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AID TO WAR CONTRACTORS 

I Febrga~j 1950 

GENERAL HOL~N: Gentlemen, the subject of our lecture this morning 
is "Aid to War ContraCtors~, andI can assure you that, in time of war, 
this is a much-discussed subject, particularly by the contractors and 
contracting~fficers. You can readily see why this is so. Because of 
the large volume and the time @lement~ both large and small producers 
must be brought into the picture just as quickly as possible.if they have 
any capacity for producing munitions. Many of these contractors will 
require funds to meet pay rolls, to get started, and these funds fre- 
quently take the form of government loans and advance payments. They may 
even need assistance in the form of tools, materials, and, in some cases, 
shop facilities, ,. 

Our speaker this morning is. Major General Eugene M, Foster, the 
ArmE's Chief of Finance. You will be interested to know that General 
Foster was one of the original group that came into the/Finance~Depart- 
ment in 1920. I think there are onlz two or three of that grouP still 
remaining in the service. General Foster has had a long• and distinguished 
career in fiscal fields both outside of Washington and here on the general 
staff and in the Finance Department. He is a graduate of both %he Army 
War'College and the Industrial College. He has always been very liberal, 
so fag as the Industrial College is conberned~ inhelping us with our 
curriculum. He has given many lectures down here and has helped a •great 
dealwith seminars by always expressing the desire to appear perscm~11y 
whenever he was able to do so. 

We are very appreciative, General, of your fine support throughout 
the years, and it is a great pleasure to welcome you here today. 

GENERAL FOSTER: Gentlemen, it is a pleasure for me to return to 
the Industrial College of the Armed Forces and•to commune with you over 
one of the subjects on which I know you have spent hours in research and 
in visualizing the conditions we may expect should we unfortunately be 
called upon to fight another war. I hope that I may be able to contribute 
in a small way at least to a partial•solution to your problems. 

The subject assigned me may be stummarized under the title of "Aid to 
War Contractors" and is divided into two parts: first, financial assist- 
ance; and second, government-furnished facilities~ equipment, and material. 
I shall address myself first to the subject offlnancial assistance because 
I believe that to be the more important of the two. 

It is self-evident that~ under the impact of a major war effort) 
placing as it does a great strain on our whole national economy, measures, 
sometimes drastic~ must be put into effect to relieve this strain. One of 
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the most important of these measures is the proper flow of credit. 

Without the almighty doll ,~r; the soldier's v;ill to fight is dulled. 
Without the almighty dollar~ the civilian in industry, regardless of his 
protestations of patriotism~ lacks the incentive to labor. High,wages 
and overtime pay inspired patriotism in many of the war workers in the 
last war, and the profit stimulus caused mam~:~mdustrialists to seek war 
conZracts~ I had better qualify~;-hhat statement by sa~/ing that this did 
no% ~appl~ to• all ~en of industry~ for, without the initiativer c~eative 
genius, innate abi!ity, an~ drive of most of / our men of industry, our 
allies or our military services could not have gained the splendid victory 
that was our. 

I have been trying merely to hi ghiight a self-evident fact; namely , 
that the heed for dollars is so great and ~ so important to all concerned 
in the wa~ieffort that it is not sufficientthat the Secretary of the 
Treasury find w~ys and means to increase the Treasury balances to meet 
the war effort, but the channel must be clear and free to permit the flow 
of those dollars to the places where their fertilizing influnence will 
produ0e healthy crops of war• materiel. 

It might be well at this •time to look at a few statistics developed. 
from our experience in World War If. Appropriations 3 durin{ the period = 
1 July 1941 to 31 August .1945, amounted, to 225 b~ilion, doll.ars--and a 
billion dollars is quite a lot of money, Obligations Of ~litary:ifunds 
for that period approximated 193 billion dollars, To bring it a little 
closer to ou r supply problems in the. Army~ actual expenditures against 
Army Service Forces apprQpr~ations for.the p.e.r~od, omitting "Pay of the 
Army 9'' showed an.expenditure, total of 92 " biliion dollarS for~p~o~urement: 
Air ~ ~o~c~es procu~ment expenditures totaie~ .23,7.billion dollars addi-.; -~- 
tionaT~ In other words~ industry had to find means of financing.such a 
large program. .... 

There is no problem for the military establishment to Sect~ appro- 
priations in an emergency. Congress was most generous in meeting our 
requests~ and at no time did the Army or the Air Force+curtail its activ- 
ities because of lack of funds. I am sure the s~me can be said about 
Navy appropriations. 

Ls has been stated ~ in a major ~Tar t~e whole national economy must 
be attuned~to the war effort. Facilities now producing military materiel 
are limited, and the mere expansion of those facilities to their maximum 
capacity will not be sufficiont for our needs~ We must search out every 
plant that may be Oonverted to war production~ including individuals who 
• have the know-how but vrfth little or no existing facilities to produce 
munitions. 

To do this, the military must not-only be ready to advise industry 
of what wo require of it but be able to suggest means andl:offer assist- 
ance to meet that requirement,. 

" 
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Many of you men here today are goin'g to be called upon to perform 
services far beyond that normally expected of military men. You will 
be expected to advise a prqspective c0ntracto r of some of the technica ! 
processes for producing a particular ite m~bf munitions. In addition, 
you must be able to advise on means by Which his facilities may be in- 
creased and, most important~ the sources from whic~ the necessary capital 
fori~uch purpose may be obtained. 

In the last war the foll~,&ng means of credit were available to 
war contractors, and we can expect most of them to be a~ailable in 
another emer gency: 

I. A loan from a bank, secured by an assignment of claims :under 
a government contract,, or otherwise. 

2. A loan from the Reconstruction Finance Corporation° 

3, A loan from the Smaller War Plants Corporation. 

4. ~ A'loan from a Federal Reserve bank under the provisions of 
sectionj!3(b) of the Federal Reserve Act. 

5. Advances from the War Departmenty Navy DePartment , or Naritime 
Commission if the business enterprise held a prime contract. 

6. A Regulation V-, VT~ or T-loan from a bank or other financing 
institution guaranteed pursuant to the provisions of an Executive 
order and the regulations issued thereunder. 

q. A direct loan from the War Department, N avy Department, or 
Maritime Commission. 

