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AID TO WAR CONTRACTORS L
1 Pebruary 1950
. GENERAL: HOLMAN: Gentlemen, the subject’ of our lecture thlswmornlng

is "Aid to War Contractors," and I can assure you that, in time -of war,
this is a much-discussed subject, particularly by the contractors and
contracting efficers. You can readily see why this is so. Because.of -
the large volume and the time élement, 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 niay

even need assistance in the form of . tools, materlals, and, in some cases,_
shop fac:x.lltles°

Our speaker this mornlng is-Major General Eugene M, Foster, the

Army'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 19204 I think there are only two or three of that group still ,
remalnlng in the service,. General Foster has had a long and dlstlngulshed
career in fiscal fields both outside of Wéshlngton and here on the general
staff and in the Finance Department.‘ He is a graduate of both the Army
War" College'and the Industrial College. He- has always been very 11beral,
so far¥ as thé- Industrlal College ‘is concerned, in. helping us with our
" curriculum. He has given many lectures down here and has helped a ‘great
dsal with seminars by always expre551ng the desire to appear perscnally
whenever he was able to do so‘

Ve are very appr601at1ve, General of your flne support throughout
the years, and it 1s 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 commurie with you over
one of the ‘subjects on which I know you have spent hours in research and
in v1suallzlng 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 partlal solution to your problems.

The subject assigned me: may be summarized under the tltle of "Ald to
War Contractors" and is divided into two parts: first, financial assist~
ance; and second, government-furnished facilities, equipment, and materials.
I shall address myself first to the subject of financial ass1stance because
I believe that to be the’ more important of the twos.

It is self-evident that, under-the 1mpact of a major war cffort,
placing as it does a great straln on our whole national economy, measures,
sometimes drastic, must be put 1nto effect to T9110V8 this straine One of
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the most important of these measures is the proper flow of oredit..

: Without the almighty dollar, the soldier's will to fight is dulleds

. 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 wary and the profit stimulus caused mamy ‘imdustrialists to seek war
contracts, I had better quallfyﬂthot statement by saying that this did .
not apply to all mén of industry, for, without' “the ‘initiative, creative .
genius, innate’ ablllty, and drive of most of our men of industry,. our
allies or our military services could not have galned ‘the splendld v1ctory
that Wlu our. . :

I have been trylng merely to hlghllght a self—evzdent fact' namely,
that” the nééd for dollars is so great and' so important to all concerned
in the wart’ effort that it is not sufficient that the Secretary of the
Treasury find ways and means to increase the Treasury balances to meet
the war effort, but the channel must be ‘¢lear and free to permit the flow
of those dollars to the places where their ftrt111z1ng 1nflunence will
produce healthy crops of war materiel, . ,

It mlght be ‘well at this tlme to 1ook at a few statistics developed
from our experience in World War IT, Approprlatlons, during the period L
1 July 1941 to 31 August 1945, amounted.to 225 billion. dollars--and.a .
billion dollars is quite a lot of money, Obligations of military: funds ,
for that perlod approx1mated 193 billion dollars. To bring it a little
closer to our supply problems in the. Army, actual expenditures against
Army- Service Forces aporopr1at10ns for the perlod, omitting "Pay. of the
Army;" showed an - expenditure. total of 92 billion dollars for“pvocuremant.
Adr- Forces procurement expenditures totaled 23,7 billion dollars addie =17

tionals In other words; industry had to fihd means of flnan01ng such a
large program. , : .

There is no problem for the mllltany establlshment to secure 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 active
ities because of lack .of funds. I am sure +the same_can.be.sald about
Navy approprlatlons. ' - ' S S :

4$ has been- stated, in a major war the whole national economy mnst
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 suf*1c1ont for our needsy We must search out every.
plant that may be goriverted to war productlon, Ancluding individuals who
~ have the know-how Jbut. with llttlo or no ex1st1ng faclllties to produce
munitions,

To do thls, the military must not—only be ready to advise industry
of what we require of it but be able to suggest means and- offer assiste
ance to meet that roqulrement. _
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\ Meny of you men here today are g01ng to be called upon to perform
services far beyond that normally. expected. of military men. You will
be expected.to ‘advise a. prospectlve contractor of some of “the technlcal
processes for. producing a. particular item’ "of munitions. In addition,
you must be able to advise on means by which his facidities may be in-.
creased and, most important, the sources from which the necessary capital
for.such purpose may be obtained.‘. '

In the 1ast war the following means of credit were avallable to
war contractors, and we can expect most of them to be available in
another emergency?!

1, A loan from a bank, secured by an assignment of. clalms under
a government contract,: or otherwise, - :

; 2 A loan from the Reconstruction Flnance Corporationa
| 3 A loan from the Smaller'war Plants Corporatlon.

" 4o Aloan from a Federal Resérve bank under the provis1ons of o
aectlon 13(b) of the Federal Reserve, Act.

5. Advances from the Waz~Department Navy Department, or Marltlme
Comm1351on if the bu51ness enterprlse held a prime contract.

o be A Regulation V-, VT, or T-loan from a bank or other financing
institution guaranteed pursuant to the provisions of an Executlve
sorder and the regulations issued thereunder. ' S o

7. A dlrect loan from the War Department, N avy Department, or
Maritlme Commissione

‘8. A combination of two.or more of the foregoing.
Ve w111 dlscuss them in the order Just mentloned. '

IR A Bank loan secured by an assignment of clalms.—-Thls 1aw, passed

in 1940 rescinded an act which had been effective for approximately
-100 years. The purpose of the original act had been to prevent rack—
_eteering in govermment contracts by irresponsible bidders and to obviate
the p0531bility of the Government belng involved in law suits as'to the
proper payee under a contract.

