands) 

Numb" of Loaf&.l Amounl of Loans 
Principal Typt of 

S~eurity Number Percent Amount Percent 

Secured 124 74.7 19,458 82.8 
First mortgages on real estate 33 19.9 6,401 56.0 
Chattel mortgages on machinery 

and equipment 27 16.3 1,179 10.3 
Second mortgages on real estate 17 10.2 640 5.6 
Accounts receivable and contracts 30 18.1 835 7.3 
Life insurance 8 4.8 143 1.3 
Unlisted stocks 4 2.4 113 1.0 
Listed stocks 3 1.8 79 .7 
Capital stock o( borrower 2 1.2 68 .6 

Unsecured 42 25.3 1,966 17.2 

ToTAL 166 100.0 $11,424 100.0 

•Taken from James C. Dolley, The Industrial Advance Program of the Federal 
Reserve System," Quarterly Journal of EconomiCJ, Vol. L (February 1936). Data 
secured by the author through questionnaires to the several Federal Reserve banks. 

loan debtors of commercial banks, as was in fact required by 
law. Only two of the 200 loans approved by the Philadelphia 

·bank were unsecured, and these ran for terms of 18 months 
or less.8 A tabulation of industrial advances up to May 31, 
1935, appearing in Table 11 and covering a substantial frac
tion of all Federal Reserve business credit, indicates that only 
a quarter of the number and 17 p·ercent of the amount of 
such credits were unsecured. Most loans have been secured 
by first mortgages on fixed assets, chattel mortgages on equip
ment, or assignment of accounts receivable; the right was 
generally reserved by the lending bank to require additional 
security at its option. 

The character· or circumstances of concerns receiving Re
serve bank credit made it necessary to acquire protection 
against the possibility that the borrower might be unable to 
make repayment. Reserve bank loans could only be made if 

8 Glenn K. Morris, Tlu Loans to Industry Program of the Federal Reserve 
Banlt of Philadelphia (unpublished thesis, June 1940). 
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credit was unavailable from private sources. While some firms 
were good credit risks, their commercial banking connections 
had been severed as a result of the banking crisis of 1933, 
and many others could not get bank credit because of de
terioration in financial position after 1929. In a number of 
cases, the Reserve banks have approved loans of a specified 
amount, some part of which was disbursed upon the deposit 
of real estate mortgages or other security, and the remainder 
when and as accounts receivable were assigned by the borrower 
in the ratio of 1,0 to 1. The taking of assignments of ac
counts receivable, in addition to liens on other assets, appears 
to have been used with considerable frequency as a security 
device. Borrowers were nearly always in dire want of working 
capital and receivables provided the best security for the 
bank, as well as a good method of gearing the amount of the 
loan to the working capital needs of the debtor. 

Use of Fund& by Borrowers 

Under the statute, Reserve banks could lend funds only to 
provide borrowers with "working capital." Although the 
Board of Governors of the Federal Reserve System has never 
defined this phrase by regulation, preferring to leave its in
terpretation to the individual Reserve banks, the conception 
is fairly clear. This restriction to loans for working capital 
has probably served to reduce the potential amount of credit 
that could be extended by the Reserve banks even more than 
their restriction to loans with maximum terms of five years. 
Less than 16 percent of the original amounts of all term loans 
held by commercial banks at mid-1941 were· intended to be 
used by borrowers exclusively to augment working capital. , 
One method whereby Reserve banks have controlled the dis
position of loan proceeds has been to write into loan agree
ments the requirement that the increase in borrower's net 
current assets after disbursement of the loan, but excluding 
the loan from current liabilities, must be kept at least equal 
to the amount of the loan.9 Such a financial stricture precludes 

8 Glenn K. Morris, op. cit. 
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use of the proceeds for refunding, plant expansion or im
·provement, although money borrowed for working capital 
may release other dollars for other purposes, and close control 
by the banks over use of funds is not always feasible. 

Repaymenl Provuiom 

Almost without exception, the Reserve bank term loans have 
been repayable in annual, semi-annual, quarterly, or monthly 
instalments of equal or approximately equal amounts. Among 
a sample of loans examined, there were no cases of payments 
in a single sum at maturity or balloon notes representing com
paratively large final payments. Although instalment payments 
have constituted the normal method of discharge of debt, 
the schedules of these payments have often been changed prior 
to the maturity of loans in cases where the borrower was 
unable to part with cash· at the rate or in the manner con
templated in the original loan agreement. The major conver
sions have been from annual or semi-annual payments to 
quarterly or monthly payments. In some instances, debtors 
have been required to pay specific amounts or a certain number 
of dollars or cents per unit of product sold, whichever was ' 
grea.ter. 

Changes in Term Loan 
Characteristics and Lending Practices Since 193410 

Term loans of commercial banks offer the best opportunity 
for discovering changes in loan characteristics and lending 
practices that have occurred since 1934. Information concern
ing medium-term securities acquired privately by life insur
ance companies and Reserve bank and RFC business loans is 
·inadequate for such analysis. Even a study of commercial 
bank term credit is subject to the limitation that detailed 
information is available only on loans held at recent dates 
rather than upon all loans made since 1934. To the extent that 
there is a high degree of correlation between other characteris-

1oThis section is based upon an analysis of term loans held at mid-1941 by 
a National Bureau sample of 99 large commercial banks. For description of this 
sample see Appendix A. 
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tics of loans and the period and method of .their repayment, 
any analysis of the characteristics of loans held at a given 
date but made during different years will be misleading. How
ever, careful cross-checking to determine whether such cor
relations exist, and the establishment of appropriate limita
tions on periods of comparison, can eliminate significant errors 
arising from this cause. 

Shi/u in Term of Loans 

The view has been frequently expressed by bankers that term 
loans are tending to have longer maturities. Although this 
hypothesis could be tested adequately only by examinin·g the 
distribution, according to term at time of making, of all term 
loans made by· commercial banks during recent years, anal
ysis of term loans held at mid-1941 does not support the 
thesis that terms have tended to lengthen. Considering only 
loans made since 1936 and having four or more years to run 
at time of making, it has been true in every year except 1938 
that five years is the most characteristic. During 193 8 there 
was a marked shift to longer terms, nearly 38 percent of the 
loans made in that year having ten-year maturities, after which 
year there was a shift back to the five-year term. The total 
amount of credit having more than five-year terms fell from 
nearly 70 percent in 1938 to 56 percent in 1939 and to 42. 
percent in 1940; during the first half of 1941 there was a rise 
to 53 percent. Thus, there is no evidence available of a marked 
change in the term of loans. 

Shifts in Size of Loans 

There is some evidence that up to 1940 commercial banks 
tended to make term loans of larger size, if the average 
amounts of term loans made during different years and held at 
mid-1941 may be taken as a criterion. The explanation may 
lie in the business expansion which followed 193 8. The aver
age original amounts of loans rose from $247,000 for loans 
made during 1936, to $341,000 for loans made'during 1937, 
to $651,000 during 1938, and to $773,000 during 1939. 
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Thereafter, the average feel to $748,000 during 1940, and 
to $636,000 for loans made during the first half of 1941. It 
appears likely that after 1939 banks extended term credits 
to somewhat smaller firms. But conclusions from these data 
must be tentative, since there is some tendency for loans of 
smaller amount to be paid off more rapidly than larger loans. 
The existence of such a tendency would make information on 
the sizes of loans held at any given date unreliable for our 
purposes. 

Shifu in Si~• of Borrowers 

Apparently no pronounced shift occurred during the period 
1934-41 in the size of concerns securing term credit from 
commercial banks, although over this period there was a slight 
tendency toward borrowing by larger firms. During 1936 and 
1937 the modal borrower had total assets between $100,000 
and $1 million, while during 1938 he had assets of $1-5 mil
lion. In 1939 the size of the typical borrower fell to the level 
of 1936 and 1937, but during 1940 he had assets of $10-50 
million. There was a drop to the $1-5 million class during the 
first half of 1941. With respect to the aggregate amounts of 
loans made: During 1937, borrowers with total assets of 
$50-100 million received the largest amount of credit going 
to any one size class, while in each year since 1937 the largest 
amount of term credit has been granted to firms with total 
assets of $100 million or more. 

Shilts ill Use of Fruwb by Borrowers 

Since 1936 there has been a slight relative increase in the 
importance of term borrowing to obtain new money, and a 
slight relative decline in the use of funds for retirement of 
debt and capital liabilities. These tendencies have not been 
pronounced, and they were affected by the short business cycle 
of 1936-39. Both in number and aggregate amount, term 
loans for new money in 1938 and 1939 fell in relative im
portance. New money loans expanded comparatively during 
1940 and the first half of 1941, probably in reflection of 
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growth in national productive activity. During the first six 
months of 1941 new money loans constituted two-thirds of the 
number and 42 percent of the amount of term credit ex
tended-the highest proportions of the period under review. 
These changes appear to mirror variations in the character of 
demand for business financing, rather than alterations in the 
willingness of the banking system to supply funds for different 
purposes. 

Shifts in luclu.stry of Borrower& 

Changes in the industrial character of concerns negotiating 
term loans appear to have been dictated mainly by the busi
ness cycle. For example, the iron and steel industry suddenly 
rose to a position of relative importance during 1937, in which 
year it accounted for 15 percent of the number and 29 per
cent of the aggregate amount of term credit extended. Not 
until 1941 was this industry again an important term bor
rower. The public utility industry, while comparatively a large 
term borrower during every year since 1934, rose in relative 
importance during 1938 (a year of cyclical depression) and 
subsequently declined. There is evidence that oil production 
loans did not develop in volume until after 1938, perhaps in 
response to increasing restrictions on oil output imposed 
by state conservation authorities. Concerns in the transporta
tion equipment industry first loomed into a position of im
portance during 1941, probably in consequence of national 
defense activities. In summary, alterations in the demand for 
medium-term credit appear to have dominated the industrial 
nature of borrowers, rather than changes in bank lending 
policy. 

Shifts in Security Taken 

To judge from their practices during different years in making 
the term loans held at mid-1941, commercial banks have 
definitely been disposed to dispense with collateral security. 
Although the number and aggregate amount of secured term 
loans made during 1936 and 1937 greatly exceeded the un-
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secured loans, during succeeding years the aggregate" amounts 
of new unsecured loans exceeded the amounts of new secured 
loans, greater numbers of loans .continuing, however, to carry 
security. During the first six months of 1941, both the number 
and amount of uncollateralized credits surpassed secured 
credits, over 72 percent of all loans being unsecured. This 
phenomenon is probably to be explained by the growing fa
miliarity of bankers with term lending techniques, combined 
with an intensification of competition among lenders. Broader 
reliance is being placed upon the restrictive clauses contained 
in term loan agreements, while less stress is being laid upon 
the pledge of specific assets by borrowers . 

• 

Shift~ i11 the Taking of Commitment~ 

There has been no significant change in the frequency with 
which commitments have been made by the public or private 
agencies to assume the risks of commercial bank term loans. 
With the exception of loans made during 1938, in every year 
since 1936 the number of term loans with respect to which 
commitments were made did not exceed 7 percent and the 
amounts of such loans did not exceed 4 percent of all term 
credit. During 1938 there was a marked increase in the rela
tive number and amount of loans for which commitments 
were made by other lenders, nearly 15 percent of the number 
and 5 percent of the amount of all loans made in that year 
carrying commitments. This may be interpreted to reflect the 
sharp depression of 1938, during which the credit-granting 
activities of the public term lending agencies increased and 
lenders' appraisal of uncertainties were made with less opti
mism, leading to a greater desire to distribute risks. 

Shifts in Methoch of Repayment 

Ever since 1936 there has been a slightly increasing disposition 
on the part of commercial banks to make term loans repayable 
in equal or approximately equal instalments, or repayable in 
accordance with the gross or net income of the borrower. But 
this tendency has not been strong, since the single payment 
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loan and the balloon note have almost maintained their rela-
tive positions.' Balloon notes reached their position of highe~t 
relative importance during 1939, nearly one-fifth of the num
ber and one-third of the amount of term credit extended in 
that year having a larger. payment due at maturity than at 
any preceding date. · 

. 
Shift• in the Splitting of Loam 

Analysis of term loans held in bank portfolios at mid-1941 . 
yields some evidence of an increase since 1935 in the fre
quency with which the cooperation of other lenders is sought 
in extending credit. It is likely that this fact is explained by 
the tendency, noted previously, for the average size of term . 
loans to increase. Relatively the largest number and amount 
of all split term loans were made during 1939, the year in 
which the average size of loans was largest; nearly half the 
number and three-quarters of the amount of term credit ex
tended in that year were divided between the originating banks 
and other institutions. 

Summary of Change• 

As far as can be determined from analysis of loans held at a 
given date, the nature of bank term loans does not appear 
to have altered markedly during the five preceding years. 
Term of loans, size of loans, and size and industry of bor
rowers have not ,undergone any marked change. Nonetheless, 
developments have occurred to emphasize the distinctive fea
tures of business term loans. The tendencies to dispense with 
collateral security, to insist upon amortization of debt in equal 
instalments, and to split loans among several lenders have 
become more pronounced. Furthermore, the comparative in
crease in the proportion of term credit devoted to business 
expansion augurs better for a sustained volume of term lend
ing than would be the case if an increasing fraction of bor
rowed funds were devoted to retirement of debt or preferred 
stock. Term borrowing for the latter purpose is motivated 
principally by continued reduction in the structure of interest 
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rates, that is, upon a condition that is quite unlikely to persist 
indefinitely. 

Toward the end of 1940 the willingness of commercial 
bankers to make new term loans appears to have abated some
what, if the volume of term loans made during the first half 
of 1941 in comparison with those made during the comparable 
part of 1940 is indicative. The probable causes were the 
rather rapid decline in interest rates of term loans, the likeli
hood that some banks may have built up portfolios of term 
loans to a point beyond which they did not wish to go, ·and a 
belief that the risks carried by medium-term credit had risen 
in consequence of the growing uncertainties of international 
affairs. The fall in term loan interest rates was apparently due 
to the intense efforts exerted by commercial banks during im
mediately preceding years to employ idle cash, and to sharp
ening competition of insurance companies and other financing 
institutions in making the larger and longer-dated loans. Added 
to all of these causes is the necessary decline in the demand 
for term loans to refinance outstanding obligations at lower 
interest rates, as corporations have gradually exhausted the 
possibilities of effecting savings in fixed charges by such action. 

It is not amiss to observe finally that the enormous expan
sion .in the volume of medium-term credit up to the end of 
1940 (of which commercial bank term loans are the iargest 
part) has come to penetrate nearly every section of the busi
ness credit market, in terms of industry, size of borrowers and 
uses of funds. 
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Practices and Techniques of Terni 
Lending 

SINCE THE REPAYMENT of no loan is absolutely certain, pri
vate credit institutions cannot avoid measuring the risks of 
lending, nor can they avoid adopting a policy regarding the 
amount of risk they are willing to assume. As a practical mat
ter, this involves, first, the adoption of credit standards by 
reference to which applications for loans may be tested, and 
second, the use of credit appraisal methods in order to de
termine whether requests for loans meet these standards.1 

Commercial banks, life insurance companies, and public 
agencies extending medium-term credit to business concerns 
have gradually developed specially trained personnel and, 
unique credit standards, along with methods of appraising 
and limiting term loan risks. The factors that determine the 
probability of repayment of a term loan differ markedly from 
those pertaining to a personal loan, a residential mortgage or 
other forms of credit. Moreover, the large size of individual 
term loans means that lenders cannot rely upon diversifica
tion to any considerable extent to limit their risks, but must 
attempt to compensate for this by the care with which they 
scrutinize each loan application. 

Organization and Personnel 

Very few commercial banks have set up separate depart
ments or divisions charged exclusively with the functions of 
making and controlling all term loans originating in the bank.2 

1 It may also entail the provision of reserves, set aside out of income from 
loans, against which "normal" losses may be charged. 

2 Among a large number of banks located in leading financial centers east 
of the Mississippi River, whose officers were interviewed by the writers, only 
one bad concentrated all term lending functions in a separate department. 

73 
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A number of banks have approximated this form of organiza
tion by placing a senior officer in charge of all term credits, 
with the duty of supervising and passing upon term loans 
originating with other officers. But the majority of American 
banks that are large enough to have developed a need for 
specialization of their business loan functions have divided 
their territories into geographical areas, one of which is 
assigned to each loan officer. A few large banks organize 
their business loans on an industrial basis, or combine an in
dustrial with a geographical basis of organization. Whatever 
method of organization is used, it is generally true that ap
plicants for term loans and seasonal loans will deal with the 
same loan officer. In short, banks have preferred to adapt 
their existing organizations to term lending rather than to 
create new divisions. 

This fact does not indicate that bank managements fail to 
recognize any peculiarity in the credit problems posed by term 
loans. Many institutions have created special statistical or re
search departments for the analysis of applications for term 
loans. It is significant that in some cases these credit analyses 
are assigned to the analytical units connected with the bond or 
t·rust departments of the bank,. rather than to the regular 
credit department.8 This is evidence of a recognition that term 
loans should be judged by standards and analyzed by methods 
appropriate to investments rather than to short-term loans. 

As may be inferred from the general absence of special 
organization for term lending by commercial banks, the per
sonnel engaged in this work consists mainly of regular bank 
loan officers. The majority of banks that have systematically 
entered the term loan market on a substantial scale have, how
ever, recruited personnel with investment banking experience. 
As one experienced bank officer put it, "a special attitude of 
mind is necessary in making term loans." Many individuals 
formerly associated with the securities affiliates of large banks 

a Several banks reported to the writers a plan to merge their credit depart
ments with their departments of statistics and analysis, as a result of expansion 
of their activities in term lending. This is evidence of a shift in emphasis in 
credit appraisal methods toward evaluation of long-run earning power. 
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are now engaged in term loan operations. Some banks have 
also drawn upon former officers and security analysts of in
vestment banking houses for skills useful in extending longer 
term credits. Certain banks have employed full time, or re
tained on a part-time basis, management engineers, marketing 
consultants, geologists, petroleum engineers, or other types of 
experts to aid them in sifting loan applications. Expert per
sonnel has been employed with greatest frequency by banks 
with heavy interests in term loans to oil producers. 

Alethoth of Acquiring Loam 

It is probable that the majority of banks having term loans 
in their portfolios at the end of 1940 did not actively solicit 
them. The loans were created primarily as a result of requests 
of borrowers, or in consequence of suggestions made by bank
ers to borrowers who came to the bank expecting to obtain 
traditional short-term credit. This implies the existence of 
more pressure on the demand than on the supply ·side of the 
term loan market. Advertising and personal solicitation of 
prospective term borrowers has been confined to a compara
tively few banks in large cities, but these have been among 
the most active term lenders. Several of these banks have 
systematically scrutinized financial statements and other infor· 
mation pertaining to businesses contemplating expansion or 
having high-coupon debt or preferred stock outstanding. Then, 
through a traveling representative, they have tried to interest 
these concerns in negotiating term loans. Such activities re
semble those of the buying departments of investment bank· 
ing houses which aim to maintain contact with all concerns 
likely to require financing. 