8. A combination of two or more of the foregoing. 

We wili discuss them in the order just mentioned. 

A Bank loan secured by an assignment of claims.--This lawj passed 
in 1940~ rescinded an act which had been effective for approximately 
100 years. The plmpose of the original act had been to prevent rack- 
eteering in government contracts by irresponsible bidders and to obviate 
the posslbility Of the Government being involved in law suits asSto the 
proper payee under a centract. 

By 19~O, it was realized that the government contracting officers 
could exercise sufficient Jud~nent over the reputability of a contractor 
to see that the interests of the Government v~ere protected. However, 
this was only one of the arguments used for the voiding of this lO0.year- 
old statute. The arguments for the 1940 statute vmre that it would en- 
courage small and medium-sized contractors to seek government business 
and, by increasing the number of bidders~ tend to expedite and reduce 
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the .cost of the defense program. 

The provisions of the act permitt'ed ~he"assignment.of any c~ntrac% 
in excess" of $1,000 to a bank~, trust company, or other financing in- 
stitution, including any Federal lending agency. It'.Timlted payments 
to- one assignee only.• 

• - . .,. .,, . . . . . .  

By expanding the credit facilities "of ContraOtors, the law con,~: •. 
tributed materially in increasing working capital, but it did not meet 
the f.ull needs for such capital. It wa's a@ailable to prime contractors 
only. It is still in effect. " " 

c 

The next credit source was loans from the Reconstruction Finance 
Corporation. The RFC came in•to being by an act. of Congress appToVed 
22 January 1932. It ~s an attempt by the Administration to combat the 
developing depression .by offering credit support to existing credit 
agencies, that is, bank, loanas.'sociations, mortgage companies~:e$c. 
The act was amended in June 1934 to authorize the RFC to extend loans. 
directly to industrial concernso ~This amendment put the Governme~t in 
the direct lending business, that isj direct to the borrower. It was 
also the initial step in the government loan guarantee program~ which 
technique was later to be used by the War Department in developing what ' 
I consider the most practical and successful means of meeting v~r con- 
tractors' working capital requi.remehts,-our guaranteed loan program. . . . . . .  

In view of what has been statedj you may ask why .the facilities'. 
of the RFC,"failed. to meet fully the requirements tL of the war effort° 
You will find the answer in the fact that the law was administered by. 
bankers~ and their interpretation of its language limited loans to those 
of sound finance or, in other words, to good-risk loans~ This subject 
vrlll be dealt vrith further.whenwe discuss the War Department loan 
program. ~ 

The next item~ the Smaller ~ffar Plants Corporation, was authorized 
by the act of ll June 1942 "to mobilize the productive facilities of 
small business in the -interest of successful prosecution of the war., and 
for other purposes.". During peace there has been a continuing demand 
that the military give a fair share of its business to small-slzed firms. 
We will not go into a study of the .need to e'cnourage small business in 
order to prevent monopolies• andTpossible threats to our free-enterprise 
system, .for I am sure that sub-ject ~asbeen amply covered by your studies 
here; but I do *,,~sh to highlight the fact thatin an emergencywe must 
explore and .use every facility, large or smsll, in- order to meet our war 
requirements~ The Smaller War Plants Corporation was organized to assist 
in accomplishing ..this .purpose. -The credit-granting functions assigned 
to this new agency were very broad and included loans to acquire land,, 
buildings, and..~quipment~ to finance conversion to v~r producti0~ to 
conductwar pi~oduction, to reconvert to civilian production, and .to .carry 
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on civilian productibno. It Mad a:;'Capi~al of" i50 million dollars which 
it used to -advantage, .but its "re~i ~contribution to 'the war effort '~s 
in~couraging sm~ll contractors t~0:::seek government business and in urging 
the mili:tary ~ department to make use'of :suchcontractors~ 

By the act of 19 June 1934, the Federal Reserve Banks had been 
authorized to make loans t 0 industry for working, capital purPoses , and 
when the need for such loans became during the war~ this author~ ., ~ apparent 
ity was us2d to some extent:, ~Ho~ever, this procedure was of limited 
value £.or the same reason as applied to the RFC. It was operated by 
bankers, and safe-investment criteria were applied to any. request for a 
loan. 

The next item in our indexof loan facilities is.the advance pay- 
ment program° Up to this time we have been discussing working capital 
credit secured from bank or government agencies other than those of the 
military establishment° Now we will go into such credit on the basis 
of appropriations available to the military. This technique of credit 
was through the means of advan.ce payments made by the government contract- 
ing agency. 

• Prior to 1940~ gover~ ent departments were not. authorized to make 
advance payments on government .contra,cts. They' were parmitted to make 
partial paymehts on completed partial deliveries under a contract in 
accordance v~Lth contract provisions, but no advances on undelivered 
services or supplies were authorized. 

The extent to-which the ~adVance payment program was used is evidenced 
by .the~-fact that a sum Of over 7 billion dollars was advanced to over 
1,500 contractors. Yet, as we discuss this method of financing, vie will 
find it did.~nat meet our full requirements, mainly because its effective- 
ness was limited to the financing of the prim@ contractor. 

Authority to make advance payments on contracts for war supplies 
not ~xceeding 30 percent of the contract price was given the departments 
in the act of 2 July 1940. This authority was superseded by title 2 of. 
the First War Powers. Act of 18 December 19~l, undeP which Executive Order 
9001~ dated 27 Decemb@r 1941, was issued. This order authorized the 
departments~to make advances and progress and other payments under its 
contracts in any percentage of the contract price wherein, in their 
judgment~_.the prosecution of the war w6uld be. facilitated thereby., In 
the ?~arDaDartmentl, under this 'authority, chiefs of the technical Seryi. ces 
were .authorized to approve the making of advance payments when the amount 
of the Contract was less than 5 million dollars. Advance payments on 
contracts amounting to 5 million dollars or more and advance payments 
in excess of 50 percent of the amount of a .contract required the approval 
of the ~ Under Secretary of War~ ' The".Fiscal Director (Chief of Finance) was 
the agent of the Under Secretary of War in approving for him these ,advances. 
Underthe Contract Settlement Act of 1944, authority was granted to 
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increase the former limitations, if necessary, to carry a contract to 
completion or for interim financing~ Increases of this nature could be 
made up to'90 percent of the total amo~nt'estimated to be payable under 
a contract~ including termination charges~ less any unliquldated balances 
of advance payments previously ma~e~ 

Whe~ advance payments were authorized# the amount of the author- 
ization was based upon the use of the contractor's o~nq working capital 
as much as possible. The advance payment agreement provided that all 
payments on cost-plus-a-fixed-fee contracts and at least 85 percent on 
fixed-price contracts be deposited into a special bank account with suit- 
able negative covenants to protect the Government's interest° These 
authorizations were limited to 30-day requirements and withdrawals from 
special bank accounts were closely supervised. 