By 1960, it was realized that the government contractlng officers
could exercise sufficient judgment over the reputability of a contractor
to see that the interests of the Government were protected. - However,
this was only one of the arguments used for the voiding of this 1Q0-year-
old statutes The arguments for the 1940 statute were that it would en~
courage small and medium-sized contractors to seek govsrnment business
and, by increasing the number of bidders, tend to expedite and reduce
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the cost of the defense prograima

- ".The provisicns of the'ac permltted the" a851gnment of any contraet
in excess’ of $1,000 to a bank, trust company, or other financing in- '
stltutlon, 1nclud1ng any Federal lendlng agenqy. It 11m1ted paymegts .
to one assmgnee only. ‘ o ’

By expandlng the credlt f30111t1es of contractors, the law con» ‘
tributed materially in 1ncre351ng'work1ng capital, but it did not meet -
the’ full needs for such capital, =~ It was avdilable to prime centractors
only., It is still in effect. R I B
: The next credit source was loans from the Reconstruction Finance
Corporations The RFC came into belng by an act of Congress approved
22 January 1932, It was an attempt by the Administration to combat the
developing depression by offering credit support to existing credit
agencies, that is, bank, loan ‘asseciations, mortgage companies, etc,.

The act was amended in June 1934 to authorize the RFC to extend loans.
directly to industrial concerns., This amendment put the CGovernmert in
the direct lending bu51ness, that is, direct to the borrowers It was
also the initial step in the government loan guarantee program, which
technique was later to be used by the War Department in developlng what °
I consider the most practical and successful means of meeting war con-
tractors! Wbrklng capital requlrements-—our guaranteed “lodn program.“'j

In view of what has been stated, you may ask why the facilities’
of the RFC: failed- to meet fully the requlrements 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
will Ye dealt with furtheér when we discuss the War Department loan L

program,

The next 1tem, the Smaller War Plants Corporation, was ‘authorized

by the act of 11 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-sized flrms._
We will not go into a study of the need to ecnourage small business in .
order to prevent monopolles and” possmble threats to our free-enterprlse ,
system, for I am. sure that subgect has been emply covered by your' studies
heres but I do wish to highlight the fact that in an emergency we must
explore and use every facility, large or small, in order to meet our war
requirementss The Smaller War Plants Corooratlon was organized to assist
in accomplishing: this purpose ‘The credit-granting functions a531gned
to.this new agency were very broad and included loans to acqulre land,,
buildings, and,equlpment, to finance conversion to war productlon, to ,
conduct war-productlon, to reconvert to c1v111an productlon, and to carny_
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on civilian nroductlono It had a capltal of 1)0 mllllon dollars whlch

it used to advantage, but its real contrlbutlon to ‘the war effort was

in encouraging small contractors to seek government business and in urglng :
the m:.lz.tary department to make use of such contractors.; ' '

By the act of 19 June 1934, the Federal Reserve Banks had been
authorized to make loans to industry for working capital purposes,. and
when the need for such loans became apparent during the wary this author=
ity was used to some extent, However, this procedure was of limited
value.fcr the same reason as applied to the RFC. It was operated by
bankers, and safe-lnvestment crlterla were abnlled to any request for a
loan, : .

The next 1tem in our 1ndex of 1oan facilitles is the advance pay~ .
ment. programe Up to this time we have been dlscu851ng'wcrk1ng capltal
credit secured from bank or government agencies other than those of the
military establishment. Now we will go inté such credit on the basis
of approprlatlons available to the military. This technique of credit
was .through the‘means of advance payments made by the ‘government contract—
ing agenqy. ‘ : , .

Prlor ‘to. 1940, government departments were not. author12ed to make
advance ‘payments on government contracts, They were permitted to make
partial payments on completed partial deliveries under a contract in
accordance with contract provisions, but no advances on andellvered
services or supplles Were aubhorlzed. -

The extent to which the -advance pavment program was used is ev1denced
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, we will
flnd’lt did-not meet our full requlrem&nts, mainly because its. effect1ve~
ness was limited to the f1nanc1ng of ‘the prime contractora

Authorlty to make advance payments on contracts for war sucplles

- not exceeding 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 1941, under which Executive Order
9001, dated 27 December 1941, was issued, Thls 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 prosgcution of. the war'would be facilitated thereby. . In
the War Department, under this authority, chiefs-of the technical services
were authorized to approve the making of advance payments when the’ amount
of. the contract was less than 5 million dollars. Advence payments on
contracts amountlng to 5 million dollars or more and advance payments

in excess of .50 percent of the amount of ‘a contract required the approvel
of the Under Secretary of War, The PFiscal Dlroctor (Chief of Finance) was
the agent of the Under Secretary of War in approving for him these .advances.
Under the Contract Settlement Act of 1944, authority wds granted to




increase the former limitations, if necessany, to carry a contract to
completion or for interim flnancing, Increases of this nature 00uld be
made up t0°90 percent of the total amopnt estimated to be payable under
a contract, including termination charges; less any unllqu1dated balances
of advance payments prev1cusly maffe. :

Where advanoce payments were authorlzed, the amount of the author~
ization was: based upon the use of the contractor's own worklng 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
flxed-prlce 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 requircments and w1thdrawals from
special bank accounts were closely supervised.