1\f any bankers view aggressive loan solicitation with dis
favor. They argue that debts actively invited are likely to be 
of inferior quality. This conclusion does not necessarily follow. 
A soliciting bank may very well acquire loans of unquestion
able merit that would otherwise have been made by competing 
banks or financing agencies, or never have been made. at all 
(to the disadvantage of both borrower and lender), providing 
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that it does not relax its credit standards or compromise the 
thoroughness of its credit investigations. 

Formation of Loan Agreement1 

Practically all term loans of commerical banks embody, or 
are accompanied by, an agreement between borrower and 
lender that contains covenants by the debtor to conduct his 
business in prescribed ways and defines the conditions of the 
loan. Agreements usually contain both positive promises of 
the borrower to perform specific acts, and "negative pledge" 
clauses not to perform other acts. Although these agreements 
resemble articles contained in mortgage indentures pertaining 
to corporate bond issues, they usually go much farther in re
stricting the conduct of the borrower. Indeed, the compre
hensiveness with which borrowers' actions are hedged about 
is one of the distinguishing features of term lending. It is the 
device lenders have used to offset the additional uncertainties 
inevitably present in credits running for medium instead of 
short terms. 

It is felt that the most effective protection of the lender's 
interests is found not in the real estate, chattels, receivables, 
or inventory that may be hypothecated, but in the loan agree
ment that sets up financial and other conditions to be main
tained by the borrower and automatically accelerates the 
maturity of the loan in case of violation. Under such arrange
ments the lender in~rs the trouble and expense of taking 
liens on assets only if the maturity of the loan is accelerated. 
National banks are surrounded by such restrictions on real 
estate loans that they prefer not to acquire them. Neither do 
most borrowers wish to incur the cost and publicity attendant 
upon the drawing up and recording of real estate mortgages. 
In short, the taking of any collateral security entails costs, and 
the acquisition of real estate mortgages involves especiaiiy 
large costs, which both lender and borrower desire to avoid 
i( possible. 

A consideration of the provisions usually contained in term 
loan agreements throws light on the operating problems in-
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volved. Term loans are generally made to enable borrowers 
to carry out specific programs, and agreements are therefore 
"tailor made" to fit the circumstances of each case. As few 
lending agencies make use of stereotyped forms, the great 
variety of provisions that may be found in loan agreements 
makes summary difficult.4 

Provisions Relating to Use of Funds 

The majority of agreements made with commercial banks do 
not tie the borrower down with respect to use of funds arising 
from the loan, although bank officers customarily know the 
purposes for which loan proceeds will be used. In contrast to 
instalment sales financing, term loans are "general. purpose" 
credits, although provisions of the loan agreement may imply 
limitations on what the borrower does with funds coming into 
his hands. Term loan agreements made with the Federal Re
serve banks and the Reconstruction Finance Corporation gen
erally contain rather specific restrictions on· the uses of the 
loan proceeds, undoubtedly because of the impaired financial 
conditions of many of the borrowers, and because the statutes 
under which these agencies operate limit the purposes for 
which loans may be made. 

Provisions Concerning the Incurring of Indebtedness 

Term loan agreements commonly specify a maximum amount 
of term credit that may be outstanding at any one time-that 
is, the maximum loan authorization together with a schedule 
of repayments. Infrequently, the loan agreement sets up a "line 
of credit" for the borrower for a specific term of years. About 
5 percent of the number and aggregate amount of term loans 
are revolving credits with fluctuating outstanding indebted
ness. Other controls of debt found in the majority of loan 
agreements include prohibitions against incurring any long
term indebtedness (except with permission of the lending bank) 

• An excellent list of the provisions commonly contained in term loan agree
ments, based upon study of a large number of such agreements, may be found 
in Albert Wagenfuehr, Term Loans by Commercial Banks (Robert Morris 
Associates, Philadelphia, 1940) pp. 27-30. 

' 
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and against the pledge of any assets without such permission. 
While this does not give the lending bank the same protection 
it would have if it took mortgages on real estate or other as
sets of the borrower, it is protective in the sense that it pre
vents others from obtaining prior claims to the borrower's 
assets. It will be observed that this usually leaves the debtor 
concerns free, within limits, to borrow for seasonal or other 
short-term purposes, and in fact they do so. Finally, the loan 
agreement may prohibit the borrower from assuming any con
tingent liabilities, such as guaranteeing the indebtedness of a 
subsidiary. 

Provuioru Concerning Financial Conditioru 

Among the most frequent provisions appearing in term loan 
agreements, and perhaps the most important from a credit 
standpoint, are those calling for maintenance of the current 
ratio, as defined in the loan agreement, at some specified mini
mum. This is frequently coupled with a requirement that net 
working capital shall be kept at or above a specified minimum, 
the two conditions jointly forming an indirect control of the 
amount of borrowing. It is evident that the second condition 
is essential if the lender wishes to assure himself that the net 
liquid assets of the debtor are to be preserved. Restrictions on 
amounts permitted to be invested in fixed assets, on dividend 
disbursements, and on salaries or bonuses paid to executives, 
also commonly found in term loan agreements, represent en
deavors to maintain liquidity and to prevent dissipation of the 
cash coming to the business. Clearly, controls of borrowing 
and of disbursements aim at preserving the borrower's equity 
available in liquid form to discharge the loan when due. 

Provuioru Concerning Management 

Sometimes major changes in management personnel and its 
compensation are subjected to approval of the lending bank, 
or changes in management are insisted upon as conditions of 
granting loans. Often borrowing concerns are required to 
maintain life insurance of specified amounts, with respect to 



Practices and Technique. 79 

principal managerial personnel, proceeds of which ·are·assigned 
to the lender. Such requirements are especially frequent in 
RFC term loan agreements. Term .loan agreements may also 
require the owners of the borrowing enterprise to pledge stock 
or grant proxies to vote stock-all with the aim of ensuring 
that management shall be adequate during the life of the loan. 

Provisiom Concerning Boob and Records . 

Nearly all banks insist, as a condition of making term loans, 
the borrowers maintain adequate records and grant the lender 
access to them, because only so is it possible to judge the merit 
of the credit and watch its development. Moreover loan agree
ments frequently require the debtor to submit certified annual 
balance sheets and profit and loss statements, and semi-annual, 
quarterly or even monthly figures. Some agreements ask for 
the submission of financial budgets for periods of three or six 
months in advance. 

Provisions Pertaining to .Acceleration of the Debl 

Normally, the agreement provides that all debt becomes due 
upon the default of any other debt of the borrower, upon 
failure to fulfil the financial, management, or other provisions 
of the loan agreement, upon filing of a voluntary or involun
tary petition in bankruptcy, or upon suspension of operations 
for causes other than strikes, as well as upon default in pay
ment of interest or principal of the loan. 

Provisiom Respecting Collateral Security 

If security has been required, the loan agreement specifies the 
documents necessary, such as real estate mortgages or deeds 
of trust, chattel mortgages, assignments of receivables or of 
life insurance, or pledges of inventory. As has been noted, 
practically all RFC loans and the great majority of Reserve 
bank loans carry collateral security. In contrast, only about 
40 percent of the number of medium-term credits of life in
surance companies are collaterally secured. At mid-1941 com-
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mercial banks had taken security for 56 percent of the number 
and 33 percent of the amount of term loans held by them. 

Credit Standard& 

Experienced loan officers recognize that the distinction be
tween an acceptable and an unacceptable credit rests upon the 
evaluation and combination of so many diverse elements that 
they never admit the use of any formula in judging credits. 
They believe that one complex_ of circumstances appears to 
justify a loan; another does not. If information were available, 
term loan credit standards could be inferred from a compari
son of the characteristics of loan applications accepted with 
those of loans rejected. Still another method of determining 
good credit standards would be to compare the characteristics 
of loans that proved to be good with those that resulted in 
losses.C5 These procedures- present technical difficulties, and ex
perience with term loans has been too limited to make them 
feasible at the present time. It is nevertheless possible, through 
conversations with many officers engaged in term lending, to 
isolate the factors which are uppermost in their minds when 
deciding whether to extend medium-term business credit. In 
general, there are three major subjects with which a term lend
ing institution may be concerned: ( 1) the borrowing enter
prise, ( 2) the collateral security, if any, ( 3) other endorsers 
of the obligation, if any. Since the credit standards of com
mercial banks differ somewhat from those of insurance com
panies and government agencies making term loans, it is con
venient to deal with these institutions separately. 

Commercial Banlu 

The credit standards applied most frequently by commercial 
banks to term loans relate mainly to the circumstances of the 
borrowing business, rather than to collateral security or en
dorsers of a loan. In many cases where security has been taken 

1 This type of study was made of a sample of consumer credits. See National 
Bureau of Economic Research (Financial Research Program}, Risk Elemmt1 in 
Consumer Instalment Financing, by David Durand (1941}. 
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it was not conceived of as the major protection against loss, 
but rather as a restriction upon further borrowing by the 
debtor or as a moral stimulant to repayment. With respect to 
44 percent of the number ( 67 percent of the amount) of term 
loans, the lending bank relies for payment solely upon the 
performance of the enterprise. In view of this dependence it 
is commonly the case that term loan agreements require the 
borrower to maintain his financial position at a level at least 
as favorable as existed at the time of making the loan. In ad
dition the lending institution provides, in the loan agreement, 
for certain protective measures if it appears that the bor
rower's financial position is becoming unsatisfactory. These 
include the acquisition of liens on assets and the acceleration 
of the maturity· of the note. However, although such meas
ures are provided for, bankers generally do not rely upon the 
value of assets to liquidate term indebtedness. They do not 
desire to acquire through foreclosure property that they are 
usually unequipped to operate or sell advantageously. Their 
reliance is primarily upon the ability and desire of the debtor~
to repay the loan out of earnings. Credit $taridards applied 
by commercial banks to term loans therefore grow out of 
standards traditionally applied to short-term loans, and relate 
principally to the competence and moral character of the man
agement, the concern's financial position at time of making 
the loan, and its prospective earning power. 

With respect to moral character, bankers universally insist 
that the principals of a business, whether partners or impor
tant officers or stockholders in a corporation, display an abso
lutely "clean" record. In the. case of large, well-established 
corporations, good moral character of principals may usually 
be taken for granted. No matter how impressive the present 
and prospective financial position of the enterprise may be, 
or how valuable the collateral pledged, term loans will not be 
granted unless the banker is thoroughly satisfied of the bor
rower's intention to repay his debts. This credit standard is 
justifiably founded upon the experience that a dishonest or 
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unscrupulous borrower will find some way of avoiding his 
obligations, despite the strictest precautions taken by the 
lender. It has always been applied in making short-dated loans, 
but is considered particularly necessary in term lending, since 
incompetence or lack of a sense of moral obligation has a 
longer period to work out its effects. 

There does not appear to be any uniform practice with re
gard to the standards of present financial position. Commer
cial banks are naturally unwilling to extend medium-term 
credit to a concern encumbered with so large an amount of 
current obligations in proportion to its current assets that 
financial embarrassment might follow promptly in the wake 
. of some untoward event, such as a plant shutdown or a sharp 
decline in commodity prices. The familiar 2/1 ratio of current 
assets to current liabilities has generally been applied as a 
minimum standard in making term loans, although much 
higher ratios are considered necessary for concerns subject to 
rapid changes in asset valuations. Moreover, unless unusual 
circumstances warrant· it, bankers commonly refuse to extend 
term credit to a business that has previously pleged its in· 
ventory or receivables to another creditor. The pledge of these 
assets is regarded as indicating a probability that, according 
to conservative standards, the business has inadequate work
ing capital. On the other hand, concerns that have previously 
mortgaged their fixed assets are often granted term loans, 
provided there is an adequate cushion of equity and an estab .. 
lished earning power. 

Few banks like to see the aggregate debt of a company ex
ceed the amount that the owners of the business have already 
invested although in certain industries exceptions are recog· 
nized. In industries :wherein the values of fixed as well as cur· 
rent assets are comparatively unstable, the ratio of equity to 
debt is required to be considerably above 1/1. The financial 
records of the borrowing concern are expected to show an 
ability to earn the annual percentage on its invested capital 
that is at least "normal" in its industry. Nevertheless. term 
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credit may be granted to concerns with poor past perform
ance, if it can be shown that the cause was incompetent man
agement or some other factor, since eliminated or rectified. 

It is difficult to state precisely the objective standards of 
probable future earning power that banks expect applicants 
for term credit to meet. With certain exceptions, it may be 
said that a borrower must demonstrate reasonable ability to. 
repay a loan out of available incoming cash, without liquida
tion of essential assets, and within the maximum term estab
lished by the bank. This credit standard-ability to "throw 
off" enough cash to liquidate the loan at maturity-is also 
applicable to short-term lending, but since· a short-term loan 
can be liquidated out of collection of receivables, selling down. 
of inventories, or completion of special transactions, it does 
not require an estimation of earning power over a period of 
years. Medium-term loans thus present much more difficult 
credit problems. 

Risk inevitably increases with the term of a loan, and esti .. 
mates of future earning power diminish in accuracy the more 
distant the date for which they are made. Establishment of 
a maximum term of loans is thus an important method by 
which a bank can limit its risks on term loans. Although some 
banks do not have standards on this matter, many banks will 
not make loans running over five years, a few banks limit term 
to three or four years, and still other banks are willing to lend 
for seven or even ten years. Accordingly, a business concern 
might be able to secure credit from one institution but not 
from another, upon demonstrating reasonable ability to pay 
off a loan within, say, five years. . 

Standards concerning maximum term of loan have been par
ticularly important in loans to oil producers for the purpose 
of financing drilling operations. The producer customarily 
pledges his present producing properties, or the oil produced 
therefrom, as security for a loan. Many banks follow the prac
tice of requiring borrowers to pay instalments amounting to 
50 perceAt of the sums realized from sale of oil produced on 
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the pledged properties. Consequently, if a bank had a three
year maximum term for its oil loans, the amount it would lend 
on a given property would be less than if its maximum term 
were five years, because the "throw-off" of cash would be less 
during the shorter period. Restriction of oil production by 
state conservation authorities also reduces the amount of 
credit an oil producer can obtain by pledging a given property; 
other things being equal, this causes pressure to lengthen the 
term of oil loans. 

Life lmurance Companie1 

Life insurance companies have participated in the medium
term business credit market mainly through their private pur
chases of securities from issuers, and, to a subordinate degree, 
through mortgage loans to business concerns. Credit standards 
applied by them in the private acquisition of corporate bonds 
or notes have been the conventional ones long utilized by in
vestment bankers, and need not be described herein. In mak
ing mortgage loans on business properties, insurance com
panies have utilized credit standards pertaining both to the 
earning power of the borrowing business and to the value of 
the pledged property. 

The negotiation of agreements between business corpora
tions and life insurance companies purchasing securities pri
vately has been well and authoritatively described as follows :6 

Securities to be privately placed are customarily offered by the 
issuers or by agents or bankers on their behalf. Preliminary basic 
terms are determined in conferences between the issuer and the pur
chaser, and the transaction is· then implemented by the negotiation 
of a purchase agreement, the initial draft of which is customarily 
prepared by the purchaser. '\Vhere practicable, the indenture or sup
plemental indenture under which the securities are to be issued is 
attached in draft form to the purchase agreement. If available time 
does not permit this, the more important provisions of the proposed 
indenture are summarized in an exhibit to the purchase agreement, 
which provides that the indenture shall incorporate such terms and 

• Churchill Rodgers, "Purchase by Life Insurance Companies of Securities 
Privately Offered," Harvard Law Reroiew, Vol. LII, No. S (March 1939}. 
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shall otherwise be in a form satisfactory to both the issuer and the 
purchaser. After the execution of the contract, the purchaser usually 
prepares a list of documents essential to consummate the transaction, 
and these documents are then prepared with the collaboration of all 
parties. 

85 

In order to preserve the exempt character of the transac
tion under the Securities Act, the number of buyers of the 
issue must be rigorously limited. \Vhile the Securities and Ex
change Commission has not announced a maximum number of 
purchasers (any excess of which would make the transaction a 
'
1public offering"), up to June 1940 as many as sixteen have 

participated in the private purchase of an issue. Normally, a 
separate purchase contract is entered into by the issuer with 
each buyer. 

For many ye.ars legislation has restricted insurance com
panies to the making of loans secured by real estate mort
gages, the loans not exceeding two-thirds of the appraised 
value of the collateral. Up to recent years, practically all such 
loans have been made to borrowers pledging residential prop
erty, farm land, or non-specialized urban property such as 
office buildings, stores and lofts. For all of these properties 
there was a comparatively broad market. The credit problem 
in lending against them was exclusively one of appraising the 
security, and not one of evaluating the financial strength of 
the borrower. In extending credit to business concerns secured 
by mortgages on industrial plants and other "special purpose" 
properties, insurance companies have necessarily modified their 
earlier credit standards to the extent of appraising the current 
and prospective financial strength of borrowers. One large 
company has created a separate department for making "spe
cial purpose" mortgage loans. Before any such loan is ap
proved, it must pass the scrutiny of the real estate department, 
which seeks to determine whether the value of the collateral 
is adequate to warrant the loan, and of the security depart
ment, which must be satisfied that the loan can be amortized 
out of the borrower's earnings. This dual test is designed to 
provide two sources from which repayment could be secured. 



86 Term Lendin1 to Bruineu 

Recoll3frUclion Finance Corporation' 

The Reconstruction Finance Corporation Act limits loans to 
business enterprises by the following principal conditions :8 

(a) Capital or credit, at prevailing rates for the character 
of loan applied for, must not be otherwise available. 

(b) AI credits must be "of such sound value, or so secured, 
as reasonably to assure retirement or repayment." 

(c) Disbursements of loans can be made only when the 
borrowing enterprise is "solvent." 

{d) Loans may be made only when they offer reasonable 
assurance of continued or increased employment of labor by 
the applicant. 
Except for cases where local banking facilities were inade
quate, it follows from condition (a) that the credit standards 
of the RFC were required to differ from those of private 
institutions. Since loans of "sound value" would in all likeli
hood be made by private lending institutions, condition (b) 
in effect requires that RFC loans be secured. Hence, relatively 
greater emphasis is necessarily placed by the RFC upon the 
value of collateral security pledged by the debtor. 

There have been few, if any, business loans made without 
commercial bank participation that could have been made by 
commercial banks if they applied the usual term credit stand
ards. The RFC assured itself that credit was "not otherwise 
available" to an applicant by offering a prospective loan or a 
participation therein to the bank with which the applicant had 
customarily dealt. In some cases where such a bank declined 
to grant credit it is possible that another bank would have 
made or participated in a loan, but this appears unlikely in 
view of the financial characteristics of loan applicants. The 
majority of RFC loan applicants had very inadequate work
ing capital. In few cases were their current ratios as high as 
2/1, and several applicants had current ratios less than 1/1. 

'I' This discussion is based upon a detailed review of a random eample of 
40 business loan applications authorized by the RFC, and 40 loan applications 
rejected. 

• See Reconstruction Finance Corporation, Circular No. 11, revised (Wash
ington, 1938). 
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Ratios of borrowers' debts to net worth not infrequently ex
ceeded 1/1, even on the undoubtedly generous valuations of 
assets contained in balance sheets submitted by loan applicants. 
1\loreover, the operations of applicants usually had resulted 
in losses during the majority of years immediately preceding 
the dates of their applications. Nearly every applicant was 
heavily in debt to banks, trade creditors, stockholders or sup
pliers of equipment. As a group, concerns borrowing from the 
RFC have indeed been "substandard" from a bank credit point 
of view; loans to these concerns would have involved greater 
risks than commercial banks could have taken. It was, of 
course, precisely this class of enterprise that the RFC was 
given the difficult assignment of assisting. . 