The procedure for making advance payments was as follows : Requests 
for authorization to make advance payments in excess of the authority 
delegated to the technical services were in each case submitted through 
the head of the ~ technical service concerned to the Fiscal Director (Chief 
of Finance) for approval or disapproval under the delegated authori'ty of 
the Under Secretary of War. I will not attempt to give you the various 
items of information required to be furnished vzLth such requests. They 
were i2"in number. Brieflyj they included a showing, of the need for the 
advance~ a statement of the contractor's financial position~ and such 
additional information as would permit of a proper evaluation of the need 
and the risk to the Government involved in the advance° Advances were 
authorized only upon the furnishing of adequate security by the contractor° 
The security was in the form" of a lien in favor of the Government and 
paramount to all other liensj upon the supplies contracted for~ upon the 
credit' balances in any special accounts in which such pa~nents may be 
deposited~ and upon such of the material and other property acquired for 
performance of the contract as the head of the technical service an@ the 
contractor should agree to. 

Wile this advance payment plan vms no~ the full ans~ver to the need 
for financing war contractors~ it did serve a very useful purpose in 
~.iding government contractors~ as is evidenced by the fact that over7 
billion dollars in advances }~rere made. But, in additionj it was a splendid 
financial venture by the military branches° Contractors reoeiving advances 
under this procedure were in most cases charged interest on the ~money so 
advanced by the Government. This interest vTas computed at the rate of 
2.5 percent per anntnm on the unliquidated balance of advance payments out- 
standing from time to time. There were~ however~ exceptions to this in- 
terest charge w~ich were (1) in connection with contracts which provided 
that the work there-under should be performed at cost v~thout profit or 
fee to the contractor, (2) in connection with cost-plus-a-fixed-fee 
contracts on which ~ the fee was disproportionately small compared to the 
amount of interest that would accrue on the advance pa2mcnt~ and (3) under 
certain conditions when specifically authorized by the Under Secretary of 
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War and a few other cases where circumstances warranted; but in the 
majority of cases the interest charge Was made. 

That it v~sa good business deal is evidenced by the fact that in- 
erest in a net balance of over 29 million dollars was earned by the 
Government to be deposited in the general fund of the Treasury,. The 
term "net balance" means that, after deducting all possible losses (which 
totaled only 1.5 million dollars), we were able to accumulate this large 
net amount in interest. 

There was ~ one other .type of: paymen~ that was used during the war that 
may baof interest here--the partial or progress payments. These involved 
payments to the Contractor on property acquired or produced by him for 
the performance of his contr~.ct. They were limited to V5 percent of th~ 
cost to .the contractor of the property upon which payment was made~ and~ 
in no event, was the total to exceed 80 percent of the total contract~ 
price of the supplies Still to be delivered. Partial payments could be 
made up to 90 percent of the direct labor and material cost to the contrac- 
tor on.the property on which payment was made. These are provided for in 
the contract provisions and present no problem. Further, they differ from 
the advance payments inasmuch as there is no charge for advances so made. 

~e advance payment procedure might have answered most of our problems 
regarding the financing of war contractors had it not been for the fact 
that there was no provision whereby advances could be made to s ub~. 
contractors. It was possible for the prime co~tractor to pass On to his 
subcontractor some of the adw.nces he received~ but this procedure v~as not 
generally useda Further~ the bookkeeping and administrative detail in- 
volved in deternN.ning whether the contractor was using the funds advanced 
to him for purposes of his contract became increasingly difficult and 
burdensome as the number of outstanding contracts increased. With'this 
difficulty and the fact that the needs of the subcontractors were not 
met~ some other solution to the problem became necessary. 

There is one item which I did not mention in my original listing of 
means of financing war contractors but which I feel should be mentioned 
at this time~ and that is the prompt payment to contractors for work 
performed. I think the' record of the Finance Department in maintaining 
continual surveillance over this operation~ and the adoption by the de" 
partment Of every possible means of expediting payment~ materially reduced 
the needs of cbn'tractors for working capital funds. 

This brlngs as to the Subject vrhich we found to be the bes*t practical 
solution in meeting the needs of war contractors for working capital. It 
was a Regulation .V-, 'VT-L~ or T-loand f'rom a bank or other financing in- 
stitution guaranteed pursuant to the pr.ovisions 0f the Executive order and 
the regulation issued ~hereimdcr, In discussing the advance payment ar~ 
rangements, I mentioned the fact that the ~rar Department was going into 
the banking business; but it'v~s not until we considered the guaranteed or 
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V-loan~ and l£ter VT- and then T-loan plan that we really did become 
bankers~ The department takes pride in the development of the gnaranteed 
programs and feels they are an ideal means of financing war contractors. 
These programs were flexible--they met the requirements~ of subcontractors 
a's well as~those of prime contractorsj they mado use of commerci&l,ban~ng 
facilities, and were operated at a minimum cost to the Government. 

The authority, for the guaranteed loa~ - program was based on Executive 
Order 9112, dated 26 Narch 1942. This order was issued at the solicitation 
of the War and Navy Departments and the ~.ritime Con[mission, by virtue of 
the authority vested in the President by the various provisions of the 
First War Powers £ct approved,18 December 1941, on the basis that such 
action would facilitate the @rosecution of the war. The £irst "wherea~" 
of the Order .reads as follows: 

'!V~ereas in order that contracts of the War Department~ the 
Navy Department, and the United States ~,hrit'~me Commission (here- 
inafter referred to as ~,£ritime Commission) which are now out- 
standing or may hereafter be entered into-for war production~ in S 
cluding the obtaining Qr combers ion. of facilities, may be promptly 

~' and effectively performed, it is essential that additional facil- 
ities be provided through governmental agencies to supply necessary 
funds to contractors, subcontractors and others engaged in such war 
production pursuant to such contracts;..." 