The procedure for maklng advance payments was as follows: . Requests
for authorization to make advance nayments in excess of the authoraty
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 authority of
the Under Secretary of War, I will not attempt to give you the various
items of information required to be furnished with such requests. They
were 12°in number, Briefly, 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 contractors .
The security wias in the form of a lien in favor of the Government ‘and -
paramount to all other liens, upon the supplles contracted for, upon the
credit balances in any special accounts in which .such payments may be-
deposited, and upon such of. the material and other property acquired for
performance of the .contract as the head of the technlcal service and the
contractor should agree to, '

While this advance. payment plan was not the full answer to the need
for financing war contractors; it.did serve a very useful purpose in
aiding government contractors, as is evideneed by the fact that over 7
billion dollars in advances were made., But, in addition, it was a splendid
financial venture by the mllltany branchesa Contractors receiving advances
under this procedure were in most cases charged interest on the ‘money so
: advanced by the CGovernment, . This interest was -computed at the rate of .

245 percent per annum on the unliquldated balance of advance paymcnts out~
. standing from time to timc. There were, however, exceptions to this in-
~terest charge which were (1) in connection with contracts which provided

- that the work there-under should be performed at cost without profit or
fee to the contractor, (2) in connection with cost-plus-a-fixed-foe

. contracts on which the fee was. disproportionately small compared to the
_amount of interest that would accrue on the advance payment, and (3) under
certain conditions when speclflcally authorlzed by the Under Seczctﬁry of

};\3!*‘—*) ” ihe N




War and a few other cases where circumstances warranted; but in the ==~
magorltj of cases the 1nterest charge was made.

That 1t was a “good bu51ness 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 p0851b1e losses (which
totaled only 1,5 million dollars), we were able to accumulate thls large
net amount in 1nterest.

There was one other type of payment ‘that was used during the war that
may Ye. of interest here--the partlal oY Progress payments. These involved
payments to the contractor on. property acquired or produced by him for
the performance of his' contract, They were limited to 75 percent 6f thé
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 supplles §t111 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 1nasmuch aS there is no charge ”or advances so made.

The advance payment procedure might have answered most of our problems
regardlng the flnan01ng of war contractors had it not been for the fact
that there was no provision whereby advances could be made to subw

contractors. It was possible for the prime contractor to pass on to his. .

~ subcontractor some of the advances he received, but this procedure Wwas not
generally used, Further, the bookkeeping and administrative detail in-~
volved in determining 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 1tem'wh1ch I did not merition in my orlglnal listing of
meang of flnanc1ng 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'trecord of the Finance Department in maintaining
continual surveillance over thls operation, and the adoption by the de-
partment of every possible means of expediting payment, materlally reduced
the needs of contractors for'worklng capltal funds..

Thns brings us to the suchct which we found to be the. bcst practical
solutlon in meeting the needs of war contractors for working capital. It
was a Regulation.Ve, VT=, or T-Loand from a bank or other financing in-
stitution guaranteed pursuant to the provisions of the Exccutive order and

‘, the regulation issued thereunder. In dlscu531ng the advance payment ars-

,rangements, I mentioned the fact trat the War Department was going into
the banking business; but it was not until we considered the guaranteed or

7
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V-loan. and later VI~ and then T~loan plan that we really did become :
bankers, The department takes pride in the development of the guaranteed
progrems and feels they are an ideal means of financing war contractors.
These -programs were flexlble--they met the requirements of subcentractors
‘as well as‘those of prime contractors, they made use of commercial banking
fac:Ll:Lt:Les s and were operated at a minimum cost to . the Govemmen‘bo :

The authority  for the' gua r'*nteed loant~ program was based on Execut:ve
Order 9112, dated 26 March 1942, This order was issued at the soli c:«.tatlon
of the vJar and Navy Departments and the Maritime Commission, by virtue of
the authority vested in the President by the various provisions. of the
First War Powers Jict approved 18 December 19/4,1 on the basis that such
‘action would facilitate the prosecutlon of the vrar. The flrst "wher@as"
.of the order reads as follows: :

A L
"hereas in order that contra cts of 'bhe War Departmen‘b the
Navy Department, and the United States Maritime Commission ‘(here-
- inafter referred to as Maritime Commission) which are now out-
. standing or may hercafter be entered into-for war product:l on, in-
- cluding the abtaining gr conversion of facilities, may be promptly .
. tand 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 authorlzed 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 - Govemors of the
Fedcr 1 Reserve System. . ,

It recognized the need of small business for assmtanco by the
vfollovung "whereas': L . (o .