In cases where a borrowing concern pledged real estate to 
the RFC as primary security for a loan, it appears that a 
ratio of 1/1 between borrowers' net worth a~d the amount 
of the loan was regarded as a minimum. Where the primary 
security consisted of inventory, the maximum loan was nor
mally two-thirds of the cost value. If assigned open accounts 
receivable constituted the primary security, the ratio of face 
value of accounts to the RFC loan disbursement was a 
minimum of 1 ~ /1. In a number of cases the RFC authorized 
loans of certain amounts on the deposit of mortgages on real 
estate or chattels, and authorized additional disbursements 
when and as assignments of acceptable receivables with face 
value 150 percent as large as the additional loans were made 
by the borrower. 

Federal Reserve Banks9 

Credit standards applied by Federal Reserve banks in passing 
upon applications for industrial loans have been similar to 
those of the Reconstruction Finance Corporation in many 

9 This discussion is based upon published reports of the Board of Governors 
of the Federal Reserve System and of the several Federal Reserve banks, as 
well as information secured through questionnaires circulated among Federal 
Reserve banks and an examination of credit files of the Federal Reserve Banks 
of New York, Chicago, and Philadelphia. 
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respects. These standards have been shaped in the light of the 
following statutory restrictions upon Reserve bank loans: 

(a) The borrowing concern must be "an established busi
n~ss" located within the district of the lending Reserve bank. 

(b) The borrower must be unable to obtain "requisite 
nnancial assistance on a reasonable basis from the usual 
sources." 

(c) The loan must be used for "working capital purposes." 
(d) The term of the loan may not exceed live years. 

Condition (b) carries the implication that the credit standards 
applied by the Reserve banks must differ from those of com
mercial banks, unless Reserve bank lending is to be confined 
to communities wherein private banking facilities are lacking, 
which has not been the case. It has the same effect as the 
analogous provisions in the RFC Act. But the limitations on 
term of loans and use of funds by borrowers are much more 
rigorous than those prescribed for the RFC. Since Reserve 
bank credit may not be used for plant expansion or refunding, 
Reserve banks must ensure that borrowers actually use loan 
proceeds for working capital. 

Analysis of the financial characteristics of applicants for in
dustrial advances of the Federal Reserve banks discloses that 
their financial condition by the end of 1933 was somewhat 
poorer than that of the average business concern of com
parable size. They experienced greater declines in sales during 
the 1929-32 contraction period than did average concerns in 
the same industries, were less likely to show a profit, were 
more heavily indebted both on long and short term, operated 
with smaller inventories relative to total assets, and displayed 
signs of possessing insufficient working capital. About a third 
of all applicants were approved for an industrial advance, the 
approved applicants being somewhat larger, more heavily 
weighed by manufacturing concerns, less heavily indebted, 
and containing more numerous cases of expanding sales, than 
the rejected applicants.10 

to See National Bureau of Economic Research (Financial Research Program), 
Capital and Credit Requirements of Federal Reserve Bank Industrial Loan Ap
plicants, by Charles L. Merwin and Charles H. Schmidt (ms. 1941}. 
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Because they deal with concerns financially less resistant to 
adversity, Reserve banks necessarily place relatively greater 
emphasis on collateral security. First mortgages on plant and 
equipment, assignment of accounts receivable, pledge of in
ventory, assignment of cash values of life insurance, and en
dorsements of principal officers or stockholders have all been 
sought by Reserve banks to bolster their positions and lessen 
the probability of loss. Appraisal of these assets has been 
given more weight than commercial bankers usually allow in 
determining whether credit should be granted. In some cases, 
Reserve banks have made term loans of given amount on the 
security of fixed assets, and, in addition, have extended short-· 
term credits against the assigned accounts receivable of a bor
rower to meet his temporary credit needs. In such cases, the 
standard ratio of face value of pledged receivables to the 
amount of the loan was 1 ~ /1. 

Credit Appraisal Methods11 

The particular credit standards applied in making term 
loans have been accompanied by the use of special methods 
of credit appraisal. In extending medium-term credit, bankers 
look beyond seasonal or temporary business transactions of 
the borrower, and expand their credit investigations beyond 
the limits that are usually set in making short-term loans. The 
influence of business cycles and of long-term economic forces 
upon the financial position of the borrower is carefully 
weighed. Moreover, term credit analysis, although strongly 
resembling that used by investment bankers, differs from the 
techniques applied to public issues of corporate bonds or notes. 
As term loans and debt securities privately purchased from 

"' issuing concerns are not marketable assets, lenders cannot look 
to factors directly affecting market prices, except where the 
borrowing concern has a similar issue of securities outstanding 
in the hands of the public. Since a lending institution often 
cannot look to a public market for a continuing appraisal of 

11 This section is based upon numerous interviews held by the authors with 
officers of lending institutions in charge of term lending operations. 
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the borrower's credit or the liquidation of a loan, it must 
increase its requirements with respect to quality and augment 
the care with which it scrutinizes such credits. 

In their broad outlines, credit appraisal techniques used by 
Federal Reserve banks and the Reconstruction Finance Cor
poration have not differed from those of commercial banks or 
insurance companies. A term loan credit analysis conducted by 
any type of institution may include the following steps: 

1. Acquisition and analysis of credit information obtained 
from mercantile agencies, competitors, customers or suppliers 
of the applicant. 

2. Acquisition and analysis of financial statements of the 
applicant extending over the most recent seven, ten, or more 
years. 

3. A survey and report, often by an 11outside" engineer, 
upon the physical condition and technical efficiency of the ap
plicant's plant and equipment, and his costs of production in 
comparison with those of other concerns in the same industry. 
The fact that most banks in term lending have extended credit 
only to prime or near-prime risks has made for less elaborate 
investigation. But when term lending becomes more general, 
engineering reports, etc., may be more widely used. 

4. A survey and report,. sometimes by retained merchandis
ing experts, upon the market for the applicant's products and 
upon the effectiveness of his sales promotional ana advertising 
methods. 

S. Preparation of an organized file or report embodying 
all of the preceding data, together with the conclusions and 
recommendations of the loan officers in charge of the matter. 
This document is intended for review by the discount com
mittee or board of directors of the lending institution. 

Such an analysis represents the maximum scope of an in
vestigation and is not to be considered typical. The different 
components do not form part of the routine of all term lend
ing institutions, are not applied to all term loans, and are not 
necessarily taken consecutively, Most banks have not devel
oped so elaborate a procedure, and even those making use of 
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a "full dress" credit investigation do so only for loan appli
cations that, because of exceptionally large amount, mediocre 
financial position of the applicant, or unusual nature of the 
applicant's business, require a very careful appraisal. In fact, 
the majority of large banks have long possessed files of infer
rna tion concerning important business enterprises, and are in 
a position to render credit decisions prior to making investiga
tions or formulating the specific provisions of loan agree
ments. Obviously, a detailed procedure is only justified with 
respect to loans yielding a large enough gross income to 
defray relatively high costs of administration. Loans may 
yield comparatively large gross income because they carry 
high interest rates or because they are large in size. 

\Vhatever its ·scope, the broad purposes of a term loan 
credit investigation are twofold: first, to estimate the proba
bility that the applicant will repay the loan at all; and second, 
to determine the period of time within which he will be abl~ 
to extinguish the debt. Since this period is necessarily more 
than one year, the financial position of the borrower must be 
forecast for several years. in advance and not merely through 
the seasons of a year. 

After a banker has satisfied himself, through his own ex
perience and knowledge as well as through checks made with 
mercantile agencies, competitors, suppliers or customers of the 
applicant, regarding the integrity and responsibility of the . 
principals of a business, his next task is to appraise the indus
trial strength of the enterprise. The salient questions in his 
mind are likely to be: Is the industry of which this firm is a 
member experiencing long-term growth, or is it subject to such 
basically adverse shifts in costs of production and demand 
for its products that even the best management will have diffi
culty in overcoming them? Furthermore, even if the ind,ustry 
as a whole is likely at least to hold its own in the economy 
during the life of the loan, has the applicant concern a well
established place in that industry? An answer to the first ques
tion can be found through general industrial analysis in which 
the banker will bring to bear his general knowledge and ob-
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servations of fundamental economic trends. To this end, some 
banks have made comprehensive industrial studies, utilized in 
connection with all loan applications coming from members 
of a particular industry. A solution to the second question may 
be deduced by considering the competitive position of the ap~ 
plicant in relation to other enterprises in the industry, espe
cially with regard to costs of ,.production and public acceptance 
of the product. 

It is in connection with this latter question that an appraisal 
of management becomes crucial. The ability of an enterprise 
to hold its own or to make progress in a changing economic 
environment depends to a large extent upon the competence 
of its management in relation to those of competitors. No 
lender can possibly foresee all the future circumstances that 
will affect the fortunes of the borrower. But if he has satisfied 
himself of the superior ability of the management, he can 
reasonably expect that appropriate adjustments will be made. 
Appraisal of management is the touchstone of term credit 
analysis.12 While one pragmatic test of managerial ability is 
the concern's record of profitability, revealed by financial 
statements, many bankers also secure brief biographies of di
rectors and principal officers, and study changes in directing 
and operating personnel for the purpose of measuring the sta
bility of management and its freedom from internal dissension. 
To this end, some banks set up year-by-year listings of di
rectors, officers, and principal stockholders covering periods 
up to ten years. 

Nearly all lending institutions require an applicant to sub
mit comparative financial statements, both balance sheets and 
profit-and-loss accounts, extending over t!l_e most recent seven 
or more years. These data are then frequently transcribed on 
special analytical forms, facilitating a year-by-year comparison 
of the financial position of the concern. It is common for 
bankers to make a sources-and-application-of-funds analysis, 
utilizing balance sheets at the ends of successive years, for the 

12 As one banker stated to the authors: "Bad management can't wreck a good 
business so badly that it won't be able to pay off its six-month note, but it can 
easily cause default upon a four- or five-year term loan." 
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purpose of determining the nature and magnitude of changes 
in the financial structure of the concern, and to indicate what 
reductions of particular assets or increases in certain liabilities 
("sources" of funds) were made for the purpose of increasing 
other assets or reducing other liabilities ("applications" of 
funds). 

Such analysis is generally directed to a calculation of the 
normal annual earning power of a business, and more par
ticularly to its annual cash gain. The latter amount may be 
used as a measure of the ability of a concern to "throw off" 
cash annually in repayment of a term loan, and often deter
mines whether or not a loan is to be granted, and if so, the 
term of the credit. As a rough measure of the annual cash 
"throw-off," which gauges the ability of the borrower to make 
periodical repayments, many banks use the annual net income 
before depreciation allowances, sometimes adjusting it for 
capital needs of the business and income tax requirements. 

From balance sheets and income-and-expense statements, 
financial ratios for each year-end or semi-annual period are 
also computed, such as current assets to current liabilities, 
debt to net worth, net earnings to invested capital, sales to 
inventory, sales to fixed assets, and many others, Such ratios 
may not only indicate the temporal progress of the concern 
but also, through comparison with "normal" ratios of the 
industry of which it is a member, throw light upon the con
cern's competitive position.13 

No matter how skillfully and ingeniously performed finan
cial statement analysis has limitations as a technique of credit 
appraisal. Fundamenlf;llly it is a systematic survey of the his
torical record of the concern, and does not necessarily signal 
the course of future development, although it has evidential 
value. Recognizing this, bankers supplement it with other de
vices. Frequently they require financial budgets from an ap
plicant, indicating how the proceeds of the loan will be utilized, 

13 Average financial ratios for many different industries have been computed 
by Dun & Bradstreet, Inc., and the Robert Morris Associates, and appear in 
the Survey of American Listed Corporations, published by the Securities and 
Exchange Commission. 
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and serving as a standard against which subsequent perform
ance may be compared. In adition, as indicated above, they 
seek to assess the physical condition and operating efficiency 
of the borrower's producing properties, the character of the 
~arket for his products, and the effectiveness of his sales pro
motional and advertising methods. 

In passing upon larger term loans, it is not uncommon for 
bankers to seek the opinions of independent experts, as in
vestment bankers lorig have done. This occurs with particular 
frequency in the making of loans to oil producers, since the 
banker, usually relying to an important degree upon the value 
of the producing properties pledged by the borrower, faces a 
highly technical problem of valuation. In valuing such col
lateral, a bank usually secures an opinion from an independent 
petroleum geologist, familiar with the geological structures of 
the territory, regarding the probable amount of potentially 
recoverable oil reserve in the ground. From a petroleum en
gineer the bank then procures an estimate of the costs of re
covering this oil, the amounts of periodical recovery, and the 
selling price per barrel; from all of these data probable annual 
net incomes may be estimated. By discounting these future net 
incomes to the present, through use of an appropriate dis
count factor, the present value of the pledged property may 
be estimated. Some banks operating extensively in this field 
employ their own full-time experts, and at least one large com
mercial bank maintains a department of petroleum economics, 
staffed by a geologist, a petroleum engineer, and a petroleum 
economist. The making of term loans on coal or natural gas 
properties involves the use of analogous procedures. 

All the data collected during the course of a term loan in
vestigation are usually organized into a formal report, similar 
in content to the reports of underwriting investigations made 
by investment bankers. These documents, comprising a hun
dred or more typewritten pages with respect to a loan of 
large size to a borrower in an unfamiliar industry, are studied 
by the loan committee or board of directors of the lending 
institution. The practice of the RFC, which has the task of 
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passing on th~usands of comparatively small loan applications, 
is to summanze the date in a "review committee report" of 
about ten or fifteen pages, which is submitted to the board of 
directors for action. In a small bank which has only a few 
loan executives, each of whom has intimate knowledge of the 
business enterprises in the community, formal presentation of 
a report upon a loan application may often be dispensed with. 

Supervising Active Term Loans 

The task of term loan administration is not complete when 
the executives of the lending institution have authorized dis
bursement of money to the borrower. Apart from the neces
sary accounting routines of collecting interest and instalments 
of principal on or before their due dates, lenders usually make 
a continuing analysis of the financial progress of the indebted 
business. In order to secure information that will make such 
analysis possible, many banks write into term loan agreements 
or have understandings with their borrowers that mpnthly, 
quarterly or semi-annual financial information will be fur
nished. In addition, some lending institutions request monthly 
budgets for periods of three to six months in advance, so that 
loan officers can be apprised of the business plans of the bor
rower and can judge the degree to which those plans are 
adhered to. Banking practice calls for a periodical review of 
each loan, in the light of all the factual information coming 
into the borrower's credit file, so that violations of the loan 
agreement may be promptly detected or any developments 
inimical to the interests of the bank {or the borrower) may 
be drawn to the borrower's attention and corrected. 

It is the regular practice of many banks to have a repre
sentative visit the place of business of the borrower period
ically, to discuss his new products and his production or mar:. 
keting plans and problems. Out of such meetings often emerge 
suggestions valuable to the business executive as well as in
formation of use to the banker. The objectives of such follow
up activities are to assure discharge of the provisions of the 
original term loan agreement, and to maintain contact 
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with the borrowing concern r.egarding its future credit re
quirements. 

Relation of Term Loans 
to Other Assets of Commercial Banks 

The estimated $2,162 million of term loans held by all 
American banks at the end of 1940 comprised about 12 per· 
cent of total loans and discounts of all kinds. Term loans 
were, nevertheless, relatively much more important to com
mercial banks as a form of direct business credit than this 
figure indicates. They comprised no less than 32 percent of 
the "commercial and industrial" loans held by commercial 
banks, a loan category which includes most business loans but 
excludes open market paper, agricultural and real estate loans, 
loans to banks, loans to brokers, dealers and individuals col
lateralized by securities, personal loans and loans to financial 
institutions (other than instalment financing companies) and 
nonprofit organizations.14 

While term loans hold an increasingly significant position 
among the loans of all commercial banks, they are even more 
important components of the loans of large banks. As has 
already been observed, large banks engage in extending term 
credit with greater frequency and tend to accumulate larger 
amounts of term loans in proportion to their deposits or assets 
than do smaller institutions. Table 12 gives the percentages of 
term loans to all loans and discounts held by a sample of fifty 
large commercial banks, classified into size groups according 
to loans and discounts held. Collectively, these banks held 
about $800 million of term loans which formed 22 percent of 
their total loans and discounts; for five large banks term loans 
were 30 percent or more of all loans and discounts. It appears 

14 See Instructions for tlu Preparation of Reports of Condition by State Bank 
Members of the Federal Reserve System (Board of Governors of the Federal 
Reserve System, Washington, 1938 Revision) pp. 11-13. About 83 percent of the 
number and 94 percent of the amount of all term loans held by the sample of 
99 commercial banks used in this study (see Appendix A) were classified u 
"commercial and industrial loans" in reports of condition submitted to bank 
supervisory authorities. About 41 percent of the number and 63 percent of the 
amount of even those loans secured by real estate, at least in part, were so 
tlassified, although banks are instructed to report these as "real estate loans." 
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Table 12-CLASSIFICATION OF 50 CoMMERCIAL BANKS BY 
SrzE AND BY PERCENTAGE oF ThRM LoANS To ToTAL 
LoANS AND DiscouNTs• 
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Percmtage of 
Term Loans to 

Total Loans and 
Discounts 

Number of Banks Having 
Total Loans and Discounts on June 30, 1941 of 

Less than 5 percent 
5-10 percent 

1Q-20 percent 
20-30 percent 
30 percent and over 

ToTAL NuMBER. 

Less 
than 
$10 

6 
1 
1 

8 

$1o- $25-
$25 $50 

4 7 
3 3 
2 4 

2 
1 

9 17 

(in millions) 

$5o- $10o- $250 Total 
$100 $250 and over Number 

1 1 1 20 
2 .. 9 
4 1 12 
. . 1 1 4 . 
1 1 2 s 
8 4 4 50 

• National Bureau sample of 50 commercial banks having some term loans outstand· 
ing at the end of 1940. Size of bank measured by loans and discounts as of June 30, 
1941. 

likely that term loans to business enterprises· comprised not 
far from two-thirds of the amount of "commercial and indus
trial" loans in the portfolios of these fifty large banks at the 
end of 1940-a striking reflection of the changes that have 
occurred in the credit relationships between larger banks .and 
business enterprises during the past decade. Table 12 indi
cates great dispersion in the relation of term credit to total 
loans among large commercial banks, although there is a tend
ency for the largest term-lending banks to have relatively 
larger fractions of their loan portfolios in the form of term 
loans than is the case for smaller institutions in the group.16 

The lengthening of the maturities of bank credit extended 
to business has been a matter of concern to a number of bank
ers. Other things being equal, loans of medium term undeni
ably carry larger risks to lenders than do loans of short term. 
Moreover, term loans are less liquid assets in several respects 
than either short-term. loans or investments in marketable 
securities. Consequently, bankers whose institutions have been 
active in term lending have given thought to the maximum 

15 Total assets or total deposits would have formed a preferable measure of 
size of these banks, but this information was not available. 