The other further authorized the'use of funds appropriated by Congress 
for the purpose of guaranteeing loans, and authorized the use of the 
facilities of the Federal'Reserve banks and the Board of Governors of the 
Federal Reserve System. 

It recognized the need of small business for assistance ~T the 
following "whereas": " ~ . .  

"~ereas the gua.ranteeing or making of such loans, discounts, 
advances and commitments will greatly facilitate the participation 
of small business enterorises in war production;..." 

The Office of the Fiscal Director of the War.Department ~(Chief of 
Finance) was given the authority by the Secreta~r of W~,.r to admihister 
.the program in his name, The success of the program is a tribute to our 
national military policy wherein a small Regular Arn~ff is expanded to an 
arn~ of millions of men through the inclusion therein of men.c1" every 
wa, lk of- life and who are trained in every technique of business. Bankers 
who v.olunteered for service with the Au~.j brought with them the latest 
commercial banking methods and procddure~, and the small group of Regular 
officers blended v~th these business technicians to guide their commercial 
training and abilities into military .accomplishments. 
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The organization consisted of a special division in the Office of 
the .Fisca. 1 Director (now Chief of Finance ) handling advance payments 
and gharanteed loans~ with military representatives located in the 
var~i0us Federal Reserve districts as liaison officers to assist con- 
t~t0rs in securing the necessary v£r loans. These liaison offiCers 
were located in the Federal Reserve banks. They were people who were 
fa~liar v~lth banking procedures and v~th making loans. They were the 
operating people in the field. They did a fine job, There were not so 
many of them~ but they were in each district,, maybe one or two'in each 
distri~ct, 

The Federal Reserve banks made available to these liaison officers 
office space and facilities 3 and:any expense involved was reimbursed to 
the Federal Reserve banks from earnings accumulated from t.he loans, The 
ooerations were along this line: A contractor would be contactedby a 
representative-Of the technical service as to his ability to produce 
munitions. After it vms determined that he had a potential for production 
either in facilities or know-how~ the financial problems were reviewed. 
He had the opportunity to go to his ovn~ bank and borrow up ~to the limit 
that the bank would allow. If this was not sufficient, the rePresentative 
of the technical service and the contractor would contact the Army fiscal 
liaison officer asking aid in financing the contractor's need. After an 
investigation of the 6ontractor's financial condition to determine that 
he was a re~.sonable risk~ giving consideration to the emergency require- 
ments for war production, the bank would be advised that guarantees would 
be granted under the provisions of Executive Order 9112, and a guarantee 
agreement would be drawn up to cover the transaction. After approval of 
the agreement, the contractor would be granted his loan by the bank, and 
the loan would be adriinistered by the bank and supervised by the Federal 
Reserve bank acting as fiscal agent for the United States. The extent of 
our guaranteed loan program covered borrowings in excess of 8 billion 
dollars. 

You wi!l remember, in t~e beginning of this talk, I mentioned the fact 
theft-the ample appropriations available to ~the War Department made it 
possible for us tO finance war contractors- without specific appropriations 
for that purpose from Congress. Initially~ when the program was begun, 
the Federal Reserve banks and'some contractors were afraid that if appro- 
priated funds -~ere to be used~ there was. a danger~ if the war ceased 
suddenly~ that the appropriations might all be used up in procurement} 
and thO~e would not be sufficient balhnces to meet guarantees° The delay 
incident to obtaining new appropriations would be fatal to reconversion. 
To satisfy this demand~ there was set up on the books of the Finance 
Department a reserve under each appropriation co.vering procurement'-. It 
was decided that, initiallyj this reserve-vrould be approximately 29"per- 
cent of our total guaranteed loans. HOWeVer, as the program progressed 
and was accepted with confidence by the banking fraternity~ the depart- 
ment felt it unnecessary to maintain full 20-percent reserves° It was 
felt that, in view. of the possible cancellation of contracts that would 
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come With the close of war, sufficient funds would be changed to an 
unobligated status to meet any requirements under the guarantees, and : 
thereafter_ the reserves ~rere not adjusted as the program a~vancedo. ~he 
program~ however, was so successful that any .losses could have been paid 
from guarantee fees and the use of' appropriated money render@d unnecessary. 

A description of th ~ various types of loans may be of in+~rest~ 

V-loan.--A productionloan based ona certain percentage of amounts. 
due on uncanceled contracts~ Originally~ goin~ concerns not needing " 
working capital were not eligible for a ~-loan, since, originally, such 
loans were confined to present needs or immediate anticipated needs for 
war prodt~c tion. • . . . . .  " 

VT-loan.--A production loan based on borr~er's investment in un'. " 
canceled and canceled contracts° Protection°against termination.exists . 
in allowing borrower to include in the loan fo~nula his investment in" 
receivables and inventory and .also payments made or to be made to sub- 
contractors under canceled contracts. 

T-leano--A termination loan based on borrower's estimate of ter- 
mination claims° Of 560 such T-loans g~aranteed bKthe ~iCar Department., 
only one offers possibility of 10ss due to the company's overstatement 
of its ~laims° However, it should be borne in mind that, when this basis 
of borrowing, was incorporated in the Contra.ct Settlement Act of 19&4, 
the prime objective was to provide interim financing with a minimum of 
delay and red tape° The T.~lOan program successfully served its purPose.: 

Direct loans o--V~ile authorit-r to make direct-loans was included 
in Executive Order 9112~ this method ,of financing was kep~ to a minimum. 
Only four direct loans for production purposes~ in the amount of II 
million 850 thousand dollarsj were made by the Ar~ Four more direct 
loans~ in the amount of 56 million dollar s~ were made unde.~.Joint. Ter~ 
ruination Regulations to provide funds to prime contractorst~o"s6ttle sub, 
contractors ~' termination .claims. In those cases vrhere the .banks for 
some special reason did not want to participate~ the contractor asked 
for a direct loanj and the departmen~ granted it~ " " 

I might say that~ in this loan program, the L~rmy, Navy~ and Nari- 
time Commission worked very clos~91y together~. If a contractor Wanted ' 
money to finance his Arn~ war production Contract and he had another 
contract with the Nari~Ime Commission or Navy, the service: having the.. 
largest, contract would handle the. financing for the othe~ interested. 
services~ and:the losses~ if any~ would be shared proportionately bY the 
services~ One service would carry the guarantee and arrange to take care 
of the contractor's needs° 

Under the guaranteed loan agreements~ the bank could at any time 
request the War Department to purchase the guaranteed portion of the 

iO - 



loan. This was a sound protection to the banks. However, the War 
DepartmenZ ~zas called upon to purchase approximately only 20 million 
dollars of the guaranteed portion of loans~ Of that amount, we have 
recouped 16 million dollars° These were different from and in addi- 
tion to the direct loans previously mentioned. 