"threas ~l:hez guamn'beelng or maklng of such 1o:1ns 3 dlscounts 5
advances and commitments will greatly facilitate the pa rtlcipatlon
of small business enterprises in war productlon, L

The Office of tho Fiscal Director of the Var. Department (Chief of
Fimnce) was gilven the c‘uthom_ty by the. Secrctary of War to rydmlnz.ster -
the program in his pame, - The success of the. progn m is a tribute to our
national military policy wherein a small Regulnr irmy is expanded to an
army of millions of men through the inclusion therein of men .of every
walk of 1ife and who are trained in cvery technigue of business, . Bankers
who volunteered for service with the Army brought with them the latest
commereial banking methods and procédures, and the small group of Regular
officers blended with these business technicians to guide their commercial
training and abilities into mllltary "ccompllshments. -
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The organization conslsted ‘of a special division in the Office of
the Fiscal Director (now Chief of Finance) handling advance paymcnts
and guaranteed loans, with mlllta"y representatives located in the
various Federdl Reserve districts as liaison officers to assist con-
‘tractors in securing the necessary war loans. These. liaison of ficers.
were located in the Federal Reserve banks. They were people who were
familiar with banking procedures and with making loans., They were the
~oper~t1ng people in the field. They did a fine jobs There were not so
‘many of them, but they were in each dlstrlct maybe one or two in. each
dlstrlct- v

““The. Foderal Reservo banks made avallablo to thcse liaison officers

of fice space and facilities, andany expense involved was reimbursed to

the Federal Reserve banks from earnings accumulated from the loans. The
operations wicre along this line: A contractor would be contacted by a-
representative -6f the technical service as to his ability to produce
munitions, After it was 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 own bank and borrow up to- the  limit
that the bank would allow, If this was not sufficient, the representative
of the technical scrvice and the contractor would contact the Army Fiscal
liaigon officer asking aid in financing the contractor's need, After an
investigation of the Gontractor's financial condition to determine that

he was a rcasonable risk, giving consideration to the emergency require-
ments for war production, the bank would be advised that guarantees would
be grénted under the provisions of Executive Order 9112, and a guarantee
agreement would be dravm up to cover the transaction, Lfter approval of -
the “agreement, ‘the contractor would be granted his loan by the bank,. and
the loan would be administered by the bank and supervised by the Federal
' Reserve bank acting as fiscal agent for the United States. The extent of

our gudranteed loan program .covered borrow1ngs in cxcess of 8 bll ion
dollars. :

You will remerrbex; in the beglnnlng of this tcﬂlk, I mentioned the fact
that the ample appropriations available to *the War Department made it
possible for us to finance war contrwctors without specific Ppproprlatlons
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 were to be used, there was-a dangers if the war ceased
stddenly, that the appropriations mlght all be used up 1n procurement;
and there would not be sufficient balances to mect guarantees, The delay,
incident to obtaining new prroprlatlono would be fatal to reconversion.
To satisfy this demand, there was set up on the books of the Flnance ‘
Departricnt a reserve under each apnronrlation covering procuremente It
was decided that, initially, this reserve would be approximately 2@ per~
cent of our totcl guaranteed loanse 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 thct ~in view of the possible cancellation of contr”cts that would -

9
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come with the close of war, suffiCient funds would be chenged to'an
unobligated'étatus:to meet any requirements under the guarantees, ang
thereafter the reserves were not adjusted as the program afvanced. The

program, however, was so successful that any losses could have beep paid -
. from guarantee fees and the use of appropriated money rendered unnecessary.

A description of the various types of loans may be of interest,

V-loan,-~f production loan based on'a certain percentage of amqun§8j“,
due on uncanceled contracts, Originally, going concerns not needing - o
working capital were not eligible for a V-loan, since, originally, such
loans were confined to present needs or immediate_anticipaﬁed,needsHﬁo;

- war production,

VI-loan.~-4 production loan based on borrower's investment in un-.

canceled and canceled contracts. Protection-against termination exists ...

in allowing borrower to include in the loan formula his investment in"
receivables and inventory and also payments made or to be made to sube
contractors under canceled contracts, o

T-loane=eri termination loan based on borrower's estimate of ter—

mination elaims, Of 560 such T-loans guaranteed by the Wap Department, .
only one offers possibility of 1ldss due ‘to the company's overstatement =

of its £laims. However, it should be bome in mind that, when this basis . .

of borrowing was incorporated in the Contract Settlement Act of 1944, .
the prime objective was to provide interim financing with a minimum of o
delay and réd tape, The Twloan program successfully served its purpoSef];

Direct loans,.--Vhile authoritr»to'make direct . loans was included :
in Executive Order 9112, this method . of financing was kept to a minimum, -
Only four direct loans for production purposcs, in the amount of 11 .
millién 850 thousand dollars, were made by the irmy. Four more direct
loans, in the amount of 56 million dollars, were made under  Joint Ter
mination Regulations to provide funds to prime contractors' to"séttle sub-

contractors' termination claims. In those cases where the banks for

- Some special reason did not want to participate, the contractor asked

for a direct loan, and the department granted it. L
I meght say that, in this loan program, the irmy, Navy, and Mari-
time Commission'Worked.vory closely together, If a contractor wanted

- money to finance his irmy war production contract and he had enother

contract with the Maritime Commission or Navy, the service having the =
largest, contract would handle ‘the financing for the other interested = ..
services, andthe 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, : . o ‘

Under the guaranteed loan agreements, the bank could at any ﬁiﬁe3_‘

~ request ‘the War Department to purchase the guaranteed portion of the

.10 o
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loan.. Thls vas & sound protectlan to the banks. ‘However, the Var -
Department was called upon to purchase approximately only 20 million
dollars of the guaranteed portion of loans, Of that amount, we have
recoupcd 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 lozned was in line with the amount of business which the Govern-
ment gave a contractors So we did have good security. When we made a
guatantee, we knew that the men had enough government contract business’
to cover any amount which he would get under 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 were not excessive.