98 Tel'm Lending to Bualneu 

amount of term credit their banks should have outstanding; 
a few of them have laid down rules-of-thumb limiting out
standing term loans to fixed amounts or to certain percentages 
of total assets, total deposits, time deposits, or bank capital. 
There is an understanding in one bank, for example, that out
standing term loans shall not exceed 10 percent of total assets, 
which would normally be about 30 percent of totalloans.18 

The industrial character of its territory and the attitudes 
and training of its personnel are major factors in determining 
the aggregate amount of term loans a bank can develop. Given 
these factors, bankers consider the following points in deciding 
the proper amount of term credit they should have outstand
ing at any one time : 

1. The degree of stability in turnover of deposits. Banks 
possessing a comparatively high degree of stability in the rate 
of turnover of their deposits obviously are better able to 
increase medium-term loans, other things being equal, than 
institutions that face erratic flows of cash. 

2. The ratio of capital to deposits. Since term loans are 
assets with less liquidity than cash or government securities, a 
bank with a comparatively small capital "cushion" under its 
deposits will tend to limit term lending more rigorously, other 
things being equal, than one which has comparatively large 
capital out of which losses could be met. 

3. The quality and maturities of other assets. Institutions 
holding relatively large amounts of long-term bonds, particu
larly issues of less than prime quality or issues with poor mar
ketability, more severely limit the amount of their term loans, 
other things being the same, than banks whose other assets 
consist in relatively large measure of highly liquid, prime
quality, or short-term obligations. Conversely, banks that have 
acquired relatively large portfolios of term loans have re
adjusted the qualities and maturities of securities in their 

18 It may be noted, in passing, that American banking legislation has im
posed certain limits upon the amounts of credit of given type that banks may 
have outstanding. For example, a national bank may not have loans outstanding 
secured by real estate of an amount greater than 60 percent of its capital or 
surplus, or the sum of its time deposits, whichever is greater. 
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investment portfolios in order to bring about the desired dis
tributions of their total earning assets. 

Diversification of Term Loans 

American banking Ia ws and bank supervisory authorities 
have long required some degree of diversification in the loans 
of commercial banks. The National Bank Act did ~o by im
plication when it limited the amount of credit obtainable by 
any one borrower to not more than 10 percent of a bank's 
capital and surplus. State banking laws commonly contain 
somewhat similar provisions. In practice, few banks are willing 
to make term loans up to their legal limits, preferring to sell 
participations or to seek the cooperation of other lenders in 
very large loans. While statutory limitations on loans to single 
borrowers have frequently made it necessary for banks to 
cooperate in term lending, there are many cases where co
operation has occurred only because self-imposed rules of 
banks restricted the amounts of individual loans they would 
make to considerably less than the amounts allowed by law. 
The well-developed facilities for cooperation among lenders 
in the medium-term business credit market, to which reference 
has been made previously, make it possible for any bank con
fronted with an application for a loan larger than permitted 
by the law or its own policy to invite other institutions to 
share the risks. 

Apart from diversifying their term loans among borrowers, 
commercial banks generally seek to spread risks among in
dustries. Few, if any, banks have adopted specific formulae of 
industrial diversification. In fact, some banks have placed rela
tively large amounts of term credit in those few industries 
for which their past experience has developed an unusual ca
pacity for the appraisal of credit risks. There is a tendency 
for commercial banks to become specialists in extending me
dium-term credit to concerns in particular industries, just as 
certain investment banking houses have become industrial spe
cialists. Industrial specialization in originating term loans is 
not, of course, necessarily accompanied by similar specializa. 
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tion in the loan portfolio. Such a bank may offer other 
institutions participations in its loans, receiving from them, in 
turn, opportunities to participate in loans made to concerns 
in many industries. 

Term Loan Reserves 

Among a large number of banks located in major financial 
centers of the United States, with whose officers the question 
was discussed, no bank had created a special reserv~ to meet 
losses from term loans. Traditional American banking prac
tice has been to set up out of earnings a general "reserve for 
contingencies" against which is charged losses realized upon 
the disposition of any kind of assets. When a particular loan 
is criticized by a bank-examining authority and classified as 
"doubtful" in value, a bank generally sets up a special reserve 
against the prospective loss on that specific loan. It is very 
uncommon for banks to maintain reserves for single classes of 
loans, with one major exception: A growing number of banks 
are creating special reserves against losses from consumer 
instalment credits, by setting aside out of earnings one-half 
percent (more or less) of the annual volume of such loans 
until the reserve is built up to a point deemed adequate to 
cover losses that may accrue in the future. 

While bankers generally recognize that loss in term lend
ing is a real contingency, there are certain difficulties in estab
lishing reserves for term loans. The chief of these difficulties 
is lack of knowledge of the "normal" ratio of losses to volume 
of term credit extended. In extending consumer instalment 
credit, banks engage in a large number of comparatively small 
transactions, each completed within a short period of time. As 
a result, there accumulates a volume of experience adequate to 
form the basis for a reasonably accurate judgment concerning 
the normal loss ratio. In term lending, on the other hand, 
comparatively few loans are made but they are of large 
amounts and extend for long periods. Thus, the fund of ex
perience is as yet too.limited to permit of a scientific solution 
of the reserve problem. 
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The experience of financial institutions in holding small 
corporate bond issues during the period 1922-28 has some 
evidential value with respect to term loans, but cannot be re
garded as determinative of the probable term loan loss ratio 
because of many differences in characteristics and circum
stances under which these credits were granted. After survey
ing the default and loss record of some 385 public issues of 
corporate bonds of $5 million or less during this period, one 
investigator concluded that at least 1 percent of the unpaid 
balances of term loans should annually be set aside out of 
earnings as a minimum reserve for eventuallosses.17 Since the 
weighted average interest rate charged by commercial banks 
on term loans during the first six months of 1941 was about 2.5 
percent per annum, adoption of this suggestion would absorb 
about 40 percent of the gross income from term lending. 

A further difficulty of establishing special term loan re
serves, often cited, is that the process of accumulation would 
bear especially hard on the net profitability of term lending in 
view of present rates on term loans, and would impair the 
ability of banks to build up capital commensurate with increas
ing deposit liabilities. The latter follows from the fact that, al
though there is no uniform policy on this point, bank super
visory agencies do not generally include loss reserves as part 
of a b~nk's net sound capital.' It may be observed, however, 
that if some losses do occur in the normal course of term 
lending operations, capital positions and bank earnings would 
undergo more severe and less convenient readjustments in the 
absence of a reserve than if a reserve had gradually been 
accumulated to absorb the shock of large, sudden losses. The 
amount of any term loan reserve would necessarily be geared 
to losses resulting from individual cases of misfortune or bad 
judgment. The current earning position of a bank could never 
be protected against catastrophes resulting from such. power
ful adverse forces as affected the whole economic structure 
during 1929-33. 

11 Report of L. Merle Hostetler prepared for the National City Bank of 
Cleveland, Ohio, cited by Albert Wagenfuehr, op. cit. 

' 



Interest Rates and Costs in Term 
Lending 

TERM LOANS OF COMMERCIAL banks have carried interest 
rates that were much lower, on the average, than those 
charged by Federal Reserve banks and the Reconstruction 
Finance Corporation for medium-term business credit. These 
rates have had a greater range as between loans made at any 
one time and have varied to a greater extent through time. 
Commercial bank charges have been more responsive than 
those of the public lending agencies to differences in financial 
strength of borrowers, size of loans, term of loans, and chang
ing conditions in the money market. 

Interest Rates Charged for Term Loans 

The percentages of the number and amount of a broad 
sample of commercial bank term loans made in large and 
medium-sized cities at different rates of interest are given in 
Table 13.1 During the three-year period, March 1939-March 
1942, a larger number of loans were made at S to 6 per
cent rates than at any other level of interest rates. Loans at 
these rates were made for the most part in southern and 
western cities and the amount of bank term credit comprised 
by these loans were negligible, never as much as 7 percent and 
generally less than 2 percent of the total. Over the whole 

1 Since 1939, the Board of Governors of the Federal Reserve System bas been 
collecting quarterly data on the number and amount of term loans made at 
different interest rates by commercial banks located in 19 leading cities. Data 
cover loans made during the first half of the months of March, June, September 
and December, excepting data for March 1939 which refer to the aecond half 
of the month. During the reporting periods they included 4,440 loans whose 
aggregate original amount was $522 million, and may be regarded as repre
sentative of term Joan rates during these ye,ars in medium-sized and large 
cities. See Federal Reserve Bulletin (November 1939) pp. 963-67. 

102 



Table 13-PERCENTAGE DISTRIBUTION OF THE NuMBER AND AMOUNT OF TERM LoANS MADE AT .... 
;:. 

DIFFERENT RATES OF INTEREST BY COMMERCIAL BANKS IN 19 CITIES DURING SELECTED PERIODS 
... 
«< 

FROM MARCH 16, 1939 THROUGH MARCH 15, 1942• ... . «< .. ... 
1939 1940 1941 1942 ::tl 

Q ... , «< 
Intertst Rate Ptr Annumb Mar. June Sept. Dec. Mar. June Sept. Dec. Mar. June Sept. Dec. Mar. "" 

16-31 1-15 1-15 1-15 1-15 1-15 1-15 1-15 1-15 1-15 1-15 1-15 1-15 Q 
;:. 
Q, 

NUMBER. OF LOANS MADB n 
0 

1-2 percent .6 6.4 .4 1.9 8.6 11.9 6.6 2.1 8.8 5.3 7.9 7.1 .. ... 
2-3 percent 7.9 5.1 8.8 14.2 5.0 24.0 9.0 20.2 7.8 8.8 15.0 15.2 7.8 "" 
3-4 percent 16.9 11.4 12.0 24.9 23.2 12.9 11.9 11.8 5.0 14.0 7.1 12.4 6.6 

4-5 percent 21.2 22.9 11.2 14.2 23.2 14.6 28.3 13.2 3.1 11.1 12.8 6.6 6.9 
5-6 percent 19.7 34.3 30.6 17.6 25.5 32.6 27.0 28.9 13.6 36.2 46.1 34.9 23.8 
6-7 percent 24.1 3.4 20.6 13.7 18.1 5.6 u.s 18.4 65.1 19.9 4.0 18.1 40.5 
7 percent and over 9.6 22.9 10.4 15.0 3.1 1.7 .4 .9 3.3 1.2 9.7 4.9 7.3 

ToTAL 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 

AMOUNT OF LOANS MADB 

1-2 percent 1.0 26.0 ·.5 12.1 27.7 85.5 18.6 3.4 40.3 49.6 58.9 35.4 
2-3 percent 37.1 17.2 57.2 30.3 53.6 28.8 4.4 66.4 81.9 16.8 25.1 18.6 15.3 
3-4 percent 45.5 67.5 15.2 36.6 26.7 36.7 7.8 11.2 11.0 36.0 10.1 19.1 8.5 

4-5 percent 15.2 10.1 1.0 24.9 5.9 5.3 2.2 2.0 2.3 4.6 5.3 1.2 35.1 
5-6 percent .5 4.3 .4 6.9 1.1 1.4 .1 1.4 1.1 1.4 6.8 2.1 5.1 
6-7 percent .6 .8 .2 .7 .5 .4 .3 .8 3.0 .1 .2 
7 percent and over .1 .1 .1 .1 .1 • .1 .1 • .4 

ToTAL. 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 

• Computed from a special tabulation furnished by the Board of Governors of the Federal Reserve System. .... = b No loans made at less than 1 percent. • Less than .05 percent. w 
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period the largest amount of bank, term credit has been ac
counted for by loans with rates of 2 to 4 percent. No loans 
were made at less than 1 percent interest, and a few loans 
have carried charges exceeding 7 percent. There is evidence 
of a softening of rates during the third reporting period of 
1939 and the first three periods of 1940. Some stiffening in 
rate is indicated during the first half of 1941 and again in the 
first period of 1942 after an casing of rates during the latter 
part of 1941. These changes in rates are also revealed by 
changes in the weighted average of all bank term loan interest 
rates as depicted in Chart IV. The rather sharp short-run 
fluctuations in the average term loan rate reflect changes in 
the size of loans, term of loans, and credit ratings of bor
rowers through time, as well as changes in money market 
conditions. 

There is a high degree of inverse correlation between the 
size of co~mercial bank term loans and the interest rates 
charged; small loans carry high rates, and conversely. This is 
clearly revealed by the following tabulation of 'the average 
size of the loans included in Table 13 that were made at dif
ferent interest rates, and the percentages of the total number 
and amount of loans made at each rate :2 

lntrrut Nvmbtr of Amount of .ArJtragt Siu 
Ratt Loans Loans of Loans 

t-2% 5.4% 32.3% $701,400 
2-3 U.1 35.9 379,000 
3-4 U.4 21.3 221,500 
4-5 U.9 7.6 75,200 
5-6 28.1 2.3 9,500 
&-7 26.0 .5 2,200 
7 and over 6.1 .1 1,600 

The substantial "fixed" costs of making a credit investigation 
and administering a term loan, irrespective of its size, together 
with the normally larger risks of lending relatively small 
amounts to smaller business enterprises, account for this in
verse correlation between size of loan and interest rate. 

2 Data furnished by the Board of Governors of the Federal Reserve System. 
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INTEREST RATES PER ANNUM CHARGED ON TERM LOANS 

TO BUSINESS BY COMMERCIAL BANKS IN 19 CITIES, 

BY SELECTED PERIODS, 1939 -42® 

@ Data taken fro• tabulations of Board of Governors 
of the F"ederal Reserve Syst••· 
Rates are we19hted over09es. 
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The rate charged a given concern by a commercial bank for 
a medium~term loan is normally somewhat higher than the 
rate charged on a short-term loan to the same enterprise. Yet 
the differential has been surprisingly small in many instances. 
Some businesses, particularly large and well-established cor
porations, have been able to negotiate bank term credit at 
astonishingly low rates. More than 85 percent of the term 
credit extended during the first half of September 1940 by the 
banks whose loans are included in Table 13 carried rates of 
1 to 2 percent per annum. However, this represents an irregu
larity in the market and reflects a few large loans made during 
that period at especially low rates. 

The effective interest rates at which medium-term bonds and 
notes have been purchased privately from issuers by life in
surance companies have borne a strong resemblance to rates 
charged for large term loans by commercial banks. Table 14 
shows the percentages of all medium-term debt securities pur
chased annually during 1937-40 by five leading insurance com
panies and held at the end of 1940, distributed according to 
the interest rate yielded to maturity. A large proportion of 

Tab!~ 14-PERCENTAGE DisTRIBUTION OF THE NuMBER 
AND AMouNT OF MEDIUM-TERM IssuEs PRIVATELY PuR-
CHASED BY 5 LIFE INSURANCE CoMPANIES DuRING 1937-40 
AT DIFFERENT EFFECTIVE RATES OF INTEREST, AND HELD 
ON DECEMBER 31, 1940• 

Numbff of luuu Purc'hamJ Amount of luuu Purc'hastd 

Efftctivt lnttrt.rl 
Ratt All All 1937 1938 1939 1940 Yearsb 1937 1938 1939 1940Yearsb 

Less than 1 per cent 7.9 3.7 13.9 5.5 
1-2 percent 12.8 12.9 8.3 18.3 5.1 5.5 
2-3 percent 43.5 10.3 20.5 46.5 32.8 54.2 31.3 36.9 57.3 44.6 
3-4 percent 21.7 65.6 41.1 22.8 33.6 19.0 55.6 30.4 16.6 28.5 
4-5 percent 34.8 24.1 25.6 9.9 20.7 26.8 13.1 14.4 7.1 15.7 
5 percent and over .9 .2 

ToTAL 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 

• A National Bureau sample of the 5 largest legal reserve life i~surance companies 
domiciled in the United States. Medium-term issues are those havmg terms at t1me of 
acquisition of 15 years or less. 

b Includes issues purchased prior to 1937. 
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the number and amount of all issues yielded between 2 and 
4 percent. ~ince 1938 only a relatively small amount of these 
credits yielded 5 percent or more. Only a few issues, purchased 
during 1940, yielded less than 1 percent per annum, these 
representing several one-year and two-year notes discounted 
for national instalment financing companies •. During the four
year period there was a tendency for yields of medium-term 
private placements to fall, paralleling the decline in yields 
from large bank term loans. 

If the data were more numerous and better classified, it 
would be extremely interesting to compare the yields of bank 
term loans, medium-term private placements,. and public of
ferings of medium-term corporate bonds and notes, for credits 
of about equal size extended to corporations of comparable 
size and credit standing. In view of the rapid expansion in 
the annual volume of term loans and private placements 
since 1933, such a comparison would probably show that, on 
the average, large loans with maturities up to eight or nine 
years distant could be obtained most cheaply from commercial 
banks, and credits with terms of about eight to fifteen years 
could be negotiated to best advantage .with life insurance . 
compames. 

The great majority of business loans made by the RFC 
have carried an interest charge of 5 percent per annum, a few 
loans having been made at 4 to 6 percent. After April1, 1939, 
the proportion of loans made at 4 percent increased somewhat. 
It has evidently not been the policy of the Corporation to vary 
interest rates in accordance with regional differences or with 
respect to size of loan, credit rating of borrower or other 
factors. 

Federal Reserve banks, like the RFC, are not restricted in 
their charges by the legislation authorizing them to make 
business loans, each bank being free to formulate its own 
policy. The rates charged by ·each bank for industrial advances 
during the period September 1934 to June 1939 ranged within 
the following limits :8 

8 Compiled from Federal Reser'lle Bulletin, various issues. 
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Federal Reserve Bank of Boston 
Federal Reserve Bank. of New York 
Federal Reserve Bank. of Philadelphia 
Federal Reserve Bank. of Clevel<lnd 
Federal Reserve Bank. of Richmond 
Federal Reserve Bank. of Atlanta 
Federal Reserve Bank of Chicago 
Federal Reserve Bank. of St. Louis 
Federal Reserve Bank of Minneapolis 
Federal Reserve Bank of Kansas City 
Federal Reserve Bank. of Dallas 
Federal Reserve Bank of San Francisco 

3~-6% 
4 -6 
4 -6 
4~-6 

6 
s -6 
s -6 
s -5~ 

6 
4 -6 
s -6 
s -6 

There has been a tendency for the rates charged by each Fed
eral Reserve bank to reflect, at least in part, the prevalent 
differences between geographical areas in the costs of business 
credit. Reserve banks located in the New England and North 
Atlantic areas have granted loans at somewhat lower rates 
than those in the South, Middle \Vest and Pacific regions. 
Moreover, the existence of a range of rates for each Reserve 
bank indicates an endeavor to take some account of differences 
in the size, credit risk and costs of administering different 
loans. Clearly, the rate structure of Federal Reserve banks 
more closely resembles that of private agencies than do the 
rates of the RFC. 

Costs of Term Lending 

From a functional point of view, the costs incurred by a 
term lending institution include: ( 1) outlays for credit in
vestigations preceding the disbursement of loans, ( 2) interest 
and other costs of the funds advanced, ( 3) expenditures on 
supervision and control of outstanding loans until their matu
rity, and ( 4) losses resulting from non-payment of individual 
loans. The surplus of interest and fee income from term loans 
over these expenditures constitutes net income from the term 
lending operation~ 

Quantitative information is lacking on the costs of making 
term loans per dollar of funds annually outstanding. No term 
lending institution has made data available on its costs of 
extending medium-term credit to business. In fact, few institu
tions employ a sufficiently detailed cost accounting procedure 
to determine accurately net income from each type of credit 
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extended. Even the most elaborate procedure would, in any 
event, be defective in failing to make provision for the ac
cumulation of reserves against term loan losses, since the 
amount ~f such accumulation cannot be· estimated until more 
is known about the repayment record of term loans. 