The thing we must realize about this loan business is that the 
amount loaned was in line v~th the amount of business vrhich the Govern- 
ment gave a contractor~ So vre did have good security. V2qen we ~%de a 
guarantee, we knew that the manhad enough government contract business 
to cover any amount which he would get tunder the loan. It was only in 
case the war ended suddenly that we would be in danger. It is evident 
from the success of the program that our guarantees ~re not excessive. 

Ta emphasize the ooint that the guaranteed loan program was a 
broad~ all-inclusive one to meet ~zar suppliers' financial needs, it 
may be well to cite a few specific cases of loans to show you that we 
played no favorites regarding size. I mention a case of a loan of $4,000 
on a revolving credit guaranteed 90 percent. (This revolving creditmay 
be explained as follows: ~ere we have a loan of ~4,O00~'the contractor 
could dravr out @3~000 and later pay back some and continue to borrow, 
just so the amount did not exceed at any time the total of $4,000 in his 
revolving credit, Our guarantee ~vould be on 90 percent of the loan, the 
bank having a lO-percent share. The bank was doing a patriotic job as 
well as good business. This item was a termination loan supported by a 
claim of the contractor for approximately $4,000. He had a number of 
other unterminated purchase orders aggregating about $14,000. The appli- 
cation for the loan was made 14 September 1945~ and the guarantee agree- 
ment was consummated on 24 September 1945. The loan ~ras paid off when 
the termination claim was settled. 

We now skin to one of the largest credits ever extended, to the 
knowledge of the banking fraternity. It was a V-loan ~:ith a maximum 
credit on a revolving basis of 1 billion dollars. It was to one of the 
Nation's largest industrial organizations, l~bout 200 banks participated 
in the credit. Our guarantee percentage ranged between 50 and 90 per- 
cent, depending on the outstanding balance o The highest amount dravn~ 
dovm at any one time was lO0 million dollars. The application for the 
guarantee was made lO October 1942 and was approved 31 October'1942. 
Of course~ this is the official:record. I assure you, however~ that 
extensivenegotiations were carried on before fonm~l decrements were 
draw upj This loan ~.~as paid in full. 

Undoubtedly~ you gentlemen would like to hear more about how we 
made a profit out of this banking enterprise. Banks, in making loans 
to contractors under ~his program charged not to exc~oed 5-percent inter- 
est on loans made o The War Department required of the banks a fee for 
guaranteeing the loan; that is, a percentage of the interest earned by 
the banka~ ~his percentage: was based on the percentage of the guarantee 
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and varied from about lO to 50 percent of the interest rate~ This little 
operation netted, after deduction for all losses and expenses incurred 
by the Federal Reserve banks in administering the loans, about 18 million 
dollars, which will be eventfully deposited to the general fund Of the 
treasu~. 

Until now we have been talking about working capital needs of war 
contractors. The subject of fixed capital will now be discussed. Under 
this heading, I think it may be well to discuss first facilities: In 
t~is fieldj the Recons£ructiOn Finance Corporation had full sway. The 
Ar~ did not have s~fficient appropriations to finance the construction 
of War Department facilities. It did have funds, under the appropriation 
"E~pediting Froduc~i0n," which were used:te supnlement the funds of the 
RFC in this program. Under this arrangem~nt~ an agreement was entered 
iflto between the military establishment and the Defense Plant Corporation 
of the RFC ~ereby the financing of facilities construction was under- 
taken b~ the RFC. This contract provided that the Army advance to the 
RFC 40 pdrcent Of the estimated cost of a facility and the RFC provide 
the balance. The RFC was reimbursed for its investment from rentals 
charged to contractors for the facilities constructed. The contract pro- 
vided that when the rentals equaled the amount invested by the RFC~ the 
plant would become the property of the military department. 

The war ended when much of this financing had not been completed; 
that Ss~ the rentals paid. to the ~FC were not sufficient'to reimburse 
it for the amount advanced by it. Hewevcr, the bookkeeping was very 
much involved, and~ it was impossible to determine the rentals and 
reimbursements on any plant. The follow, ring solution was finally devel- 
oped" The RFC would permit the War Department" and the Navy Department 
to take over any plant tha~ the~ felt they needed for their needs or to 
be held in stand-by status. Plants that we did not require were turned 
over to the RFC for disposal, the oroceeds going to the RFC account, I 
Have never seen a fj_uancial statement of this account, but: it v~s agreed 
it was useless to Contint~ research in .this mattor in view of the fact 
that it was govermment funds that were involved, and any returns whiCh 
the War Department may ha',ve gotten could: not be Used for .curr~nt oper- 
ations. The Congress later approved th~s action. 

The arrangement whereby the RFG' was to finance faciiities'mms a 
great advantage to the War DeSartment in that the financing ahd rental 
arrangements were all the responsibility of RFC. Despite t~6' Compli- 
cations in accounting which developed~ I consider that the arrangement ~: 
for having RFC handle the finances o~ facilites was a successful bne. 