To emphasize the point that the guaranteed loan program was a

broad, all-inclusive one to meet war 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 (ThlS revolv1ng credit may
be explained as follows: Vhere we have a loan of $4,000, the contractor
could .draw 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 credits Our guarantee would be on 90 percent of the loan, the

bank having a lO-percent sharece 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 ¢945. The loan was pald off when
the termination claim was settled,

We now Sle to one of the largest credlts ever oxtended, to the
knowledge of the banking fraternity. It was a V-loan with a maximum
credit on .a revolv1ng basis of 1 billion dollars, It was to one of the
Nation's. largest industrial organizations. ' Lbout 200 banks participated
in the eredit. Our guarantee percentage ranged between 50 and 90 per-
cent, dependlng on the outstanding balance, The highest amount drawn
down at any one time was 100 million dollars, The application for the
guarantee was made 10 October 1942 ~nd was approved 31 October 1942,
Of course, this is the official record, I assurc you, however, that
extensive negotiations were carried on before formal documents were
'drawn upe - This 1oan was paid-in full,

_ Uhdoubtedly, you gentlemen would like to hear more about how we
made a profit out of this banking cnterprisce. Banks, in making loans
to contractors under this program charged not to exceed 5-percent inter~
est on loans made, The War Department required of the banks a fee for
guarantgeing the loanj- that is, a percentage of the interest carned by
the bankse Ihis percentage vwas-based on the percentage of the guarantee

s
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and varied from about 10 to 50 percent of the interest rate, This llttle
operation netted, after deduction for all losses and expenses incurred -
by the Federal Reserve banks in administering the loans, about 18 mllllOH
dollars, whlch will be eventually dep031ted to the general fund of the
treasury. = : . ;

Uhtil now we have been talklng about worklng capital needs of var

, contractors, The subjeet of fixed-capital will now be discussed. Under
this heading, I think it may be well to discuss first fa0111t1es."In
this field, the Reconstructlon Finance Corporation had full sway, \The
Army did not have sufficient appropriations to finance the constructmnn
of War Department fac111tles. ‘It did have funds, under the appropriation
"Expediting Tjroduc‘blon “ which were used:to supplement the funds of the

RFC in this program, Uhder this- arrangement, an agreement was entered
into bétween the military establishment and the Defense Plant Corporation
of the RFC whereby the financing of facilities construction was under=-
taken by the RFC. This contract provided that the Army advance to the.

. RFC 40 pércent 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 pre
vided that when the rentals equaled the amount invested by the RFC, the
plant would become the property of the milltary department. )

The wa’r ended when much of thls financing had not been: completed'

that s, the rentals paid.to the RFC were not sufficlent”to reimburse .
it for the amount advanced by-it, However, the bookkeeping was very .
much involved, and, it was impossible to determine the rentals and
,relmbursements on any plant. ‘The following solution was flnally deve1~ .
spedt The RFC would permit the War Department and the Navy Department
to take over any plant that thcy 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 proceeds going to the RFC accounte I
Have never seen a financial statement of this account, but it was agreed -
it was useleés t6 contime research in this matter in view of the fact. .
that it was government fundq that were involved, and any returns whlch
the War Department may hmVG gotten could not be used fov current oper—
ations. The Congress later approved this actlon.- ‘

The arrangement whereby the RFC was to finance fnca_llties wasa A
great advantage to the War Department in that the financing and rental
arrangements were all the responsibility of RFC., Despite thé Complis
cations in accounting which developed, I consider that’ the arrangement -
for having RFC handle the finances of f90111te5'was a successful bric.e -

The material aid in. the way of equipment , machine tools, etc.,
furnlished government contractors was aCCOMDllshOd under the fbllow1ng'
procedures: The demand for industrial tools soon created a deficit. in
the amount to meet requlrements. Some -tools were ‘purchased by the War_
Department and later loaned to contractors. . The' demand soon became so
great that the War Departmcnt asked, the Reconstruction Finance Corporatlon
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to finance a pool ‘for toolss nll orders for tools would go. through
that acency and it would loan. them out to the “government - contractors, -
At the end of the war, the tools had to be ‘accounted for or the Re—
construction Finance Corporation relmbursnd therefor. At the end-of
the war, many of these tools were declared surplus and were sold. How-
ever, luter, by act of Congress,. the remzining tools were turned over
to the War Department for a wartime reserve. Many of these tools are
now in storage in stand-by plants vhere they will .be avallable for use
in an emergencye. Many of the tools .will be sold to the manufacturers.
Others will be covered by contractusl’ provisions according to the type
of contract made with the contractor for the work done or the facil-
ity furnished.  Most' of- the tools have already becn assigned and some

T are - -nov o leaSQ. : '

”he materials that were furnlshed contractors involved those ,
items in short supply over whmch the Govermment desired to maintain a
strict control, The moterlals were bought in large quantities and
issued to government contrﬂctors on the basis of" their government con~
tract requirements. This raises the guestion as to why all these
materials and equipment were. not sold outright to the contractor, thus
obviating the: ‘necessity for accounting therefor. The answer is that
the items were those in short supply ov“r‘whlch a strict control had to
be maintained. Once they were sold, the Covernment lost control over
‘thems But there was another side to the questionj that is, most of
these’ contracts involving government-furnished materlal'were cost-plus
contracts, and the Government would have reimbursed the contractors for
their expenditures for such materialandcoulrmnnt and would have again
cone ~into- possoss1on of the items, or at least required an z2ccourting-
therefor. . C

