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WAN'I'ED: A NEW BANKING SYSTEM FOR SMALL BUSINESS

The small business en~erpri5e Is one of the Nation's most icportant
emplovers. producers and customers.

We have in this countrv about 2,400,000 business units. Of this number
more than go 'per cent are small --'that is to say, they have assets of less
than $250,000. Bl~ business constitutes only 1 per cent of the "business
population." Almost half of the nation's gainfully employed have jobs in
small business establishments. Despite the inroads of "bigness," we are
still a nation of small enterprises.

But sznall business is important to the country for oth er reasons than thiit
it constitutes the largest body of employers and producers.

6mall business also performs a unique service for the American con-
sumer: it Is the sznall'business man who is responsible for much of the
versatility of product and service, which, despite standardization, is still
highly valued by the consumer.

Nor can we afford to overlook the vital importance of small business to
big business. It is frequently stated that the development of a new large
business creates many new small businesses; it is less commonly recognized
that without the existence of small enterprises it would be difficUlt for the
large units to function. The large enterprise relies heavily upon smaller,
independent units for the processln~ of a wide variety of machinery and
products that are indispensable to its cutput, and the distribution and sale
of its product.

Perhaps the clearest example of the dependence of big business upon
little business is the automobile industry. Without the small pattern and
parts concerns the assembly lines of General Motors and Ford could not move;
and without the network of dealers and distributors, the great automotive
factories would be paralyzed.

But there is still a further aspect to-the relationship between big and
little business. It is from small business that large business grows:. some
of our largest and most important enterprises have emerged from "basement" or
"backyard" origins. The classic example is, of course, The Ford Motor Co.
whiOh started operations with a cash capital of $28,000. It is sometimes
useful to recall that 'rank Woolworth started business with a stock of goods
worth $200.

Nor should we overlook the hi~hly sign~ficant fact that small business is
the proving ground for large business. The radio was experimented with in
homes and lofts long before it" was put on the market by R.C.A. The plastic
industry __ one of our fastest.growing new indust~ies -- had its origin in
numerous small concerns which were later absorbed by the large units. I need
scarcely remind this audience that the giant electrical industry was born
only a few miles from Newark in the laboratories of Thomas A. Edison.
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Y.oreover, because it is small, little business can adapt itself
to chan~es in the business environment more quickly than can bi~ business.
You will all recall, in this connection, the hu~e expenditure which was
required for the overhaulin~ of plant and equipment to brin~ out the
first ~odel A Ford car. ~ow contrast this situation with that of two
partners who own a small feather concern. They are bein~ crowded by
competitors. They decide to po into the manufacture of shuttlecocks
used in the ~ame of badminton. There are no boards of directors which
have to be consulted: no battery of lawyers to advise on the effects
of the proposed chan~e; no special consultants to render reports upon
the chan~e in sales policy involved: no tax experts to report on how
the chan Fe in business will affect federal, state and local taxes; and
so on. Small enterprise may have less hull than the fUll ri~~ed corpo-
ration, but, like the racin~ yacht, it carries a ~reater spread of sail,
has a li~hter draft, and can chan~e its course more swiftly. The ability
of small business to chanpe its plant without undue disruption of
operations helps to explaizi the amazin~ vitality of the small enterprise
in the competitive stru~~le. Such factors, amon~ others, contribute to
the variety of product which enables the small concern to serve a shift-
in~ market and profit by chan~es in style and varieties of demand.

For these and other reasons, it is of the utmost importance that
we should have in this country a continuous Rrowth of new and healthy
small businesses. Since 192'7, in relation to population, the number
of business units has beel'!declining. In 1935, there was a thinner
"business population" than at any time during this century. Dur.in~ these
years. the heaviest mortality has unquestionably occurred among the smaller
business units and especially amon~ the individually owned concerns, which
are by far the most nu~erous. It is ~ratifyinR to note. however, that
the downward trend stopped in lP35 and that the "business population" has
been increasinp. steadily.

A major difficUlty experienced by small business in recent years
has been its inability to obtain adequate funds for its operations.

What kind of financial nid does small business require? What are
the obstacles which stand in the way of its obtaining adequate financing?

By far, the most essential financial requirement of the small
enterprise is for eqUity capital. But small business cannot obtain equity
oapi~ because it lacks direct contact with the 80urces of capital supply.

The major SOurce of equity capital for small enterprise has always
been the wealthy individual who was familiar with the business, its
mana~ement, and the locality in which it operated.

Today, "an,els" for small business are scarce. Your moneyed in-
dividual feels that the speculative profits are not worth the risk;
he prefers to play safe and put hi~ money'in tax exempt ~overnment
securities.

Where else can the small business man turn for eqUity capital?
Certainly, not to the investment banker. The investment banker cannot
afford to underwrite the securities of the small concern whose name is
not known beyond its own community. And besides, the amount of capital
involved is usually too small to yield a profit if, indeed, it can cover
flotation costs at any reasonable rate of commission.
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There has been a ~reat deal of newspaper discussion and feelin~
:>.:' 'among small business men that the Securities and Exchan~e C0lJ!l'llssionbas

been responsible for the inability.of small businesses to obtain e.~ty
capital. In my oinion, this .attitude is not based on fact.

The Commission has done everythin~ ~ithin its power io reduce
the oosts of re~istration to the lowest level compatibl~ with its duties
under the Securi~ies Act. It has provided for various exemptions from
registration with respect to issues below $100.000. And for issues of
interMediate size -- for;wbicb'there.lsree;PJ.Ndthe filing of EO full
re~istr~tion ~tatement -- special concessions have been provided. In
order to reduce the cost of re~istration, the Commission has reduced the
amount of information required from the small business concern.