The material aid in the way of equipment, machine to6is~ e tc.~ 
furnished government contractors ,.was accompliTshed under the f011~ving 
procedures: The demand for industrial tools soon created a deficit in 
the'amount to meet requirements. Some tools were purchased by the War 
Department and later loaned to contractors.. The~ demand soon became so 
great .that the ~;~qsr Department asked the Reconstruction Finance Co'rporation 
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to finance a pool Tor tools° All ,orders for ~ools would go through 
that agency and it would loan them out to t~e government contractors. 
it the end of the ~rar, the tools had to be accounted for or the Re~ 
construction Finance CorporatiOn reimbursed therefor. At the end of 
the ~J~r, many of these tools were declared surplus and ~ere sold. Ho~v- 
ever, later, by act of Congress~ the remaining tools were turned over 
to the ~Tar Department for a ~,~rtime reserve. ~ny of these tools are 
nov~- in storage in stand-by plants ~zhere they Will be available for use 
in an emergency. ~ny of the tools v~lll be sold to the manufacturers. 
Others v~ll be covered by contractual provisions ~.ccording tO the type 
of contract ~de with the contractor for the work done or the facil- 
ity furnished~ Most ~ of the tools have already been assigned and some 
are near on lease. 

The materials that were furnished contractors involved those 
items in short supply over which the Government desired to maintain a 
strict control. The materials were bought in large quantities and 
issued to government contractors on the basis of • their government con- 
tract requirements. This raises the question as to why all these 
materials and equipment were~ not Sold outright tO the contractor~ thus 
obviating the necessity for accounting t • hero.or. The answer is that 
the items were those in short supply over which a strict control had to 
be maintained. Once they were sold~ the Government lost control over 
them. But there ~as another side to the question; that is, most of 
these~ contacts involving government-furnished mate rial we re cost-plus 
contracts, and the Government would hsve reimbursed the contractors for 
their expenditures for such material ~mdeq~ipn~ent and would have again 
come into possession of the items, or at least required an accounting 
the r0for. 

There was some difficulty after the ~zar in adjusting many of the 
accounts involving government-furnished material. ~his difficulty 
was ~%inly chargeable to the inexperience of the property officers 
assigned to account for the property issued to the contractor, or to 
the action of the contracting officer in permitting deviation from 
normal~accounting requirements. Present studies provide that, in the 
future~ this property v~ll be kept on both a mony ~nd an item account- 
ability account so theft, in liquidating a contractj the contractor 
will be required to account for so many dollars' worth of property 
issued to him. 

The :complex subject assig~ned me ~'oul~ permit of a discussion far 
in excess of the time that you men could listen to me talk and still 
keep awake. Therefore~ I will summarize my conclusions, as follows: 

1. Experience has shovm that, in war, Congress will make avail- 
able the necessary funds to meet our mission. 

2. The guaranteed loan program developed during the late war is 
a sound method of providing working capital for all types of war con- 
tractors. The advance payment program ms y be used to advantage in 
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assisting prime contractors. 

3. Any program for working capital credit to war contractors 
must be based on the need for the•~roduction rather than it~ safety 

.'as an investment. It must, therefere~ be in the hands of military men. 

4~ The use of commerc~al banking: facilities for"flunds for fi~ 
nancing war contractors is the most efficient and economical v~y to 
accomplish our. purpose. 

5., Any assistance to contractor~ must be based, on the need of 
that contractor to produce war materiel, and the financial safety of 
such program must be secondary@ The furnishing of government material 
to war contractors is an essential means of controlling items in short 
supplynecessary to the war effort. The use of the Reconstruction 
Finance Corporation as a subsidiary financing agent.for providing fac- 
ilities for war contractors is advisable. 

COLOneL McCULIDCH: Gentlemen, before vre st~.rt the question period, 
I would like to jog your memory•on one point, if you rill permit. Through- 
out the Procurement Course~ in consideration of purchase assignment~ we 
have hearda number of expressions of views with respect to who should 
do the job~ and w~ have consistently heard the theory that any policy 
or any organization that is developed must be responsive to the require- 
ments of command, at least on the side of the military. 

N~:~ we have gone over to the financial side--and~ cortainly,:~the 
control of funds is the control of power. W e have heard from a private 
banker this year that this authority should be delegated primarily to 
private bankers. Lre have heard that it is a normal responsibility of 
the Federal Reserve bank to meet requirements for guaranteeing loans 
and advancing funds. Then we have General Foster's expression Of, opin- 
ion this morning~ So there seems to be some difference Of opinion as 
to h~v this thing should be done in the next war. 

"We are ready for que~stions. 

QUESTION" Gefleral Foster, in the last war s some completely 
new facilities were built on the property of existing companies. I 
can see that those companies had a favorable bargaining position in 
Such cases~ but we were left in the position after the war in which the 
only thing we could do v,rith such buildings was to tear them derma or 
sell them ~t b~rgain rates~o I know of at least one such case. Is 
there any way vre can prevent that situation in advance and not be 
caught vn[th a big investment on .which we a~nnot even bargain? 

GENEPJ~L FOSTER: I know ~<rhat you have in mind° I can think of 
one case where part of a building had to be torn ~ dovau in ordeP to allow 

., a man to get through to another building that had been built and which 
• j 
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he had bought f'rom nS, But those are matters v~ich should be taken 
care of in the contract arrangement ahead .of time. l~%at probably 
happened was that the contracting officer did not foresee that diffi- 
culty at the time and did not provide fo~ it. 

I have no solution te the problem. The contracting officer must 
work out those details with the contractor when the orig:~nal contract 
is drava~ up. Generally under our contrs¢cts~ the contractor had a pri- 
ority in buying the plant when the vrar .ended. But I agree with you 
that there were mar~v cases where we had a olant on our hands that no 
one el~a could use very wellj and the plant v2s sold at a ~acrifice. 
There were cases like th'at~ and there will be such cases again. 

This is one thing I want to emphasize, I think I have mentioned 
it++ before . War is waste. With all our planning and everything we may 
do~ we are going to have eases Where the Government gets the worst of it. 
On the other hand, if the Government gets the best of it during the days 
of the war, we can take ~he losses afterward. We must do vd%at we. can 
to ~roteot ourselves against such losses~ but we are going to have them 
in every war+ We ar~e going to have cases where the Government sustains 
a loss because of some failure'in the beginningo But when we are try- 
ing t 0 get pro+duction for the war effort, our thoughts are of the fellow 
at the front, not the dollars ho.ck home~ and we are going .to do many 
things that are not good business. Time is our most valuaSle asset. 
We must use every available source to reach maximum prgduction. The 
contractor has theupper hand. He'may say~ "Do you want me or not." 
You want everybody, and, therefore, you must take some even at a bad 
bargain. 