"here was sorme dlfflculty aftor the ar in "dausulnv many of the
accounts 1nvolv1ng government-furnished material, . This difficulty
was mainly 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 pormitt ting deviation- from
normal accounting requirements. Present studies provide that, 'in the
future, this property will be kept on both z mony and an 1tem account-
ability account so that, in liquidating a contract, the contractor
will be required to account for s0 many dol]ars' worth of property
issued to hime '

The complex subgoct assigned me would permlt of a dis cu551on far
in excess of the time that you men could listen to me talk and still
keep awakw. Therefore, I will summurlzn mv concluslons, as follors-

1. Experlcnco has shown thﬂt, in W“”, Congrcss will make avall— '
able ‘the necessany funds to meet our mxsszon.

e The guarqnteed doan- pregr%m develoved during the l“tb war is

) éound method of providing worklng capital for all types of war cone
tractors, The advance payment program may be used to advantage in
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as31st1ng prime contructors.

' 3, 'Any program for working capltal credlt to war contractors
st be based on the need for therroduotlon rather than itg safety

S .as an. 1nvestmont. It must, therefore, be 1n the honds of mllitany men;

Le The use of commorcial banking' facilities for ‘flunds for flh

. . nancing var contractors is the most eff1c1ent 1nd economical way to

aCCOmpllsh our: purpose.

54 Any a551stance to contractors must be based. on the need of
that contractor to produce war materiel, and the financial safety of
such program must be sccondary. The furnishing of government material
to war contractors is an essential means of controlling items in short
supply necessary to the war effort., The use of the Reconstruction
Finance Corporation as a subsidiary financing agent for pvov1d1ng fac-

“llltleu for war contractors is 9dv1sablee

COLOFEL McCULLOCH: Gentlemen, ‘before we st"rt “the questlon perlod,
I would like to jog your memory on one point, if you will permit. Through-
out the Procurement Course, in consideration of purchase assignment, e
have heard a number of cxpressions of views with respect to who should
do the job, and we have consistently heard the theory that any pollcy

_or any orgenization that is developed must be resporisive to the roqulre-

ments of command, ab 1east on. ‘the side of the mllltary. .

-NOW'WG have gone over to ‘the flnan01al side~-and, - cortalnly, “the -
control of funds is the control of power. We have heard from a private
banker this year that this authority should be delegated primarily to -
private bankers. Ye have hcard that it is a normal responsibility of -
the Pederal Reserve bank to neet requirements for guaranteeing loans
and advancing funds. Then we have General Foster's expression of opin-
ion this morninge So there scems to be some difference of oplnlon as
to how this thing should be done in the next wara . ‘

Wé are ready for questions.

QUESTION:- Generﬂl Foster, in the last war, 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 with such buildings was to tear them down or

'sell them 3t bargain rates:. I know of at least one such cases Is =

there any way we can prevent that situation in advance 2nd not be
caught with a big 1nvestment on which we cannot even bargain?

) CENERLL FOSTER: YI know vhat you have in mind., I can think of
one case where part of & building had to be torn dowm in order to allow
a man to get through to another building that had been built and which
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he had bought from us. But those are matters which should be taken
care of in the contract arrangement ahead -of timc. What probably
happened was that the contracting officer did not foresee that diffi-~
culty at the time and did not provide for it.

I have no solution te the problem. ~The contracting officer must
work -out those details with the contractor when the original contract
is drawn up. Cenerally under our contracts, the contractor had a pri-
ority in buying the plant when the war ended, But I agree with you
that there were many cases where we had a plant on our hands that no
one else. could use very well, and the plant was sold at a sacrifice.. .
There were cases like that, 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 cases Wwhere 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 the losscs afterward, We must do what we can
‘to protect ourselves against such losses, but we are going to have them
in every war, We are going to have cases where the Covernment sustains
a .loss because .of some failure in the beginning. But when we are try-
ing to get production for the war effort, our thoughts are of the fellow
‘at the front, not the dollars back home, and we are going to-do many
“things that are not good business, Time is our most . valuable asset.
We must use every available source to reach maximum productions The
contractor has the upper hand. He may say, "Do you want me or not."
You want everybody, and, therefore; you must take some even at a bad
- bargaine ‘ ! o : : , '

~ QUESTION: General, there has been much discussion, from several
points of view, about relocation and dispersion of industry. My
question deals with a possible peacetime solution to that problem.
Is it legelly within RFC's authority, for instance, to restrict the
lending of money to a contractor who will build a plant where we want
him to put it and thereby start dispersion in that way? Qan that be
done legally now, or is a new law required? T !

GENERAL FOSTER: I would have to refer to the RFC law to see what
the authority is for peacetime operations, but in war RFC puts the plants
where we tell it to put thema -The RFC has definite authority to say what
it is going to loan money on, and it can say, "IF you don't put the '
. plant where we want it, then we won't losn you the money." Some of its
actions have already indicated it has that authority. The RFC is not
required to make a-loan which; in its judgment, is not in the interest
of the Thited States. ‘

.. COLONEL McCULLOCH: As a matter of fact, General Foster, does
the RFC, &s a matter of standard operating procedure, refer requests

15 .
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for loans to the mllltary for an expre531on of oplnlon prlor to
granting them? ;

GENERAL FOSTER: When the loan does deal w1th some 1tem of national
"defense, it would do that very thing. ; .