It is fairly clear that the costs of making medium-term busi
ness loans per dollar of credit annually outstanding are con
siderably larger than those incurred in making short-term 
loans to similar borrowers. In the first place, the longer ma
turities of the loans call for a more elaborate credit investi
gation. In case collateral security is pledged, there are legal 
and other costs to be incurred in evaluating and perfecting a 
lien on the pledged assets. Moreover, term loans often require 
a continuing analysis of the debtor's progress, including field 
trips by bank representatives to the borrower's place of busi
ness. Finally, and apart from all these costs of loan adminis
tration, the more distant maturities of medium-term loans 
require the lender to assume greater risks, for which higher 
compensation is in order. The amount of the cost differential 
between medium-term and short-term lending of similar sums 
to the same borrower cannot be stated percisely or in general 
terms. It will depend mainly upon the size of the loan, the 
credit rating of the borrower, and the term of the loan. 

It is also evident that a substantial part of the out-of-pocket 
costs of making and administering a term loan are fixed and 
invariable, whatever the amount of the loan. Although a some:
what more elaborate and costly credit investigation is normally 
made in passing upon an application for a large term loan, 
much the same routine is followed for the small loan. As a 
result, the costs of making small loans, per dollar of credit 
outstanding per annum, are substantially higher than is the 
case with large loans. For this reason, many banks place 
minimum limits upon the size of loans they will make, the 
most frequent minima being $50,000 or $100,000. The ex
perience of the RFC shows that relatively large expenses are 
incurred in making small term loans to business concerns. It 
has been authoritatively stated that the business loans of the 
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Corporation take approximately two-thirds of the time of 
the executives and the board of directors,• although such loans 
constituted only 8 percent of total RFC loans to all non
governmental institutions outstanding at the end of 1940.1 If 
all expenses of the Corporation are allocable between types of 
loans in the same ratio as the time of the executives and the 
board, the costs of making business loans would be about eight 
times those of making all other nongovernmental loans, per 
dollar of credit outstanding. The annual administrative ex
penses of the RFC have been placed at about 1 percent of 
all outstanding loans.• 

Profitability of Term Lending 

Largely because of the inadequacy of information concern· 
ing costs of term lending, nothing definitive can be said re
garding the profitability of term lending to commercial banks. 
The remarkable rate of growth in bank term loan volume since 
1933 might be considered to establish a presumption of prof
itability. The prevailing view of commercial bankers is that 
term loans have formed a comparatively lucrative outlet for 
idle cash. The excellent record of these credits up to the middle 
of 1941, a record of negligible losses, defaults, or forced re
arrangements of amortization provisions, undoubtedly sup
ports this attitude. 

However, the evidence is not yet conclusive. Until it can 
be shown that interest and fee income from term loans has 
exceeded all of the costs of making and administering them, 
including losses, by amounts sufficient to produce larger net 
yields than have been afforded by other banking assets carry-

4 See U. S. Senate Committee on Banking and Currency, Busineu Loan1 hy 
Federal Reur'lle Banlu, p. 49, for testimony of Jesse H. Jones, Chairman of the 
Reconstruction Finance Corporation. 

6 These include loans to b·anks and trust companies, building and Joan asso
ciations, insurance companies, mortgage loan companies, agricultural financing 
institutions, railroads, business enterprises, national defense business concerns, 
and mining, milling and smelting companies. See Reconstruction Finance Cor
poration, Quarterly Report, Fourth Quarter of 1940, pp. 7-13. 

8 See U.S. Senate Committee on Banking and Currency, op. cit., p. SO. 
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ing equal risks, relative profitability is · not established. 
Thoughtful bankers recognize that term loans have not yet 
passed the acid test of a severe and protracted depression. In 
addition, the practice of banks not to accumulate out of inter
est income special reserves against term loan losses may, in 
some cases, have tended to exaggerate the net income term 
loans are believed to produce. While the risks assumed by 
commercial banks in making term loans have been.materially 
smaller than those carried by loans of the RFC and Federal 
Reserve banks, the weighted average interest rate charge for 
term loans by commercial banks has also been much smaller 
than that charged by the public agencies. 

The evidence points to a probable ultimate loss on the busi
ness loans of the RFC, considered as a group. The Chairman 
of the Corporation has said that the perc~ntage of loss to 
volume of loans disbursed would probably be greater for busi
ness loans than for any other class of credit extended by the 
RFC.7 At the middle of 1940, he estimated this loss ratio at 
10 percent of loan volume. Considering. this loss in combina
tion with the comparatively large costs of administering RFC 
business loans, to which reference has been made previously, 
it is highly improbable that interest income will cover all of 
the costs. Clearly, commercial banks or other private .lending 
institutions could not profitably have made the business loans 
of the RFC, at the charges imposed by that agency. 

It also appears probable that the industrial advances of the 
Federal Reserve banks, taken as a group, will not produce any 
considerable net income, although particular banks appear to 
have earned a satisfactory return on their direct business loan 
operations. The Chairman of the Board of Governors of the 
Federal Reserve System stated· at the middle of 1940:8 

1 See Reconstruction Finance Corporation, op. cit., p. 11, and U. S. Senate 
Committee on Banking and Currency, op. cit., p. 49. Although national defense 
activity since June of 1940 improved the financial condition of manyRFC bor
rowers, it is likely that many others, unable to get defense orders, or suffering 
from rising labor costs and shortages of raw materials, have suffered further 
impairment of financial position. 

8 See U. S. Senate Committee on Banking and Currency, op. cit., p. 51. 
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••• On the basis of information now available, it would appear 
that for the Federal Reserve banks as a whole the earnings on in
dustrial advances and commitments will approximately offset the 
expenses and losses incurred in connection with such loans.8 

\Vhile the profit-and-loss record of the Federal Reserve bank 
business credits is thus indicated to be somewhat more favor
able than that of the RFC business loans, private financing 
agencies evidently could not have earned as much by making 
the Reserve bank loans as by investing their . funds in other 
assets. 

Congress intended that the public agencies should make busi
ness loans involving greater risks than private institutions were 
able to assume. Furthermore, the data show that the medium
term business credits extended by the RFC were fraught 
with somewhat larger uncertainties concerning repayment than 
those of the Federal Reserve banks. Congress assigned the 
RFC a more difficult task when it placed no restriction on term 
of loans and gave much greater latitude in use of funds by 
borrowers from the RFC. The business credits granted by 
both of these public agencies have undoubtedly produced 
broad social benefits, which must be weighed in determining 
the economic value of their business lending operations. An 
evaluation of these benefits is beyond the scope of the present 
investigation. 

• This judgment is supported by data made available by the Board of Gov
ernors of the Federal Reserve System on the industrial loan program covering 
operations up to December 31, 1941. During the 7~-year period the Federal 
Reserve banks had net earnings on industrial loans, in excess of expenses, 
charge-offs and reserves for losses, of $SOO,OOO. The total volume of advance~ 
made up to the end of 1941 was about $80 million; commitments to make 
advances which were still outstanding at the end of 1941 or on which no advance 
had been made amount to $73 million. 
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Term Lending in Defense and War 

THE INITIATION OF THE DEFENSE program in 1940 and the 
beginning of active participation in war in late 1941 have set 
forces in motion that are certain to have important effects on 
the American banking system. The total impact of the vast de
fense and war program upon American commercial banking 
and upon methods of business financing is, of course, too broad 
a subject to come within the scope of the present investigation. 
In this chapter attention is directed only to the effect of the 
war on term lending to business concerns by private and public . 
agencies. 

Of necessity this chapter deals principally with develop
ments that took place during the defense period. Much of the 
data necessary to describe the development of the program 
and its effect on banking has been curtailed since December 
1941, although wherever possible statistical information has 
been brought up to date of writing. Also, the arrangements 
that will be called for to finance the greater needs of active 
war as contrasted to defense are only now being made and 
any description of these arrangements cannot, in the nature 
of things, be fully abreast of current happenings. Despite 
these limitations it is possible to indicate in general terms how 
the war effort is affecting term lending, for the changes pro
duced began to show themselves during the defense period. 
Furthermore, it a·ppears likely that the principal effect of active 
participation in war will be an intensification and acceleration 
of these tendencies. 

Scope of War Financing 

The defense and later the war effort has involved a con
siderable amount of productive activity that could not be fi. 
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nanced by the conventional advance of credit to private busi
ness enterprises. The scope of the financing must, therefore, 
be measured in part in terms of the direct financing activities 
of public agencies. One part of the program requires the 
construction of specialized munition plants and. the creation 
of reserves of essential raw materials. Since this entails in
vestments carrying very large uncertainties, special corpora
tions have been created as subsidiaries of the Reconstruction 
Fi.nance Corporation to make such investments. Rubber Re
serve Company and Metals Reserve Company acquire stocks 
of rubber and critical .metals, especially tin. Defense Plant 
Corporation constructs plants, purchases machinery and equip· 
ment, and leases these facilities to manufacturers holding de
fense contracts. Its interests are protected by rentals received 
from the lessee concerns or by contracts of reimbursement 
from the War or Navy Departments. Defense Supplies Cor
poration acquires and carries in stock essential materials, in
cluding aviation gasoline, nitrate of soda and wool. Defense 
Homes Corporation provides equity capital for housing proj
ects located in defense production centers, in cases where 
private capital is not available. 

The magnitude of the activities of these corporations is in
dicated by the fact that their total commitments (including 
actual advances of cash) amounted to $9,672 million by 
March 7, 1942, the commitments of Defense Plant Corpora
tion alone being $4,798 million.1 

Notwithstanding the important production activities car
ried on directly by public agencies, the military program has 
produced broad quantitative changes in business financing by 
private agencies. The magnitude of this program is indicated 
by the fact that between June 1940 and March 31, 1942 the 
Federal government had appropriated or authorized the ex
penditure of $137 billion (including the lend-lease program) .2 

Total expenditures by the various departments of the Federal 
1 Report of the Secretary of Commerce, covering the defense and war activ· 

ities of the Reconstruction Finance Corporation and its subsidiaries, March 21, 
1942. 

2 Fictory, Vol. 3, No. lS, p. 32. 
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government over this same period amounted to nearly $23 
billion. These vast expen9itures set in motion productive 
activities whose magnitude was limited principally by the 
availability of men and materials and the time required to 
construct facilities and equipment for the production. of mili
tary goods. They generated great increases in employment, 
volume of production and demands by business concerns for 
credit to finance this production. Between mid-1940 and the 
end of 1941 total loans of member b~nks of the Federal 
Reserve System rose by $4 billion-about 30 percent.8 

Definition of War Credit 

War credit is credit extended to business concerns for the 
purpose of financing the production or holding of military 
goods or the production of materials and equipment netessary 
for making such goods. Possession of a prime contract or a 
subcontract from the Federal government definitely marks a 
concern as a war producer. This definition is not entirely free 
from ambiguities, and the task of separating credit extended 
to finance war production from that granted to finance civilian 
production is sometimes a difficult one~ Modern warfare is 
"total" in demanding enlistment of the totality of the nation's 
economic and financial resources and in requiring the·· sub
ordination of civilian demands. What specific commodities 
have military value, and how can credit be traced and allocated 
to the production of such commodities? The great majority 
of articles produced in the economy may under some circum
stances and in some ways contribute to the war effort, if only in 
support of civilian morale. 

Further to complicate the problem, most business concerns 
deal in several commodities- possessing varying degrees of 
utility for military purposes. Credit advanced to such concerns 
cannot be earmarked as to use with exactitude. Loans made 
to government contractors or subcontractors engaged exclu
sively in producing military equipment, materials or supplies 
are dearly enough war loans. But how should one classify a 

1 Federal Resertflt Bulletin (March 1942) p. 238. 
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loan to a manufacturer of steel grab buckets, who sells these 
articles to steel manufacturers using them in loading the iron 
ore necessary to produce the steel subsequently used in the 
products of the government contractors? And how should one 
determine what fraction of a loan to a manufacturer of lip· 
stick cases also producing cartridge shells is war credit? No 
doubt rough estimates can be made in the majority of cases, 
but the inherent difficulties of these problems shou1d be rec· 
ognized in interpreting the data.• 

Institution' .Making Defense and War Loam to Busineu 

During the initial stages of the defense program, many 
businesses, especially the larger corporations that were at first 
relatively more important, financed their military orders with 
available working capital on hand. Other concerns took re· 
course upon the customary institutional sources of business 
credit, including banks, commercial finance companies, Fed· 
eral Reserve banks, the Reconstruction Finance Corporation, 
public offerings of securities through investment bankers, or 
private placements of securities with life insurance companies 
or other institutional investors. 

Government contractors have also had an additional source 
of funds for financing their contracts to completion, namely, 
advance payments on contracts made with the War or Navy 
Departments. Legislation passed during 1941 permitted these 
executive agencies to advance, from available appropriations, 

4 In reporting defense loans and commitments held on April 30, 1941, weekly 
reporting member banks of the Federal Reserve System were instructed as 
follows: "Include all commitments and loans made directly or indirectly for 
national defense purposes, whether or not secured by assigned government con
tracts, and whether made to prime contractors or to subcontractors. If the pro
ceeds of a commitment or loan are to be used only in part for defense purposes, 
the reporting bank should if practicable, make an estimate of the amount so 
used and report only this amount. In the absence of information of the contrary, 
however, it may be assumed that if a borrower is engaged to a substantial 
extent directly or indirectly in providing facilitie!l, !lupplies, or equipment for 
national defense, all new loans and commitment!! to such a borrower since the 
defense program was inaugurated oustanding on April 30, 1941, may be re
ported as being for the purpose of financing the defense program." See "Instruc-

. tions for Preparation of Reports on Form F.R. SSO," Federal Reserve Bulletin 
(September 1941) p. 873. 
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sums not exceeding 50 percent of the contract price of supplies 
or facilities, of which advance two-fifths may go to subcon
tractors participating in the completion of the contract. These 
advances may be authorized by Army or Navy officials with
out approval from Washington provided they do not exceed 
$100,000 on any one contract. Although data are not available 
to measure accurately the importance of this and other sources 
of defense credit, rough estimates of the roles played by the 
most important defense lending institutions-commercial banks 
and the Reconstruction Finance Corporation-may be made. 

Commercial banks far surpass any other type of lending 
institution in the volume of such financing of business. It is 
likely that banks are making more than four-fifths of the 
number of all war loans and extending more than 90 percent 
of the amount of all credit advanced. About 5 percent of the 
number and amount of war loans are made by the RFC, and 
the balance by other institutions, such as factoring and com
mercial financing companies and Federal Reserve banks. These 
conclusions may be drawn from analysis of military contracts 
assigned by contractors to lending institutions during the 
period February 1941-January 1942, information on which is 
given in Table 15. It is assumed that the proportion of loans 
disbursed to amount of defense contracts assigned was the 
same for each type of lending institution. 

The aggregate amount of defense loans held by commercial 
banks at the end of April 1941 fell just short of $1 billion." 
If this estimate is correct, it appears that as a maximum such 
loans roughly constituted a third of the $2.7 5 billion increase 
in total loans of member banks between mid-1940 and rnid-
1941. The other two-thirds comprised credit granted to finance 
business expansion resulting from these defense activities. 
Moreover, the volume of defense lending by commercial banks 

II This estimate is based on the fact that weekly reporting member banks of 
the Federal Reserve System, which account for about 49 percent of the amount 
of all loans and discounts in the American banking system, reported holding 
3,630 defense loans totaling $460 million on April 30, 1941. (In a~dition, ~he.se 
banks had outstanding 2,254 commitments to make loans aggregatmg $633 md
lion.) See Federal Reserve Bulletin (September 1941) PP· 866-74. 



Tablt 15-PERCENTAGE DISTRIBUTION OF THE ToTAL NUMBER AND AMouNT OF DEFENSE 
CoNTRACTs AssiGNED TO DIFFERENT TYPES OF LENDING INSTITUTIONS, FEBRUARY 27, 1941 
TO jANUARY 29, 1942• 

Commercial Ftderal RteonstNlctioa Otl&n Ltndint 
Banks Rtst1Tll Banks Finant:t Corp. I nstittdtons 

Cu.mulatiot to 

Number Amount Number Amount Number Amount Number Amount 

February 27, 1941 84.2 95.7 6.4 3.4 9.4 .9 
May 1,1941 85.2 94.5 5.6 3.9 9.2 1.6 
May 29,1941 85.9 95.4 5.1 3.3 9.0 1.3 

June 26, 1941 86.1 94.2 4.7 4.3 9.2 1.5 
July 31, 1941 84.6 93.6 1.9 .5 4.2 4.1 9.3 1.8 
August 28, 1941 84.4 91.8 1.7 .s 4.9 5.9 9.0 1.8 

September 25, 1941 84.4 91.7 1.7 .5 5.1 S.9 8.8 1.9 
October 30, 1941 84.0 91.9 1.6 .5 s.o 5.7 9.4 1.9 
December 26, 1941 84.3 91.6 1.5 .5 4.4 s.s 9.8 2.4 

January 29, 1942 84.3 91.6 1.4 .5 4.4 5.2 9.9 2.7 

• Based upon tabulations furnished by the Board of Governors of the Federal Reserve System. 

All Contracts 
Assig111d 

Number Amount 

100.0 100.0 
100.0 100.0 
100.0 100.0 

100.0 100.0 
100.0 100.0 
100.0 100.0 

100.0 100.0 
100.0 100.0 
100.0 100.0 

100.0 100.0 
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grew very rapidly during 1941 and 1942, as the war produc
tion program expanded to encompass a larger number of busi
ness enterprises. During this twelve-month period the number 
of war loans increased by more than six times and the amount 
of such loans more than quadrupled, to judge from the volume 
of contracts assigned to lending institutions by government 
contractors.6 

Up to March 7, 1942 the RFC had authorized 675 direct 
loans to some 480 different business enterprises engaged in 
war production, under both its regular business loan powers 
and the special defense lending powers acquired by it on June 
25, 1941. Under both laws nearly $665 million of defense 
and war credit had been authorized by that, date. In addition 
to its direct loans to business concerns the RFC has c.ooperated 
with banks in their war loan programs by taking participations 
in credits extended to concerns engaged in war production. 
Up to March 7, 1942, the Corporation had authorizations of 
such participations in the amount of $23 million on loans 
aggregating $37 million. While this amounts to a· very large 
volume of direct loans and participations, the major contribu
tion of the RFC to the volume of defense and war lending has 
been its loans to, and purchases of capital stock of, its sub
sidary defense corporations, which, as indicated above, 
amounted to nearly $10 billion by March 7, 1942. 