QUESTION" Ceneral, there has been much disc1~ssion~ from several 
points of view, about relocation and dispersion of industry, ~r 
question deals with a possible peacetime solution to that problem. 
Is it legally within RFCts authority, for instance, to restrict the 
lending of money to a contractor who will build a plant wherewe ~mnt 
him to put it and thereby start dispersion in that way? ~an that be 
done legally now, or is a new law required? 

GE~RA~ FOSTER: I would have to refer to the RFC lavr to see what 
the authority is for peacetime operations, but in w st RFC puts the plants 
where we tell it to put them, The RFC has definite authority %o say vrhat 
it is going to loan money on, and it can say, "IF you dontt put the 
plant ~vhere we want it, then we vrontt loan you the money." 8ome of its 
actions h~ve already indicated it has that authority. The RFC is not 
required t0 make a loan which~ in its judgment, is not in the interest 
of the United States. 

COLOneL XcCULLOCH: As a matter of fact~ General Foster~ does 
the RFC, as a matter of standard operating procedurej refer requests 
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for loans to the military for an expression of opinion prior to 
granting them? 

GEI,~IL FOSTER: V~qen the loan does deal with some item of national 
defense, it would ~o that very thing. 

QUESTION: Before the v.~a'r, I was one of those moss-backed bankers 
you mentioned. However~ Colonel I~.[cCulloch has given an excellent course 
in war finance, which has straightehed us out. 

'Ey question ~s on the gt~anteed ioans. It seems to me you are, 
in effect~ creating a government-'guaranteed bond, so that it is pretty 
fancy paper. Why don~t you use'that method entirely rather than the! 
advance~ payment method~ because, in the advance payment method., you 
are actually getting into the banker's business? 

GE~,~IL FOSTER: Of course~ I am favorable to the guaranteed ~]~an. 
This is very definite. But we started out with the adwmce payment. 
T~@ guaranteed loan program was a later development. ~Te are using the 
advance payment today in a very few cases. It is used in cases~where 
contra.ctors are not anxious f6r the contract and we use .the advance pay- 
ment as an incentive. 

'~en we started to make contracts after the ~ar for fertilizer for 
shipment to Germany~ contractors Were not interested; they had plenty 
of business. One firm said, "VTe a~e not interested in it asa business 
deal~ we don't Want to out .our money into it. But if you give us an 
advance pa3~ent, we %~i21 acceDt the contract as a service." That Company 
went into the business o n the b~si s of advande payment. : . .  , 

We are not in the guaranteed loan program now. 

QUESTION: Can-Zou now, :or "is ti6 law out? " : 

GENERAL FOSTER ~. I don't know. I' kn.gF we have gone out of bust, 
ness as a definite pOlicy. I think we"uSed the War Po~vers Act to get 
the Executive order out, and I think that has lapsed. I:~would have to 
check on :it. I think you might check on,it down here 

General Royall, when he was Secreta~r of. the Army,. saidj "I ~ant 
you $o get out of the banking business as soon as you can: Let the 
bankers handle it." ;SO ~~e got out of the guaranteed loan program in a 
hurry, l~fe still have a few collections to make. : 

QUESTION: General, when, in time of v~r, the Government is :guar- 
anteeing the amount of a loan that a bank vron't give ~ithout the guar- 
antee, v,that incentive is the~e to the be.nker to give any l~n without 
a government guarantee? 
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:GENERf~L FOSTER: He gets more interest~ He get s 5-percent interest 
if he does it without a gua~.ntee~ while he gets ~ only 2- or 2.5-percent 
interest if he does it the other wa]~ There is a very definite incentive. 

Besides, bankers are patriotic. They do not all require the dollar 
to be patriotic. There~were many instances ~'rhere people contributed to 
the war effort and got nothing out of it themselves. The bankers arc an 
example, l~ny of the things were carried on even if they did not ~ke a 
pr0fit~ so leng as they did not lose money. 

But there is still the orofit incehtive, and I have talked with a 
number of bankers all of whom consider it a fine program. 

QUESTION: }~ost of the restrictions on financial pro~dures grow 
out of the fear of fraud or actual instances of fraud, I believe. 
We released those restrictions during the war. Would yon care to dis- 
cuss the actual experience ~in fraud growing out of that release? 

GENEPJ~L FOSTER: I ~ll say that the amount of fraud that has 
come to light is very small, although we have had outstanding cases. 
The Garsson case was one that got a lot of publicity. I remembe~ one 
firm we were dealing v~th on a guaranteed loan, upto six months ago. 
That firm tried every way it could to keep from paying the loan. It 
made a~l sorts of promises. 

I do not think that the number of fraud cases~ in which the Govern- 
ment was actually imposed on, was very great or very serious. And even 
if we had had all the restrictions, we still ..-would have had fraud in an 
effort as big as our war effort. We still ~il have people who v~ll 
find ways to chisel, 

QUESTION" General, most of ~s are rathc rnaive about finance.. ~ 
I feel I am terribly so.. But'I can follow yo~r theory bf ~phblic 
financing. The banker gets 5 percent on a loan made in connO&tion 
with a government contract. In the negotiation of the contract, one 
of the things considered in the price the Government will pay is the 
fact that She company is paying 5 percent on the money hchas to 
borrow to produce the equipment nceded. This is our normal method of 
doing Businesswhen war comes along, as you say. But sometimes the 
banker is not willing to take the whole risk, so the Governmemt gets in 
the business. 

N0w, I negotiate a deal ~&tha fellow for a purely government con- 
tract, ~s you mentioned. He says, "I am not'interested in the business, 
but i£ you will give me the money to make it, I v~ll make it," You 
turh around and charge h~_m 2.5 percent interest on the money you loan 
to make something for you. ~y not just let him have the money without 
any interest and negotiate a lower price? 

l? 
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.~, f" GE~U.L FOSTER: As I said, we had many cases-of advance pay- 
ment where we did not charge interest. ~hey were cases where there 
was no o r o f i t  t o  t h e  c o n t r a c t o r ,  "such as i n  t he  case  t h a t  I m e n t i o n e d ,  

QUESTION: Let the contractor have his legitimate "profit when you 
n e g o t i a t e  t h e  c o n t r a c t  i n  t he  . f i r s t  o l ace~  bu t  e l i m i n a t e  t h e  i n t e r e s t  
rate. 