QUESTION: Before the war, I was one of those moss-backed bankers
you mentioned. However, Colonel McCulloch has glven an’ exccllent course
in war flnance, which has stralghtened us out,

My questlon is ‘on. the guaranteed 1oansg It seems to ne you arey
in effect, creating a government~guaranteed bond, so that it is pretty -
fancy paper., Why don't you use”that method entirely rdther than the
advance” payment method, because, in the advahce payment mothod, you
are actually getting 1nto the banker s business?

GENERAL FOSTER: Of course, I am favorﬂble to the guaranteed loan. . -
This is very deflnlue. But we started out with the advance payment.
The "guaranteed loan program was a. later. developm@nt¢ ‘Tle are using the
advance payment today in'a very few cases. Tt is used in cases where
contractors are not anxious for tho contract and we.use the advance ‘pay-
ment as an 1ncent1ve. : N '
ihcn.we started ﬁo meke contrmcts aftcr the war for fertlllzer for-'
shipment to Germany, contractors were not interested; they had. plenty
of business. Onec firm said, "We are not interested in it as a business"
deal, we don't wwnt to put our money into it,.. But if you give us an
advance payment, we will accept the contract as. a scrvice." That Company
went into the business on the basis of qdvance payment.: i "

WO are not in the guaranteed loan Program nowe

QUESTION: C'Wn you nowv ‘or is the lavf out? f
GENERAL FOSTFR-7 I'dontt know, I know e . have gone out of busi-
ness as a definite ‘poligy. I think we'used the War Powers Act to get
the Executive order out, and I thirk that has lapsede- I:would have to
check on 'its I think you mlght check on it down herc. - A

General Royall, when he was Secretarv of the army, said, "I want
you to get out of the bwnklng business as soon as you can. Let the.
‘bankers handle it." So e got out of the guarnnteed loan program 1n a -
hurry. We Stl¢1 have a few. collectlons to mnke. : : o

QUESTTON-‘ ‘General, when, in tlme of war, the Government is guar~~f
anteelng the amount of 'a loan that a bank won't give without the guar-"
antee, what incentive is thero to the banker to give any l-an without
a government guarantee? ,

16
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GENERAL FOSTER: He gets more 1nterestG He gets 5-perceht interest
1f he does it without a guarﬂntee, while he gets only 2- or 2 «5-percent
,1nterest if he does it the other way.e Therp is a very definite 1ncent1ve.

_Besides,: bankers are patrlotlc. .They. do not 911 require the dollar
to be patriotic. There.were many: 4instances. vhere pegple contrlbutcd to
the war effort and got nothing out of it themselves, The bankers are an
example, Many of the things werec carried on even if they did not take a
profity so long as. they did not lose moncy. e

‘But there is qt111 the nroflt lncontlve, end I have talked Wlth a
numbor of bankers all of whom consider 1t a fine program.

QUESIION- Most of the restrlctlons on fln'nc1al proceduros grow
out of the fear of fraud or actual instances of fraud, I believe.
We rcleased those restrictions during the ware. ¥Would you care to dis-
cuss the actual experience .in fraud growing out of that relewse°

GENERLL FOSTER: I will say that the amount of fraud that hes
come to light is very small, although we have had outstanding cases.
The Garsson case was one that got a lot of publicity. I remember one
firm.we were dealing with on a guaranteed loan, up to six months agoe
That firm tried. every wey 1t could to keep from paying the loan, It
made .all sorts of promlses.

. I do not thlnk that the number of fravd cases, in whlch the Govern~
ment was actually imposed on, was very great or very serious. And even
if we had had all the restrictions, we stlll'would have had freud in an
offort as big as our war .effort. We sti1l will have people who will
f;nd weys to chisel. , . .

. QUESTION: General, most of us are rathrrnalve about flngnce. o
I feel I am terribly so, But I can follow yopr thco:y of public = '
flnanclng. The banker gets 5 percent on a loan made in conneétion
with 2 govermnment contrect, In the negotiation of the contrcct, one
of thc things considered in the price the Government will pay is  the
faet that the company is paylng 5 percent on the money he. has to
borrow. to: produce the equlpmbnt nccded, This is our normal method. of
doing ‘business when war comes along, as you Sﬂy. But sometimés the 4
banker is not w1111ng to take the whole risk, so the Govcrnmeat gets in
the busmnoss. :

, No. I negotlate a deal with a fellow for a purely gcvernmont conw
tract, qs you mentioneds He says, "I am not’ interested in the business,
but if -you will give me the moncy to make it, I vill make it." You

~turn around and charge him 2,5 percent interest on the money you loan
to make something for you. ¥Why not just let him have’ the money w1thout
any interest and nogotlate a lowcr price?

17
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- GENERLL FOSTER: As T uujd, we had nany cases of advance paya
ment where we did not charge interest.. Ihoy were cases where there

was no nroflt to the contractor, ‘such as in the case tbat I mertloned.

QUE%TION' et the contrector ha ve his legltlma te proflt when you

negotiate the contract in the firﬂt Dl“ce, but eliminate the interest:

rate.