Term Lending of 
Commercial Banks in Defense and War 

· The proportion of all war loans that are made on a term 
loan basis, that is, the proportion having a term of over one 
year, is not significantly different from the proportion of term 

8 See Table C-4. It is assumed that loans not accompanied by assignments of 
claims grew at a rate equal to those so accompanied, and that the proportion 
of loans granted to amount of assigned contracts remained constant throughout 
the period. Another evidence of growth in bank lending for defense is that 369 
banks located in 142 cities reported to the American Bankers Associ;:ttion that 
they held 6 219 defense loans amounting to more than S17 million at the end 
of June 1941. In short, a group of banks roughly comparable in number and 
size to the weekly reporting member banks held defense loans 71 percent larger 
in number and 13 percent larger in amount than the weekly reporting banks 
had had oustanding only three months earlier. 
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loans to total business cr~dits extended before the defense 
period. To the extent that defense and war have affected term 
lending it has been by changing the characteristics of term 
loans made rather than by increasing the relative importance 
of term loans. Thus, about 7 percent of the number and 
21 percent of the amount of the defense loans made by 
medium-sized and large commercial banks are term loans, run
ning a year or more to maturity; term loans held by large 
commercial banks at the end of 1940 were estimated to con· 
stitute 22 percent of all loans and discounts held by them.T 
Like traditional business loans, many loans were written to 
run less than one year but were expected by both banker and 
borrower to be renewed at maturity and to extend more than 
one year. Data on all defense loans held by weekly reporting 
member banks of the Federal Reserve System at the end of 
April 1941, showing their distribution by term at time of 
making, are given in Table 16. 

TaO!~ 16-NuMBER AND AMOUNT OF DEFENSE LoANS 
HELD BY WEEKLY REPORTING MEMBER BANKS AT APRIL 
30, 1941, BY TERM AT TIME OF MAKING• (dollar figures in 
thouJandJ) · 

Trl'm al Timt of 
Numbn- of Loans Amount of Loans 

Making 
Number Percent Amount Percent 

Non-instalment loans 
Less than 1 year 2,976 82.0 $324,236 70.5 
1-2 years 42 1.2 13,301 2.9 
2-3 years 17 .5 1.603 .3 
3-5 years 41 1.1 24,088 5.2 
5 years and over 9 .2 3,328 .7 

Instalment loans 
Less than 1 year 168 4.6 20,258 4.4 
1 year and over 160 4.4 53,585 11.6 

Miscellaneous loans 217 6.0 19,713 4.3 

.ALL LoANS 3,630 100.0 $460,112 100.0 

Total-less than 1 year 3.144 86.6 344,494 74.9 
Total-1 year and over 269 7.4 95,905 20.8 

• Based upon tabulations furnished by the Board of Governors of the Federal 
Reserve System. 

7 See Appendix A. 
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One significant result of defense financing is a gradual ex
tension of term credits of smaller size, presumably to business 
concerns of smaller proportions. The average amount of term 
loans made for military purposes, and held by weekly report
ing member banks of the Federal Reserve System at the end 
of April 1941, was $357,000. This amount is only 54 percent 
of the average size of all term loans held by comparable 
banks at the middle of 1941. A reasonable interpretation is 
that ever-smaller concerns are receiving Federal contracts or 
subcontracts to produce goods of military value. These enter
prises need credits running for more than a year in order to 
acquire the plant, machinery and equipment, and working 
capital necessary to finance their contracts to completion. 

A second important effect of the military program upon 
bank term lending has been a definite change in the pattern of 
use of term credit obtained by borrowing concerns. Whereas 
only a third of the amount of all bank term loans held at mid-
1941 provided new money to borrowers (the remaining two
thirds being "for retirement of outstanding debt or preferred 
stocks), term loans made for defense purposes were all new 
money loans. Thirty-seven percent of the amount of term 
loans for military production held by weekly reporting banks 
on April 30, 1941 provided funds for new 'plant facilities, 
43 percent provided working capital for expanded production, 
and the balance was used for a combination of these purposes.8 

A third repercussion of war financing upon term lending 
by commercial banks has been an increasing emphasis upon 
the term loan agreement and a decreasing emphasis upon 
collateral security. War term loans of banks are secured 
by assignment of government claims less frequently than other 
term loans are collaterally secured. As much as 72 percent 
of the number and 70 percent of the amount of war term 
loans were not accompanied by assignment of government 
claims. As this is the type of security most likely to be used 
in connection with a term loan, it appears improbable that 
loans not secured by government claims were secured by other 

8 See Table C-6. 
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assets. The implication is that, in the majority of instances, 
the borrower's credit standing was considered so satisfactory 
that the t~king of collateral security appeared unnecessary. 

No important change has occurred with respect to repay· 
ment provisions. Term loans for defense purposes display 
little difference in this regard from other term loans. Fifty-six 
percent of the amount and 60 percent of the number of such 
term loans were repayable in instalments. The fact that an 
even larger fraction of these term loans is not amortized in 
instalments is probably to be explained by the use of loan 
proceeds. The defense and war loans finance the execution of 
specific government contracts and the borrower's ability to 
repay is created at time of delivery of completed goods to 
the government. 

In summary, it is accurate to say that defense and war 
financing of business, while not altering any of the fundamental 
characteristics of term loans described earlier in this study, is 
serving to accelerate and emphasize the use of certain of 
their distinguishing features. It appears to have accelerated 
tendencies that were evident in the pre-defense period, namely 
a tendency toward the making of smaller loans, a shift toward 
new money uses and away from refinancing and a decreasing 
emphasis on the use of the different forms of security. Fur-

. theimore, it seems probable that these tendencies may be 
intensified during the war period. 

War Term Lending of Public Agencies 

Although the RFC has since 1934 possessed power to make 
loans to business concerns, and in fact authorized many de
fense loans under its original powers, on June 25, 1940 it 
was granted even broader authority.' By Act of Congress, the 
RFC was permitted to make loans to (or with the approval 
of the President to purchase the capital stock of) any business 
corporation for the purposes of " (a) producing, acquiring 
and carrying strategic and critical materials, as defined by the 
President, or (b) for plant construction, expansion and equip-

• Public, No. 664, 76th Congress. 
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ment, and working capital to be used by the corporation in 
the manufacture of equipment and supplies necessary to the 
national defense, on such terms and conditions and. with such 
maturities as the Corporation may determine."10 Obviously 
this Act greatly expanded the powers of the RFC to make 
loans to concerns engaged in military production. 

There were no requirements in the 1940 law that bor
rowers be solvent, that loans be of such sound value or so 
secured as to assure repayment, or that credit be unavailable 
at prevailing rates for the class of loan applied for-restric
tions all contained in the original 1934 business loan legisla
tion. The existence of a national emergency presumably was 
deemed sufficient cause for relaxing credit standards applica
ble to concerns producing or holding materials vital to na
tional welfare. Inferentially, the philosophy was th·at the RFC 
should assume greater risks in granting credit to that periph
eral group of concerns unable to obtain credit either from 
private agencies or from the RFC under its regular business 
loan powers, in order to assure an expeditious mobilization 
of military production. 

Although data are not available on the term to maturity of 
defense loans made by the RFC, certain inferences with re
spect to the term of these loans may be made from an analysis 
of the use of the funds by borrowing concerns. About a third 
of the amount of RFC defense credit was designated as being 
used for working capital only, about a quarter for acquisition 
of plant facilities only, and the remainder for repayment of 
debts or combinations of purposes. To an overwhelming ex-

10 As the law did not specify how the RFC should determine that credit would 
be used by an applicant "in the manufacture of equipment and supplies neces
sary to the national defense," it is uncertain whether this phrase required an 
applicant to hold a prime contract, to be a defense subcontractor, or to be a 
producer of machinery and equipment necessary to the operations of either or 
both prime contractors or subcontractors. The Corporation has announced that 
it is impracticable to specify in advance the particular terms and conditions 
upon which defense loans will be authorized, the Directors making the final 
determination in each case of the extent to which the credit will aid the national 
defense program. Reconstruction Finance Corporation, Circular No. 21, "In
formation Concerning Loans and Purchases to Aid in the National Defense Pro
gram" (July 1940) p. 2. 
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tent, the indicated purpose for which RFC defense credits 
have been granted to borrowers is the provision of new money 
(Table 17). It seems reasonable. to infer that credit utilized 
for acquisition of plant, machinery and equipment is repayable, 
at least in part, after the lapse of one year. 
- The RFC has made a large number of small loans, pre
sumably to small enterprises, and thus has served a group of 
borrowers similar in size to those receiving normal business 
credit from it. Up to mid-September 1941, loans of less than 
$50,000 accounted for about two-thirds of the number of de
fense loans authorized but only for 1.3 percent of the amount. 
On the other end of the scale, ten loan authorizations each 
for $10 million or more accounted for nearly two-thirds of 
the amount of RFC defense credit granted to business. These 
RFC loans have gone to a large number of very small con
cerns and to a few very large concerns. Many of the small 
borrowers have operated air training schools and services, 
and have sought credit wherewith to purchase small training 
planes. Because of their extremely small size and lack of ap
preciable equity funds in the business, they have not been first
class credit risks. Five of the ten very large authorizations 
were made to aircraft manufacturers for plant expansion or 
working capital to complete government contracts. Data are 
given in Table 17. 

Concerns performing air training and transport service 
and manufacturers of miscellaneous Army equipment and sup
plies have provided the largest number of RFC defense bor
rowers. Manufacturers of aircraft and parts, and of critical 
metals and other materials, have accounted for almost two
thirds of the total amount of defense credit extended. Con
tractors engaged in construction work or in shipbuilding have 
not resorted to the RFC for funds on as large a scale as have 
producers of Army equipment and supplies.11 

u Analysis of the amount of all defense contracts awarded from June 13, 1940 
through August 30, 1941 indicates that 17.2 percent were for construction, 28.0 
percent for ships, 27.4 percent for airplanes and parts, and 27.4 percent for 
ordnance and supplies. See National Industrial Conference Board, Addenda to 
tlu Conferenu Board Economic Record (September 1941). 
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Tablt 17-NuMBER AND AMouNT OF DEFENSE LoANS 
AuTHORIZED BY THE RECONSTRUCTION FINANCE CoRPO-
RATION TO SEPTEMBER 13, 1941, BY UsE OF FUNDS, BY 
SizE OF LoAN AND BY TYPE OF PRODUCT OR SERVICE OF 
BoRROWER• (dollar figuru in thousands) 

Numbtr of Loans .1mount of Loans 

Number Percent Amount Percent 

USB OF FUNDS 

New money only 377 90.2 IZ11.355 79.5 
Working capital only 126 30.1 88,187 33.1 
Acquisition of machinery or equipment 

only 135 32.4 2,077 .8 
Acquisition of plant facilitie!l only 39 9.3 66,9M 25.2 
Combination of purposes 77 18.4 54,107 20.4 

Repayment of debt only 8 1.9 40,048 15.1 

Combination of new money and repay-
ment 3J 7.9 14,232 5.1 

ToTAL 418 100.0 $265,635 100.0 

SIZE OF LOANS 

Under $5 20 4.8 $78 b 

5-10 125 29.9 873 .3 
1Q-50 122 29.2 2,765 1.0 
5Q-100 30 7.2 2,000 .8 
10Q-500 79 18.9 15,418 5.8 
5oo-1,ooo 10 2.4 7,308 2.8 
1,00Q-10,000 22 5.2 60,973 23.0 
10,000 and over 10 2.4 176,220 66.3 

ToTAL 418 100.0 $265.635 1000 

TYPE OF PRODUCT OR SERVICE OF BORROWER. 

Air training service 171 40.9 $6,070 2.3 
Aircraft and parts 41 9.8 96,991 36.5 
Naval construction, repairs and parts 28 6.7 10,788 4.1 
Army equipment and supplies 

22.5 22,571 8.5 (except guns and ammunition) 94 
Guns, ammunition and components 36 8.6 7.799 2.9 
Defense housing and public utilities 10 2.4 10,288 3.9 
Critical metals and materials 21 5.0 69,746 26.2 
Other, and no information 17 4.1 41,382 15.6 

ToTAL 418 100.0 $265,635 100.0 

• Based upon releases by the Federal Loan Agency of Letters of Jesse Jones ro Con
gress, dated May 9 and September 16, 1941. Includes authori.zations un.de~ both 
Section 5d of the RFC Act and Act of June 25, 1941. Cancellations or recrss1ons of 
authorizations no deducted. 

b Less than .05 percent. 
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Federal Reserve banks have participated in the war financ
ing program in two ways. First, as will be shown below, they 
act as liaison agencies of the \Var and Navy Departments and 
the Maritime Commission in extending guarantees to lenders 
against loss on loans made to concerns to finance the comple
tion of war orders.12 Second, through industrial advances 
made under section 13b of the Federal Reserve Act the banks 
have extended credit directly to contractors. This aspect of 
war financing (while still relatively small as contrasted to other 
sources of credit for war contractors) has tended to increase. 
While the total amount of industrial advances increased only 
slightly from the beginning of 1941 to March 1942, commit· 
ments and participations outstanding more than doubled. 

Credit Standartb and 
Procedure8 in Defense and War Financing 

In financing business enterprises producing war materials 
and supplies, bankers have not been confronted with credit 
problems essentially different from those of normal times, but 
they have had to make certain adaptations in their credit stand
ards and procedures. The need for bringing the entire pro
ductive capacity of the nation rapidly into utilization has 
entailed: first, extension of additional amounts of credit to 
borrowers with long-established credit relationships; second, 
opening of new lines of credit to concerns (many of them 
small and financially weak) with which lending institutions 
had not previously had credit relations. To enable lenders to 
meet these new credit demands and yet protect themselves 
against loss, certain new devices for facilitating the flow of 
funds have been evolved. 

One important facilitating device is the Assignment of 
Claims Act of 1940, which permits all claims against the Fed
eral government for payments of $1000 or more to be as
signed to "a bank, trust company, or other financing institu-

12 Guarantees are provided for in Executive Order No. 9112 issued on March 
26, 1942 (Federal Reserve Bulletin, April 1942, pp. 299-301) and are extended 
under Regulation V of the Board of Governors of the Federal Reserve System 
(Federal Reserve Bulletin, May 1942, pp. 424-27). 
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tion, including any Federal lending agency."13 Clciims may be 
assigned under contracts either for supplies or for plant facili
ties. When a claim is assigned, written notice together with 
a copy of the assignment must be filed by the assignee with 
the General Accounting Office, with the contracting officer 
of the Federal government or the head of his department, 
with the company supplying the contractor's surety bond, 
and with the Federal disbursing officer, if any, designated in 
the contract to make payment. Further to protect lenders, the 
Act permits the War or Navy Departments to write contracts 
with suppliers under which payments are not subject to re
duction or set-off of tax or other debts due the Federal gov
ernment by the assignor. 

Another device which facilitates the flow of credit into war 
production is the Emergency Plant Facilities Contract. Many 
manufacturers have hesitated to expand their plants in the 
belief that this expansion might be worth little or nothing at . 
the end of the emergency. The Emergency· Plant Facilities 
Contract provides that a manufacturer can erect a plant certi
fied as necessary for national defense and be reimbursed the 
entire cost by the Federal government in 60 equal monthly 
instalments following completion of the facilities. At the ter
mination of this period, title passes to the government, unless 
the contractor desires to retain the plant. In the latter case, 
he contractor may purchase the plant at cost less the depre
ciation specified in the contract or at a lower negotiated price. 
The contract thus provides a favorable distribution of risk 
between contractor and government, in leaving to the con
tractor the normal risks of production, but in requiring the 
government to carry the risk of obsolescence and excessive 
plant capacity at the end of the emergency. By assignment of 
payments due from the government under such contracts, con
tractors can secure funds from banks to finance plant construc
tion. 

A third facilitating device for encouraging private financing 
18 Public, No. 811, 76th Congress. Approved October 9, 1940. 
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of plant expansion is a ruling of the Treasury Department 
that when a concern expands a plant, certified as necessary 
for national defense, it may amortize the total cost over a 
period of 60 months, deducting this amortization from its 
income for tax purposes.14 Such amortization may be allowed 
whether the plant expansion is privately financed or financed 
under an Emergency Plant Facilities Contract. This ruling 
has stimulated expansion of plants in which business concerns 
have definitely intended to retain an interest after the emer
gency. 

Further steps taken to expedite the completion of financing 
arrangements for concerns-particularly smaller concerns
having war production contracts have recently been announced 
by the Federal government. On February 19, 1942 the RFC 
authorized its thirty loan agencies to approve, on their own 
responsibility, loans not in excess of $100,000 without re
ferring them to Washington. Further to facilitate produc
tion, the War Production Board established a Bureau of 
Finance in Its Division of Industry Operations to furnish 
advice and assistance on financing arrangements to holders of 
contracts and to concerns desirous of obtaining contracts. Ar
rangements are sought for loans from commercial banks and, 
where such are not possible, for loans from the RFC, a Fed
eral Reserve bank or some other public financing agency. 

Finally, a recent Executive Order has authorized the War 
Department, Navy Department and Maritime Commission 
to enter into contracts with financial institutions, both public 
and private, guaranteeing, in whole or in part, loans made by 
these institutions to finance war contractors and subcontractors. 
The War and Navy Departments and the Maritime Com
mission are empowered to extend this guarantee where they 
believe the work being done is essential to the prosecution of 
the war. Furthermore, the \Var and Navy Departments and 
the Maritime Commission are authorized in this Executive 
Order to make loans directly to war contractors or to partici-

14 T. D. 5016 relating to Second Revenue Act of 1940, Sections 23, 24. 
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pate with any public or private lending agency in the making 
of such loans.15 

Under this program the Federal Reserve banks act as 
liaison agencies between the Federal departments, financial 
agencies and war contractors. Wherever possible the Federal 
Reserve banks attempt to arrange the credit extension without 
guarantee, through private agencies, through the RFC, or 
through their own facilities as provided for under Section 
13b of the Federal Reserve Act. If this is not feasible the 
banks arrange a guarantee of all or part of the loan by the 
Federal department concerned. As a last resort, the public 
agency may extend funds directly, making the entire loan or 
taking a participation therein. Regulation V, which governs 
operations under this plan, provides that rates of interest, 
maximum or otherwise, are to be specified from time to tinie 
by the Board of Governors of the Federal Reserve System 
after consultation with the Federal departments and the 
Reserve banks and that the maturity of the loans made or 
guaranteed in whole or in part under this plan shall not exceed 
five years. · 

The availability of loan guarantees }_las had a profound 
effect on the credit appraisal problem faced by lending institu.:. 
tions in making war contract loans. This protection has greatly 
reduced the major source of risk in war lending, namely that 
the contractor will fail satisfactorily to produce the materials 
contracted for according to all the specifications of the con
tract, along with the other risks attendant upon such loans. 
These loan guarantees do not, however, dispose entirely of 
the problem of credit appraisal in the making of war loans. 
Lending agencies are encouraged to take only partial guaran
tees. For this reason they necessarily examine loan applications 
with care though it is the objective of the guarantee to reduce 
to a minimum the limitations that peacetime credit rules and 
standards set on production. Further, it is stated in Regulation 
V that the objective of the plan is to obtain "maximum war 
production expeditiously" but that the Federal Reserve banks 

15 Executive Order No. 9112 issued March 26, 1942. 
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"will make reasonable efforts to afford the \Var Department, 
Navy Department and the Maritime Commission the best 
available protection against possible financial loss consistent 
with this objective." 