GENEP~L FOSTER: ~ose are the items that are taken into consid" 
eration when a contract is ma~e. There is authority in the advance 
payment regulations tomake an advanCe v~thout charging any money for it. 

QUESTION: General~ I wounder if the 1W~0 authority to assign 
contracts still exists? 

GE~P~L FOSTER: Yes, sir~ it still exists. It was a very fine 
departure from the old restrictive things prior to the vmr. Prior to 
the war, if a contractor assigned his contract~ he lost control. We 
could not:pay the, assignee or even the Contractor. He had to go to 
court. -That is how strict it w, as. 

QUESTION: General~ in the early stages of the last war a lot of 
time was lost because all these questions concerning what could be done 
with the contracts and herr you could finance had to be settled in the 
Secretary of iffar's effice~ i believe that under the present regulations 
questions of that magnitude still have to be settled in his office, In 
the event of another war~ what do ~ou think ~II happe n in order to avoid 
the confusion that took place in the last war? 

~>~RAL FOSTER:-. Let me bring it a little closer home, In 1934, 
when I was in the Industrial College, I worked on the Industrial Nobi- 
lization Plan. If;e vmre very" proud of it. V,r~ thought it was a vronder- 
ful plan. ~hen the war came, it was not used, in spite of ghe fact 
that it vras a fine thing. 

No matter how many plans we work out~ we will stillhave that chaos 
that comes with war, iVe must [take advantage of our experience inthe 
last war.~ add that to our prev.ious ~.~xperience~ and maybe come out ;~&th 
the nearest approach to'perfection that we c2m get. But it ~ill not~be 
perfe ction. 

.I lived through the First ~iorld V/ar, ~Te had thousands ~ of claims 
that had to be settled afte~'~ard because the'Comptroller Ceneral said 
the contracts were. not signed by a proper contracting officer. ~No ':dne 
thought that technicality would be used~ but it was, a, nd you are ~'g6~ing 
to have it in any war you have, 
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, The Arn~y. Under Secreta .~r--now the Assistant Secretary is handling 
it--is~ithe man charged ~,~tht~e ind~Strial policy for the Arm~, and he 
~il! ha~e'~t0 g@t into the picture, But I do not think there will be so 
manylbig problems, reaching him~as form.erlyo There v~lll be enough echelons 
below hi~ to take care of i lot. of them. 

QUESTION: Do you think an agency s'i~iar to the Army Service 
Forces would have to be established in order to decentralize these 
d~cisions ? 

t " " 

GENEraL FOSTE ,, Y'o'u are ,getting onto another subject~. I was 
with the LrmyService For.ces-,i wa.s their-budget man--and i could go 
on quite a bitabout the Army Service Forc'es~. ButI am not .going to 
do it because I Would get shot ~round here if I took over somebody 
else ~.:s problem. 

COLONEL XcCUL!DCH: That is a sma~t an~rer, General° 

Gene~.l Foster~ would you take one minute to tell us one more 
thing~ please• As I understand it, following the war 3 ~,~.. Royall:was 
so exercised about a lack of records on government material furnished 
to contractors that he found it necessary to set .Up a board to re- 
construct those records. ~hat were the difficulties that occasioned 
that~ and what is going to be done about it the next'time? 

~ENEPJ.L FOSTER: I am glad you asked me that becanse:I'h~.d it 
.in mind, I ~new it was ~. qflestion that would come up. I was sur- 
prised it did not come up before this o 

Again I go back to the chaos of war. I will say this: The reg- 
ulation on accounting for government-furnished ,~terial was not defec- 
tive. The human element was the .failure there• ];¢e are making some 
change.s in the regulation, but still we rill haw~ the hi,man failure. 
W e placed in the contractor's plant a contracting officer who was re- 
sponsible for getting production. We also placed there as his assistant 
a property officer. That property officer was "John Doe~', who, a few 
weeks before~ bed been walking the streets° We put him in and said~ 
"You are property officer here.', We gave hima "get rich quick" supply 
stock record experience and said, ,All right~ there you are° You do it." 

So he goes to the plant, and material is shipped in to him in 
large quantities, He picks it up on his stock record card and starts 
off ~/rith a.ve-~7/ fine record• But the contracting officer is under 
press:~re from Washington to get production. He finds thatthis l'ittle 
property ogficer here is taking too much time of the contractor's people 
in keeping records on this item or that item or this type of control and 
says, " Cut it out Tfe cannot wait ~ • ~o._ that paper work." 

The result was tha%~ at the end of the war, ~.~uhen we started to 
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clean up the debris~from;bur~ comtraOtS.~ ~v@"]i#'o~d ,that many contractors- 
were not  a b l e % ~  account  f ~ r  a i i  p r0Pe,~~ '%~Had ' g i v e n  them. AS ~I 
say, it was thefailure on the part of ou~ pr0pert~.officers to keep 
a proper record and the contracting office, r?s feeling,. "~Ye must expe- 
dite ever2%hing~" that made it necessa~ ~0 have a-board of officers 
a~er the war to settle ,~cco~nts. 

That was not a tremendous jot. It t00"k some time because the 
board went into each case. The largest account on which we got a 
settlement from the contractor v.ms about .$3.0%000, ~ -These cas.es arose 
not because the c0ntractor.. . tried, t o'~ef'r~iud..us .... 0r..,...~nything like. that,; 
it was a failure of the record. " We cou!.d.nofl audit the account to 
find out v~a$ the settlement ~ sHo, uld be. So the board members listened 
to the contractor's plea, then they took what they could from the record,. ; 
and said, "It looks •like you owe us about this amount." Then they agreed 
on the amount, and it v~,s settled. ~ost of the. casea involved small 
amounts, and they were merely an effort to clean uo the debris of the 
war so that somebody would not say years later, "Here is a fellow who 
got away with murder." 

. • 

That board may have a few cases on~s~andlng now, but practically 
all of them have been cleaned . up. . • . 

COLONEL ~•~cCULLOCH: Sir, on behalf~0f the student body and the ~' 
staff and faculty, I express our appreciation not only for this talk 
but for your continuing interest in the College..•Thank you, sir. 

e l "  
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(4 Apr. 1950-.650 )s . 
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