GENERAL FOSTER: Those are the items that are taken into consid-
eration when a contract is made. There is authority in the advance
payment regulations to'make an advanCe Without charging any money for it.

QUESTION: General, I wounder if fhe 1940 ;uthority to assign
contracts stlll exists? | - , :

GENWdAL FOSTER Yes, sir,. 1t still exists, It was a very fine
departure from the old restrictive things prior to the war. 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. Thﬂt is how strict it was. ’ 8

QUESTTON' General, in the early stﬂges of the last war a lot of
time was lost because all these questions concerning what could bé done

with the contracts and how you could finance had to be settled in the

Secretary of War's office, 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 you tblnk will happen in order to av01d
the confusion that took place in the last war?

GENERAL FOSTER: Iet me bring it a little closer home, In 1934,
when I'was in the Industrial College, I worked on the Industrlal Mobi~-
lization Plan, We were very proud of it. We thought it was a wonder-
ful plan, “hen the war came, it was not usod, in spite of the fact
that it vas a flne thlng.

No mattor how many pl@ns we work out, we will still’ have that chaos
that comes with war, ¥e must take advantage - bf our experlenoe inthe

" last war, add that to our previous experience, and maybe come out with

the nearest approach to porfectlon that we cz'n get. But it will not be
perfoctlon. . :

I lived through tho Fqut Torld War.  ¥e had thousands- of‘clﬂlms
that had to be settled afterward because the’ Comptroller General said

“the contracts were, not 31gned by a proper contracting officer, ‘No dne

thought that technlcallty would. be used, but it was, and you are going

to have it in any war you have.
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The Army Under Secretary-——now the ﬂSSlStant Secretary is handling.
113-—-13 the man charged with' the 1ndustr191 policy for the Army, and he
will have to get into the picture, . But I do not think there will be so .

any big problems. reaching him, as. formerlyo There,w1ll,be‘enough echelons
beloy hiri to. take. care of lot. of them. . BT - B

QJESTION' Do you think an agency similar to the ery Serv1ce
Forces would have to be establlshed 1n order to decentrallze these
d301310ns° . :

: GEN?RAL FOST“R' You are gettlng onto qnother subjects. I was
with the hrmf Serv1ce Forces-—T was their- budget man—-and I could go
~on quite a bit. about the ‘rmy Service Fordes,. But I am not going to
do it because I would get shot arcund hers if I took over somebody
eloe'sf problem, .

coLoNEL McCULIOCH’r That is a  smart ansvrer, Genoralo

Ganerﬂl Foster,‘Would you t?ko one’ minu to te71 us one more
thing, plezse., Ls I understand it, following the war, r. Royall. was
so exercised about a lack of rocords on govornrert mptor1a¢ furnished
to contractors that he found it necessary to set up.a board to re-
 _construet  those records. That were the. dlfflcult*es that occasioned

that, and what is goino to be done about 1t the next time?

1 . GENERAL FOSTER I am gla d you aqked me. that because I hﬂd it
- .in mlnd I knew 1t was 2 qunstlon that would‘come upe. I was Sur-
prised 1t did not come up before this, .

_-dgain I go back to the chaos of War. I will say thist:- The reg-
ulation on. ﬂccountlng for government-furnished material was not defec-
txve. mhe human element was the failure there. We are making some.
changes in the regulatlon, but. stlll'we will have the human failure. .

We placed in the contractor's planit a contracting officer who was re-
spon31ble for getting production. Wé also placed there as his assistant
-a. property officer, That property officer was "John Doe," who, a few

weeks before, had been walking the streets, We put him in and said, .

"You are property officer herc," We gave him a "get rich quick" supply
,stock record oxpcrlence and sa:d, "i1l rlght there you are. You do it."

So he goes to the plant, and material is shipped in tc him in
large quantities, He picks it up on his stock record card and starts
off with a very fine record, But the contracting officer. is under =
pressuro from Washington to get production. He finds that this little
propcrty officer 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. Ve Cﬂnnot J”lt for that paper worke"

The result was that, at .the end of the war, when we started to




clean up the qeﬁriSffr¢mfogrfcontraéts}vwé;fguﬁdgthat.manyfcontractorsp,,-
were not able to account for all property we had given them, As.I
say, it was the failure on the part of oyl property.officers. to keep. .
a proper record and the contracting officer's feeling,.!We must. expe~
-dite everything," that made it necessary to have a board of officers
after the war to setble pecounts, e e S

That was not a tremendous jobe It took ‘some time because the .
board went into each case. The largest account on which we got a
settlement from the contractor was about $300,000.". - These cases arose
not because the contracior tried to defraud us or anything like thaty
1t was a-failure of the record. 'le could not: audit the account to
find out what the settlement sHould be. So the board members listened -

Yo 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 was settled. Most of the cases involved small
amounts, and they were mercly an effort to clesn up the debris of the
war so that somebody would not’say.years_later, "Here is a fellow who-
got away with murder," o : S : -

That board may hdve a few cases oubtstanding now, but. practically

21l of them have been cleaned up.

COLONEL McCULLOCH: "Sir, on behalf of the student body and the
staff and faculty, I express our. appreciation not only for this talk
~but for yoﬁr pontinuing:intcrest.in'ﬁhe Collgge.'ﬁThank you, sir. ..

(4 Apr. 1950--650)8. -
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