Before the availability of loans and guarantees from the 
War and Navy Departments and the Maritime Commission, 
the focus of the credit analysis was the likelihood that the 
borrower could actually produce and deliver the commodities 
called for by the contract. Under present arrangements, even 
though a guarantee may be given against nonperformance on 
the part of the contractor, there remains the necessity of sift· 
ing out those contractors eligible to receive this degree of 
protection. It is obviously necessary to make careful judgments 
where only partial guarantees are taken. Also, an assessment 
of the competence of the contractor in estimating and con
trolling costs remains vital in credit analysis of defense and 
war loans, for it determines how much credit is required in 
order to complete the contract. The lending and guaranteeing 
agencies must be satisfied that the contractor has adequate 
plant capacity and can obtain the necessary raw materials, 
skilled labor and transportation facilities. Finally, quite aside 
from questions of creditworthiness there is the further point 
that the urgency of our need for war materials is such that 
the technical efficiency of the contractor must be judged care· 
fully by the agency extending a guarantee against default 
through nonperformance. 

The credit standards applied to defense loans made under 
the regular business loan powers of the RFC were such that, 
as a group, these loans were expected to "stand on their own 
feet" and pay out without loss to the Corporation. Loans 
made under the Act of June 25, 1940 represented credits ex~ 
tended for the most part at the request of the Army or the 
Navy Department, and granted to concerns producing urgently 
needed military supplies. As a class, these latter loans have 
carried larger risks to the lender. For a time many of the bor
rowers were subcontractors who, unlike direct contractors 
with the Federal government, were then unable to obtain an 
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advance from the government to aid in financing their pro
duction and sorely lacked working capital. The major risk 
assumed by the RFC in granting credit to these concerns has 
been that the borrowers may have inadequately estimated 
the costs. This contingency has been especially likely in de
fense and war production, much of which involves products 
that are experimental or new to the manufacturing concern. 
The problems presented to the RFC by these loans have been 
reduced greatly by the facilitating legislation reviewed above. 

All these aspects of credit analysis necessarily become more 
difficult as the war effort widens and intensifies. As more con
cerns are drawn into war production it is inevitable that smaller 
concerns and, further, less efficient producers must be utilized. 
Both of these tendencies, and in particular the latter, increase 
the risks attendant upon war term lending. While the burden 
of carrying the risks may be shifted in whole or in part by .a 
guarantee, this does not, of course, reduce the losses that will 
eventually be sustained. This necessity of extending term credit 
to relatively high-risk concerns is likely to have a significant 
effect on the future of term lending. The experience thus gained 
by lending agencies should raise their a~ility to lend funds to 
relatively small concerns within manageable limits of risk. The 
resulting accumulation of experience and development of skill 
cannot fail to have a lasting effect on business lending policy 
and practice. 
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Sample and Estimates Made 
Therefrom 

DuRING ]UNE 1941 letters were addressed to each of 210 commercial 
banks, whose officers were members· of the Association of Reserve City 
Bankers, requesting detailed information on each term loan held by 
them on or around June 30, 1941. Eighty-one banks subsequently re
turned completed schedules in time for tabulation,1 and 18 additional 
banks reported that they did not hold a significant amount of term 
loans. Consequently,. the sample consisted of 99 commercial banks, 82 
percent of which held significant amounts of term credit at the middle 
of 1941. 

The 81 commercial banks holding term loans in their portfolios re
turned schedules for 2,820 individual loans, of which 2,764 were com
plete enough to be included in the tabulations after editing. Of this 
latter number, 2,607 loans called for the disbursement and repayment 
of definite sums of money by the borrower in· accordance with a pre.: 
determined agreement, and 157 loans constituted "revolving" credits, 
with respect to which borrowers were granted credit "lines" within 
which their outstanding indebtedness could fluctuate. These two groups 
of 16ans were tabulated separately, the original amounts and unpaid 
balances at time of reporting being respectively as follows: 

"Regular" term loans 
"Revolving" term loans 

ALL LOANS 

Numhrr of 
Loans 
2,607 

157 

2,764 

Original 
Amount 

$1,679,252,000 
(not tabulated) 

Unpaid Balanus 
.1hout june 30, 1941 
' $1,459,560,000 

110,371,000 

$1,569,931,000 

The average original amount of regular term loans was $644,000, and 
the average unpaid balance of all loans was $568,000. 

In addition to providing detailed information concerning each term 
loan held on or around June 30, 1941, the 210 commercial banks were 
requested to state the total amounts of their term loans outstanding 
at the end of each year. of the six-year period 1935 through 1940. Al
though 81 banks responded to this request, the returns of only 56 banks 

1 A total of 74 term loan schedules. was received from S additional banks 
after September 1, 1941, too late for inclusion in the tabulations. 
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were complete enough to be used in constructing a time series on annual 
term loan credit outstanding. 

Character of the Sample 

The 99 commercial banks cooperating in the term loan study were 
all comparatively large institutions, only three banks having total assets 
at March 31, 19-J 1 of less than $30 million, and only one having total 
assets of less than $10 million. Average total assets per bank were over 
$300 million, in reflection of the fact that many of the largest Ameri
can banks were included in the group. Certain salient relationships 
between the 99 cooperating banks, the approximately 400 weekly re
porting member banks of the Fede& Reserve System (typical of banks 
located in the large cities of the country), all Federal Reserve member 
banks, and all insured commercial banks, are shown in Table A-1. 
The 99 cooperating banks accounted for over 42 percent of the total 
assets and 34 percent of all the loans and discounts held by all insured 
commercial banks at the end of 1940. The ratio of loans and discounts 
to total assets of the cooperating banks was practically the same as 
that of the weekly reporting banks, which are almost all institutions 
of substantial size located in cities of medium and large population. 
Loans and discounts formed a larger fraction of the total assets of 
Federal Reserve member banks and all insured commercial banks, since 
these latter classes included many small institutions wherein personal 
loans and consumer instalment credits are relatively important. There 

Table A-1-ToTAL AssETS AND LoANS AND DisCOUNTS OF 
99 BANKS CooPERATING IN THE TERM LoAN STUDY, 
AND OF WEEKLY REPORTING, FEDERAL RESERVE MEMBER, 
AND -ALL INSURED CoMMERCIAL BANKS IN THE UNITED 
STATES, AT DECEMBER 31, 1940 (dollar figures in millions) 

Clau of Bank Total Total Loans Ratio of Loans and 
Asuts and Discounts Discounts to Assns 

99 cooperating banks• 
400 weekly reponing member banksb 
6,486 Federal Reserve member banks-
13,491 insured commercial banks• 

Perunt of Cooperating Banks to 
Weekly reporting banks 
Federal Reserve member banks 
Insured commercial banks 

$30,676 
43,441 
62,658 
72,704 

70.6% 
49.0 
42.2 

$6,537 
9,390 

15,321 
19,035 

69.6% 
42.7 
34.3 

21.3% 
21.6 
24.5 
26.2 

• Compiled from National Bureau data and Polk's Bankers Encycloptdia. 
b Tota1 assets figure supplied by the Board of Governors of the Federal Reserve Sys· 

tem; total loans and discounts from Ftdtral :&urvt Bullnin (March 1941) pp. 232·33. 
• Federal Reserve System, Annual :&port of tht Board of CorJtrnors, 1940, pp. 48-49. 
• Federal Deposit Insurance Corporation, Annual :&port, 1940, pp. 140-41. 
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is no reason for believing that, in the ·compqsition of their loans, the 99 
cooperating banks differ materially from other large commercial banks. 
The composition of loans of smaller institutions probably changes ma
terially as size diminishes. 

Estimate of Term Loans Outstanding 
of All Commercial Banks During Recent Years 

An estimate of the aggregate outstanding term credit of all Ameri
can commercial banks could be made with great assurance by sampling 
banks of different sizes and determining the ratio of term loans to all 
loans and discounts held by banks J)f different size classes at different 
dates. As this procedure was beyond the resources available to the 
authors, a cruder method of estimation was necessarily utilized. Inter
views with many loan officers and bank examining officials, coupled 
with careful study of the statistical materials, lead to the conclusion 
that term lending is done most frequently by large banks. This informa
tion also indicates that the ratios of term loans to all loans and discounts 
are, in general, greater among the large than among the smaller banks 
which do engage in term lending. It is highly probable that the very 
large number of banks with deposits of $1 million or less hold only 
negligible amounts of term loans. The statutory limitation upon the 
size of loans made by a national bank with $1 million of deposits does 
not greatly exceed $10,000. Term loans of this amount or less are likely 
to be very uncommon, because of the comparatively large fixed co-;ts 
of credit investigation and loan administration. 

In estimating outstanding term loans of all insured commercial banks 
at the end of 1940, it has therefore been deemed advisable to separate 
all banks into three major groups according to size in terms of total 
deposits. Total loans and discounts of the three classes of insured com
mercial banks examined were as follows :2 

Total Dtposits 
(1) Less than $1 million 
(2) $1 million to $10 million 
(3) $10 million and over 

Number of 
Banks 
8,723 
4,168 

546 

Total Loans and Discounts 
Held During 1940 

$1,820,000,000 
4,27 4,000,000 

10,943,000,000 

ToTAL 13,437 $17,037,000,000 

With respect to the 546 banks in group ( 3) it has been assumed that 
2 See Federal Deposit Insurance Corporation, Annual R_eport, 1940, p. 171. 

While the FDIC data cover only insured commercial banks that were· examined 
during 1940, non-insured banks and insured banks that were not examined were 
for the most part banks in the size class ( 1), omission of which is not believed to 
result in serious error in estimating term loans outstanding of all commercial 
banks. 
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82 percent of the number of banks were engaged in term lending, that 
term loans comprised 22 percent of the loans and discounts held by 
term lending banks, and that the average amount of loans and discounts 
held by term lending banks was equal to that of non-term lending 
binks. These assumptions rest on the fact that 82 percent of the 99 
cooperating banks in the sample held term loans at mid-1941, and that 
SO banks within this group reported that term loans comprised 22 per
cent of their loans and discounts at the end of 1940. Since it was found 
by the Board of Governors that 83.5 percent of the 400 weekly reporting 
member banks held some term loans in April 1939, there is some con
firmation of the assumption regarding the frequency with which banks 
in large centers engage in term lending. With regard to the 4,168 
banks in group (2), having deposits of $1 million to $10 million, it 
_has been arbitrarily assumed that 40 percent were engaged in term 
lending, and that term loans constituted 11 percent (one-half as large 
a fraction as for the large banks) of loans and discounts. The assumption 
that 40 percent of the number of banks made term loans has some basis 
in the finding of the New York State Commissioner of Banking during 
April 1939 that 43 percent of all state banks outside New York City 
had made some term loans. The amount of term lending of banks in 
this size class appears to be generously estimated on these hypotheses, 
but even if there is a wide margin of error the total estimates of term 
loans are not greatly affected. The assumption with respect to the 
small banks in group ( 1) is that they held an insignificant amount of 
term loans and could be ignored in the calculation of the total. 

The estimate of term loans held by all commercial banks at the end 
of 1940 is therefore : 

Term loans held by commercial banks with deposits of 
$10 million and over · 

Term loans held by commercial banks with deposits of 
$1 million to $10 million 

$1,974,000,000 

188,000,000 

ToTAL $2,162,000,000 

While this estimate is subject to many qualifications, it probably does 
not err by more than about 5 percent. 

In determining the amounts of outstanding term credit at the end 
of each recent year, recourse was had to the data on year-end outstanding 
term· loans of 56 banks referred to previously. At the end of 1940, the 
56 reporting banks held $967.4 million of term loans, or about 45 
percent of the estimated $2,162 million held by all commercial banks. 
It has been assumed that at the end of each year of the period, loans 
held by the 56 reporting banks bore the same proportion to estimated 

, loans of all commercial banks that they held at the end of 1940, upon 
which assumption the following series is reached: 
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Outstanding Term Loans Held 

Year Ending 56 Reporting · All Commercial 
December 31 Banks-Actual Banks-Estimated 

1935 $215,100,000 No estimate 
1936 336,900,000 No estimate 
1937 370,300,000 $827,000,000 
1938 484,700,000 1,083,000,000 
1939 714,200,000 1,596,000,000 
1940 967,400,000 2,162,000,000 

Since it is likely that banks which entered the field of term lending 
at the earliest dates tended to have available and to report more ac
curate computations of term loans outstanding during preceding years, 
these banks probably were in fact relatively more important during 
earlier years than at the end of 1940. The assumption of constant pro
portionality consequently exaggerates to an unknown extent outstand
ing term credit of all commercial banks during the early years of the 
period. It was therefore deemed inadvisable to estimate outstandings 
prior to 1937, since the error for earlier years grows continually larger. 
The error is believed to be not so large as to make the estimates wholly 
unreliable for 1937 and subsequent years. It is worth noting that the 
$1,100 million of term loans reported held at April 19, 1939 by weekly 
reporting member banks of the Federal Reserve System (which hold 
about 70 percent of all commercial loans of banks in the System) is not 
irreconcilable with the estimate of $1,596 million for all banks at the 
end of 1939. 

Estimate of the Annual Volume of 
Term Loans Made by Commercial Banks During Recent Years 

It is possible to make rough estimates of the amounts of term credit 
annually extended by all commercial banks by assuming that annual 
loan volume of all term lending banks varied in the same way during 
recent years as it did for the 99 large banks cooperating in the term 
loan study. Term loans of all commercial banks outstanding at the end 
of 1940 have been estimated at $2,162 million. At the same date, it is 
estimated that outstanding loans of the 99 cooperating banks were $1,175 
million, or about 54 percent of the total.8 In other words, the loans 
outstanding of all commercial banks were 1.84 times those of the 99 
cooperating banks. It may reasonably be assumed that the ratio of 
original amounts of loans of the 99 cooperating banks to the original 

a Outstandings of the 99 cooperating banks were $1,570 million at' June 30, 
1941, from which may be deducted $395 million of loans made and outstanding 
during 1941, leaving a balance of $1,175 million. (This ignores repayments 
made during the first half of 1941 on loans made prior to 1941, which in any 
event are very unlikely to have exceeded $40 or $SO million.) 
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amounts of loans made by all commercial banks was the same as that 
of their respective outstanding term loans. The following tabulation 
therefore shows the original amounts of all loans made by the co
operating banks during 1938, 1939 and 1940 and held at June 30, 
1941. The estimated loans made by all commercial banks during the 
same years have been arrived at by multiplying the loan volumes of 
the cooperating banks by the factor 1.84 for each year. 

Original Amo11nl of Rrgwa1 Enimatttl Original 
Ttrm Loans Mad1 by 99 Amo-unt of Loans 
Cooptrating Banks and Matl1 by All 

Y1a1 lltld al Mid-1941 Commtrcial Banlrs 
1938 $117,800,000 $217,000,000 
1939 449,600,000 827,000,000 
1940 734,900,000 . 1,352,000,000 

TOTAL $1,302,300,000 $2,396,000,000 

Since a significant proportion of all term loans made by commercial 
banks are paid off and disappear from the portfolios of the lenders after 
three and one-half years, it has not been deemed advisable to carry 
the estimates back past 1938. Even with this limitation, there is some 
underestimation of -the volume of loans made during 1938, and to a 
lesser degree during 1939. The original amounts of loans with terms 
of less than 3}1 years made in the former year, and with terms of less 
than 2}1 years made in the latter year, are not included. These errors 
are believed not to be large. 
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The Sample of Securities Privately 
Purchased by Life Insurance Com· 
panies and Estimates Made Therefrom 

As A RESULT OF PERSONAL REQUESTS made of their executive. officers, 
five of the largest legal reserve life insurance companies furnished 
tabulations of privately purchased bonds and notes with terms of 15 
years or less at time of issuance held by them at December 31, 1940. 
To preserve confidential relationships, the names of issuing concerns 
were not furnished, but information was given concerning the character 
of the lien (if any), coupon rate, maturity date, year of purchase, amount 
purchased, amount held at the end of 1940, effective rate at which pur
chases were made, issuer's main business and total assets at the end of 
1940, and participations (if any) with other lending institutions in the 
credit transaction. 

The schedules returned by the five companies listed 217 separate 
issues held at the end of 1940, with original aggregate amounts of 
$824 million at time of acquisition, and outstanding balances of $761 
million at date of reporting. The average original amount of issues 
acquired was $3.8 million, and the average outstanding balance was 
$3.5 million. Since about half the number and amount of issues privately 
purchased by insurance companies involved transactions in which other 
lending agencies participated, and each company reported only the 
original amount and outstanding balances of its own holdings, the data 
should be interpreted as descriptions of a group of loans made by in
surance companies rather than loans received by issuing business corpora
tions. This difference is especially important in considering the size of 
loans effected through private placements of bonds or notes. 

Character of the Sample 

The five cooperating companies have purchased and held a preponder
ance of all medium-term bonds and notes privately purchased by all 
life insurance companies during recent years; analysis of the charac
teristics of their holdings at the end of 1940 is therefore believed to be 
representative of all private placements of medium term (i.e., term 
of 15 years or less at time of issuance) . The importance of the five 
companies among all life .insurance companies active in the private 
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placement market is indicat-ed by the foll~wing-fig{;r~~:·-showing private 
acquisitions of bonds of al~ terms from issuers by the 26 largest legal 
reserve life insurance companies and by the five cooperating companies, 
during each year of the period 1932-38.1 · 

Ytar 
1932 
19JJ 
1934 
1935 
1936 
1937 
1938 

26 Largut ugal 
Ru~nt Lift In

suranct Companiu 
$33,300,000 

16,788,000 
90,647,000 

351,378,000 
327,792,000 
371,353,000 
659,503,000 

ToTAL $1,850,766,000 

5 Cooptrating 
Companiu 
$29,464,000 

15,855,000 
83,622,000 

318,415,000 
254,366,000 
322,430,000 
571,479,000 

$1;595,631,000 

Ptrctntagt 
of 5 Co

optrating to 
26 Companits 

88.5 
94.4 
92.3 
90.6 
77.6 
86.8 
86.7 

86.2 

Life insurance companies are dominant in the private placement mar• 
ket. Recent studies of the Securities and Exchange Commission indi
cate that they purchased from 74 percent to 99 percent of total cor· 
porate bonds. annually sold privately during the years 1934-39.2 For 
this reason,. and because the cooperating companies represent so large 
a fraction of the purchases of life insurance companies active in the 
field, it appears reasonable to conclude that the characteristics of the 
loans of the cooperating companies present a reasonably accurate view 
of private placement credit in general. 

'•'' 

Estimate oJ the Annual 
. Volume oJ Medium-Term Issues Privately · 
Purchased by Life Insurance Companies During Recent Years 

Although the SEC collected data from the 26 largest American legal 
reserve life insurance companies on their private acquisitions of bonds 
from issuing corporations during each year of the period 1928-38, 
no classification of these acquisitions was made according to term at 
time of issuance. The proportion of all private placements of bonds and 
notes with life insurance companies represented by medium-term issues 
must therefore be estimated. This may be done, on certain not unrea
sonable assumptions, by the following method : 

1.. The data furnished to the National Bureau on annual original 
amounts of medium-term issues purchased privately by the five co
operating companies and held at the end of 1940, were first broken 

1 Data coiJected by the Securities and Exchange Commission and printed_ in 
Temporary National Economic Committee, 76th Congress, 3d Session, Htarings 
Pursuant to Public Resolution No. 111 (W·ashington, 1940) Part 10-A, p. 129. 

2 Data furnished to the National Bureau of Economic Research by a letter of 
the Securities and Exchange Commission, dated September 11, 1941. 
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down according to the original amounts of issues purchased during each 
year from 1935 onward. Since it is known that about 15 percent of the 
amount of all issues mature and disappear from portfolios within four 
years after acquisition, and about 10 percent of the amount of all ac
quisitions are paid off within two years, in order to estimate the original 
amounts of all medium-term securities of all maturities purchased dur
ing each year, the amounts of securities reported to have been acquired 
during 1935 and 1936 and held at the end of 1940 were raised by 15 
percent, and the amounts of acquisitions during 1937, 1938 and 1939 
were raised by 10 percent. Acquisitions during 1940, held at the end 
of that-year, were left urichanged.-Since onli 23 percent of the~ amount 
of medium-term issues acquired by life insurance companies have serial 
maturities (the remainder being repayable in single amounts), the 
error of ignoring serial payments is believed not to be large. 

2. Utilizing the SEC data pn all private purchases of the five co
operating companies during 1935 through 1938, ratios were found of 
the amounts of medium-term issues (as estimated in step 1) to all 
issues purchased during these years. During the four-year period, 1935-38, 
medium-term issues formed 26 percent of all securities privately ac-
~~. . . 

3. All issues privately acquired by the five companies during 1939 and 
1940 were then estimated by assuming that.· the medium-term issues 
(estimated in step 1) were 26 percent (found in step 2) of the amount 
of all issues. 

4. The series on all issues purchased privately by ail life insuranc~ 
companies was tabulated by the SEC for each ye·ar of the period 1935-38. 
Since the five cooperating companies purchased 86.2 percent of the 
amount of securities privately purchased by all companies during the ten
year period 1928-38, the amounts o~ all issues privately purch~sed by 
all companies during 1939 and 1940 were estimated by assuming that 
all issues acquired by the five cooperating companies in these years 
(found by step 3) continued to have the same relative importance 
in the total (i.e., 86.2 percent). · 

5. Medium-term issues privately purchased by all life insurance com
panies were then computed by assuming that the ratio of medium-term 
to all issues acquired by the five cooperating companies was, in each 
year, the same as the ratio of medium-term to all issues privately ac
quired by all companies. 

In Table B-1 appear the results of these computations, including the / 
amounts of issues of all maturities annually purchased by the five co
operating companies and by all companies, and estimated amounts of 
medium-term· issues privately purchased by the two groups of companies 
during each year. On the assumptions, it appears that life insurance 
companies acquired privately from .issuers during the six-year period 
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Tahir B-1-EsnMATED AMouNT or MEDIUM-TERM SEcu-
RITIES ANNUALLY PURCHASED PRIVATELY BY LIFE INSUR-
ANCE CoMPANIES, 1935-40 (dollar figuru in millions) 

(1) (2) (3) (4) (S) 
EJtimattd 

AU ]SJ11.U Mtdi,.m-Tmta M tdi14m-T trm y,.,. P14rcluutd ]JS141J p,.,_ Alllss14tJ /JJ#tJ p,.,. 
PritJattly dastd Pri• Ratio of P14rcl&astd claastd Pri-
by s to- fJaltly by s (2) IO (1) PritJattly Pall~ by 

optratint Cooptrati111 by All All OJ. 
Comptanits Companiu Compa11i11 (4) X (3) 

1935 $318.4- $49.2b 0.154 351.4- $54.1 
1936 254.4- 62.1b 0.244 327.8• 80.0 
1937 322.4- 134.9- 0.418 371.4- 155.2 

1938 571.5- 135.3• 0.237 659.5- 156.3 
1939 660.()4 171.4- 0.260- 766.01 199.2 
1940 1,240.()4 323.1 0.261• 1,440.01 375.8 

ToTAL $3,366.7 $876.0 0.260 $3,916.1 $1,020.6 

• Securities and Exchange Commission data in Temporary National Economic: 
Committee, 76th Congress, 3d Session, Htarings p,.,.s,.anl to P¥hlic Ruolution No. JJJ 
(Washington, 1940) Part 1()-A. 

b Estimated by adding 15 percent to the original amounts of securities which were 
purchased during this year, t~nd luld at tnd of 1940. ' 

• Estimated by adding 10 percent to the original amounts of securities which were 
purchased during this year, a11d luld at tnd of 1940. 

• Estimated by assuming that medium-term issues purchased during the year were 
26 percent of all issues (see footnote e). 

• Weighted average percentage of all private placements purchased by 5 cooperating 
companies during 1935-38 that were of medium term. 

'Estimated by assuming that the weighted average ratio of purchases of the 5 co
operating companies to all26 companies during 1932-38 (namely 86.2 percent) obtained 
during 1939 and 1940. 

about $3.9 billion of securities, of which about $1 billion represented 
medium-term credit.• The rate of growth of insurance company partici
pation in the medium-term business credit market through private 
placement has exceeded even the rapid pace set by commercial bank 
term loans. 

Estimate of Medium-Term Private 
Placement Credit of Life Insurance 

Companie& Ouutanding at the End& of Recent Year& 

The five cooperating life insurance companies held $7 61 million of 
privately acq~ired medium-term bonds at the end of 1940. If the ratio 

• This estimate is in general agreement with an estimate made by different 
methods that the total dollar amount of issues placed directly by issuers with 
all t1P11 oj inifmtorl during the six-year period, 1935-40, was $4,314- million. 
See House Committee on Interstate and Foreign Commerce, 77th Congress, 1st 
Session, Hearing1 on H.R. I.J/4, H.R. 5065 and H.R. 5832 (Washington, 1941) 
Part II, p. 366. 
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of their outstanding credit of this type to that of all life insurance ·com
panies was the same as the ratio of their acquisitions to that of all 
companies ( 86.2 percent), then the amount of medium-term private 
placement credit of all companies outstanding at the end of 1940 was 
$883 million. While this figure can be cited with some assurance, lack 
of precise knowledge of the rates of amortization of private placement 
debt makes precarious the estimation of outstanding credit at the ends 
of earlier years. Since only 9 percent of the original amounts of all 
issues held by the five cooperating companies at the end of 1940 had 
terms of less than five years at time of issuance, it would not seriously 
impair the validity of a very rough estimate simply to take outstand
ings at the end of 1940 and to deduct the original amounts of issues 
acquired during that year to obtain outstandings at the end of 1939; 
and so on, back to 1937. Proceeding by this method, outstanding medium
term private placement credit of all insurance companies may be esti
mated as follows: 

Year 
1940 
1939 
1938 
1937 

Medium-Term lssuu 
· Prioately Purchased 

During Year 
$315,800,000 

199,200,000 
156,300,000 
155,200,0()0 

Medium-Term Issues 
Prioately Purchased 

and Held al End of Year 
$883,000,000 
507,200,000 
308,000,000 
151,700,000 

These estimates are subject to such severe qualifications as to be pre
cluded from any other use than as rough measures of the general posi
tion of insurance companies in the medium-term business credit market. 
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(I) 

Table C-1-PERCENTAGE DisTRIBUTION OF mE NuMBER AND AGGREGATE AMouNT OF MEDIUM-
s: 
" TERM LoANS MADE BY TERM LENDING INsTITUTioNs, BY ToTAL AssETS OF BoRRoWER " -It 
;i 

Numb" of Loans Aggr~gf.lU Amount of Loans It 
;I 

Total Asuts 
.. 
Q 

of Borrow~r .. 
Com- Life Federal Com- Life Federal "C 

(in thousands) mercial Insurance RFO Reserve mercial Insurance RFO Reserve "'i 
Banks- Companies" Banksd Banks- Companies" Banksd Q 

a--It 
Less than $5 7.4 

.. • 
5-10 5.6 • 
10-20 11.8 9.3 } 12.6 .4 .4 } .7 20-50 14.8 .5 
50-100 12.9 11.6 1.2 1.5 
100-250 12.9 30.1. 2.5 6.7 
250-500 23.0 5.6 17.5 3.7 2.0 8.4 
500-1,000, 12.9 9.7 12.5 9.7 

1,000-5,000 20.5 5.5 11.1 14.6 9.9 1.2 20.6 49.1 
5,000-10,000 8.3 6.0 3.7 } 3.9 7.2 1.9 35.4 } 23.9 10,000-50,000 15.8 38.3 1.9 22.3 25.4 13.0 
50,000-100,000 5.5 9.2 13.2 11.1 
100,000 and over 12.0 38.7 40.0 58.5 
No information 3.1 2.3 1.9- 3.3 1.9 11.9 

ToTAL 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 

•Analysis ofloans held by a National Bureau sample of99 banks on or about June 30, 1941. 
II National Bureau tabulation of securities privately purchased from issuers by the S largest legal reserve life insurance companies and 

held at mid-1941. 
• Analysis of a National Bureau sample of 54 industrial loans approved up to mid-1941 by the Reconstruction Finance Corporation. 
d Analysis of a National Bureau sample of 103 industrial loan applications approved by Federal Reserve banks up to May 31, 1940. 
• Less than 0.05 percent. .... 

"' .... 



Table C-2-PERCENTAGE DISTRIBUTION OF THE NUMBER AND AGGREGATE AMouNT OF MEDIUM· 
TERM LoANS MADE BY TERM LENDING INSTITUTIONS, BY INDUSTRY OF BoRROWER 

Numbtr of Loans Aggrtgatl Amounl of Loa11.1 

Industry of Borrowtr 
Com• Life Federal Com· Life 

mercial Insurance RFO Reserve mercial Insurance RFO 
Banks- Companiesb Banks• Banks- Companies' . 

Manufacturing 35.5 47.5 60.0 66.2 30.6 45.5 77.8 
Food and products s.o 12.2 } 9.7 2.8 7.7 
Tobacco · .6 .1 2.2 .1 
Textile mill products 2.2 8.5 8.0 1.5 20.0 
Lumber and timber products 1.6 10.7 8.8 .7 12.1 
Paper and pulp 3.2 1.7 1.8 4.0 6.3 
Printing and publishing 3.2 3.7 4.9 1.7 1.3 
Chemicals and allied products 1.7 2.6 2.1 1.8 2.1 
Petroleum, coal and gas products .3 .3 1.2 .2 • 3 
Rubber and products .8 .4 .. .9 .4 
Leather and products .3 1.1 1.5 .2 1.0 
Stone, clay and glass 1.3 3.1 3.3 .7 3.2 
Iron and steel products 3.6 5.0 6.7 4.3 7.2 
Transportation equipment 3.1 1.6 2.5 2.9 9.3 
Non-ferrous metals and products .8 1.4 1.3 .6 .8 
Machinery 4.1 5.2 6.0 1.9 5.5 
Miscellaneous manufacturing 3.7 1.4 8.4 4.2 .5 

Federal 
Reserve 
Banka4 

80.8 

} 8.1 
7.9 
8.2 
2.4 
2.9 ~ 
1.3 • 
5.1 .. 

s 
1.3 t"t • 2.0 ;I 

11.9 0.. ... 
14.8 ;I 

1.6 -6.4 .. 
0 

6.9 e;, 
c: .. -;I • .. .. 



Mining and extraction 11.8 

Construction .7 

Wholesale trade 5.5 

Retail trade 7.3 

Finance 9.9 

Public utilities and transportation 20.8 

Service 7.3 

Agriculture, forestry, fishing 1.2 

, ToTAL 100.0 

1.8 

8.3 

20.7 

21.7 

• 

100.0 

3.1 

1.7 

8.0 

15.4 

•• 

1.7 

8.7 

2.4 

100.0 

1.5 

3.2 

10.9 

15.1 

.. 
1.1 

2.0 

100.0 

21.3 

.2 

.8 

4.0 

15.8 

22.7 

4.5 

.1 

100.0 

.7 

8.6 

26.9 

18.3 

• 

100.0 

5.6 1.7 

.8 2.4 

2.9 7.1 

3.6 5.8 

.. 
4.9 1.4 

4.0 .8 

.4 

100.0 100.0 

• Original amount of term loans held by a National Bureau sample of 99 banks on or about June 30, 1941. 
b National Bureau sample of issues privately purchased by 5 life insurance companies. See Appendix B. 
• All loans to business enterprises (except in connection with national defense) disbursed by the RFC from February 2,1932, through 

December 31, 1940. Reconstruction Finance Corporation, (Juamrly Ripon, Fourth Quarter of 1940, pp. 62-65. 
d Data on number of applications for industrial advances approved by the Federal Reserve Banks up to May 31,1940, based on a special 

tabulation. · · 
• Service and finance grouped. 

(1.) 
c:: 

'1:1 
'1:1 -ftl a 
ftl 
;s .. 
Q .. 
"C 

~ 
Ill 
0" -ftl .. 

.... 
Colt w 



Tablt C-3-PERCENTAGE DISTRIBUTION oF THE NUMBER AND AGGREGATE AMouNT oF MEDIUM• 
TERM LOANS MADE BY TERM LENDIN~ INSTITUTIONS, BY SIZE OF LoAN 

Siuof Loan• 
(in thousands) 

Less than $5 
5-10 
to-25 
25-50 
so-too 
lOG-2501 

25o-5oo-

soo-t,()()()h 
1,ooo-5,000 
s,ooo-to,ooo 
10,000 and over 

ToTAL 

Com
mercial 
Banksb 

} 9.0 

} 16.7 
10.4 
19.0 
14.0 

12.7 
16.1 
1.6 
.s 

100.0 

Nt~.mblf' of Loaru 

Life 
Insurance 

Companies' 

u.s 

11.1 
49.3 
14.7 
13.4 

100.0 

RFCd 

37.6 
15.9 
19.0 
11.2 
8.1 
4.3 
2.9 

.6 

} .4 

100.0 

Federal 
Reserve 
Banks' 

23.5 
13.9 
21.8 
17.4 
11.8 
6.0 
3.9 

100.0 

Com
mercial 
Banbll 

.1 

.7 
1.1 
4.6 
7.4 

12.3 
49.7 
ts.S 
8.6 

100.0 

Life 
Insurance 

Companies' 

.8 

1.8 
29.0 
22.3 
46.1 

100.0 

RFCd 

1.9 
2.7 
7.3 
9.4 

13.4 
13.8 
19.5 

10.1 

} 21.9 

100.0 

Federal, 
Reserve 
Bank.-

1.2 
1.9 
6.8 

11.3 
15.2 
15.1 
18.6 

} 29.9 

100.0 

!Jot • .. 
I 
t"l 

• Class intervals for commercial banks and life insurance companies are inclusive of the lower limit and exclusive of the upper. For RFC : 
and Federal Reserve banks the intervals are exclusive of the lower limit and inclusive ofthe upper. Q.. 

b Loans held by a National Bureau sample of99 banks at mid-1941. . ;-
• A National Bureau sample of medium-term issues purchased privately by Slife insurance companies, and held at December 31,1940. .. 
d Loans authorized to business enterprises from February 2, 1932 to December 31, 1940, except for national defense. Reconstruction .. 

Finance Corporation, Qt~.amrly R~porl, Fourth Quarter of 1940, p. 61. 0 

• Loan applications approved up to December 31, 1937. Federal Reserve System, ~"ual Ripon ofllu Board of GOf!~rr, 1937, p. 61. ~ 
f Interval for RFC and Federal Reserve banks is 10G-200. ~ 
•Interval for RFC is 20G-500 and for Federal Reserve banks the interval is 2oo-400. ;-
II Interval for Federal Reserve banks is .. over 400.'' • .. .. 



Supplementary Tablet 

Table C-4-NuMBER AND EsTIMATED AMouNT OF DE
FENSE CoNTRACTS AssiGNED, FEBRUARY 27, 1941 TO 
jANUARY 29, 1942• (dollar figures in millions) 

155 

Numbtr of Contracts Estimattd .Amounl of 
Conlractsb 

Cumulatir" to 

February 27, 1941 
May 1, 1941 
May 29, 1941 

June 26, 1941 
July 31, 1941 
August 28, 1941 

September 25, 1941 
October 30, 1941 
December 26, 1941 

January 29, 1942 

Number 

955 
1,743 
2,092 

2,402 
3,020 
3,544 

3,977 
4,695 
5,809 

6,609 

Index Amount Index 

100 $257 100 
183 398 155 
219 . 513 200 

252 555 216 
316 702 273 
371 773 301 

416 826 321 
492 928 361 
608 1,018 396 

692 1,091 423 

• Based upon tabulations furnished by the Board of Governors ofthe Federal Reserve 
System. 

b Less than half the number of contracts assigned have the amounts reported. 
Amounts were estimated on the assumption that the average amount of contracts for 
which amount was not reported was equal to that of contracts for which amount was 
reported. 

Table C-5-AVERAGE AMouNT OF DEFENSE CoNTRACTS 
AssiGNED TO DIFFERENT TYPES oF LENDING INsTITU
TIONs, FEBRUARY 27, 1941 TO jANUARY 29, 1942• (in thou
sands) 

Com• Ftdtral Otlztr 
Cumulatiot to mtrcial RutrrJt RFC Ltnding 

Banks Banks Institutions 

February 27, 1941 $328.0 $154.0 $27.2 
May 1, 1941 253.3 160.3 39.8 
May 29, 1941 272.2 160.3 35.9 

June 26, 1941 252.5 214.7 36.5. 
uly 31, 1941 257.1 $68.6 227.4 43.6 

August 28, 1941 237.3 66.4 265.1 43.3 

September 25, 1941 225.5 63.3 241.2 45.4 
October 30, 1941 216.3 57.8 226.9 39.5 
December 26, 1941 190.6 55.6 217.9 42.3 

January 29, 1942 179.3 55.0 194.7 45.4 

.All 
Contracts 

$288.2 
229.2 
244.9 

230.7 
229.5 
215.9 

205.4 
194.9 
171.9 

161.7 

• Based upon tabulations furnished by the Board of Governors ofthe Federal Reserve 
System. 
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Tab/1 C-6-D£FENSE TEllM LoANS HELD BY WEEKLY 
REPORTING MEMBER. BANKS OF THE FEDER.AL RESER.VE 
SYsTEM AT APRJL 30, 1941, BY UsE OF FuNDs, BY TYPE or 
REPAYMENT PRovisioN, AND BY AssiGNMENT oR. NoN· 
AssiGNMENT OF GovERNMENT CLAIMs• (dollar figuru in 
tAousands) 

N 1nnlur of LotJns Amofjnt of Loans 

For plane facihtiea 
For production 
For both ~lane facilities and 

production 

ToTAL 

Number Percent 

vsa or rvNDI 

121 45.0 
109 40.5 

. 39 14.5 

,269 100.0 

TYPE or I.EPAYMENT PI.OVISION 

Non-instalment 
Instalment 

TOTAL 

109 40.5 
160 59.5 

269 100.0 

·Amount 

$.35,908 
40,877 

19,124 

$95,905 

$42,320 
53,585 

$95,905 

ASSIGNMENT OR NON-ASSIGNMENT OJ' CLAIMS 

Percent 

37.4 
42.6 

20.0 

100.0 

44.1 
55.9 

100.0 

With assigned claim• 75 27.9 $29,219 30.5 
Without assigned claims 194 72.1 66,686 69.5 

ToTAL 269 100.0 $95,905 100.0 

• Based upon data furnished by the Board of Governor• of the Federal Reserve 
System. · 
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