Some of you may not be fami1iar with thflfact that the Commission
h as established a special unit wl.thln its Registration Division for the
purpose of aiding prospective registrants and advisin~ them and their
representatives on problems arisin~ in connection with their reBistration
statements. This unit has been utilized lar~ely by small business men.,

':'hehiiSh cost of flotation of small issues -- over and above the
cost of re~istration -- has been of .JIll\jorconcern to the Commission.
StUdies prepared by the Commission's staff show that, amon~ registered
is~ues with exp~cted pr~cee~R of less ~l~n ~,~O.OOO, the cost pf
flotation amowlts to about ao per cent of the proceeds tor common stock,
about 16 per cent for preferred stocks, and aQout 7 per cent for bonds.

An important fact, which is often overlooked in discussions of'
this problem, is the heavy comvensatio~ ab80rbed by the underwriters
and other distributors of securities. 10r stock issues of less than
$1,000,000, between 80 and gO per cent of the total flotation co~ts
has consisted of compensation paid for undert~itin~ and distribution.
For bond issues of similar size, ?O per cent of the flotation costs has
been absorbed in such compensation. Other expenses, also not attributable to
reJistration under the S'ecurities Act, constitute a considerable port3.Dn
of the remainin~ costs. While it is difficult to estimate precisely
the additional cost of sellln~ small issues resultln~ from registration
under the SeQurities Act, it appears that such extra cost is not in
~xcess of about 1 per cent of the gross proceeds: in fact, there is reason
to believe that it is nearer one-half of 1 per cent.

It is not the alleged cost and delay of re~istratlon ~~ich 1s
responsible for the small volume of unseasoned eqUity issues. A more
significant factor -- again frequently overlooked -- 1s the inability
of the small issues to find purcha.sers.

An analysis of 700 small security regrstrations shows that, one
year after the effective date of the re~istration, ove~ one-third had
not sold any of the securities registered. This means that over 200 6ach
l,sues -- fully re~lstered and ready for market -- could not find a
single purc~aser in the year following effective re~istra~ion. This would
appear'to in~icate that, in the words of Chairman Frank -- and I quote--
flth~.obstacles standing in the way.of the suocesstu~ flotation of issues of
small and particu1arly unseasoned enterp~ises ~re to be f~und in places other
than the requirements of the Securities Act."
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In the final analysis, the slUall business enterprise has never utilized-
and in all probability will never utilize--tne machir.ery of investment bank~
in~ or the security markets. Statistics of the Bureau of Internal Revenue ~f'
show the avera~e assets of the small corporation to be $47,000. Plainly, the
corporation witn total assets of less than $250,000 is not the kind of enter-
prise which can be financed profitably by the investment banker or whose se-
curities are suitable for trading in the pUblic,mark~ts.

Tc aay that the registration re-lui~emer.ts under t.h~ f:r3curities Act are a
1eterrent to the flow of capital to small business is plainly without any
foundation. Issues of less than ~100.000 are exempt from registration. In
my opinion, it is extremely doubtful whether many of the ~~3,OCO business
corporations with average assets of ~47,000, or the more than 2,~OO,OOO small
business establishments in this country will ever have occasion to raise
capital in such amounts as to require registration.

With the wealthy individual disinclined to place his funds in the small
enterprise, and the caplt.al markets larselJ closed to small business as a
source of e1uity capital, what other avenues are open?

The commez-c La I bank? The answer, as you are all aware, is "No."

Now the commercial tanker has beerr sUbjecte1 to a great deal of criticism
for not aiding small business. In general, the attitude of small business
toward the commercial bank ls sunmen up in the remark of the business man who
said: "If your business is in shape for a bank loan, it doesn f t need one."

At the possitle risk of incurring your displeasure, I want to take issue '
with some of the extreme criticism which is being directed against the- com- '~~
mercial banker. In my opinion, such criticism is not onlJ unjustified but is
based on a failure to recognize the responsibili~y of the banker to his de-
positors, as well as the inhe~ent limitation of commercial banking as a
medium for supplying small business credits.

In the first rlace, not all small business E;nterprises have difficulty
in obtaining bank credit.

The heart of the problem has always been (and continues to be) th~t size-
able group of small business men whose concerns are not so firmly established
and whose personal resources are not so great as to be able to satisfy the
credit standards of commercial banking. Those businesses which experience
difficulty in obtainin~ bank credit ~enerally fall into one of two groups.~.
(1) that group of older enterprises whose li~uid and carital assets have been
dissipat.ed through tLe depression years and who$e credit facilities have been
cut off through the shut down of more than '15,000 local banks; or (2) that
group of younjer enterprises, still in the early stages of deveJopment, which
have not yet either eccumu Iat.ed sufficient 1l:;lu~dar.d fixed capital or have
been unable to establish permanent credit rel~tions.

While there are in these two ~roups a considerable nUffioerof business
men who may have a legitimate'comrlaint against the co~mercial bank, by far
the greater number cannot obtain bank credit on the basis of the existing
credit standards and lending techni~ues of the commercial banks. To con-
stitute a good credit risk, an epterprlse should be profitable, But if the
enterprise is expanding rapidly, the probabilities are that it will be short
of capital and the e::luitywill be thin. The likelihood is also present that

~
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the ,tangible assets will be special purpose plant and,equipment of negl igible
value on an auction basis.

The position taken by the'com~ercial banker that the funds at his dis-
posal belong not to him but to his depositors and therefore can be loaned
onlf to individuals and enterpr~ses whose assets and future prospects make
rep~yment certain, is fundamental to sound banking practice. Faced with this
responsibility, the commercial banker is compelled to find that the 'assets
or business prospects of a considerable proportion of the smaller enterprises
in his community are such as not to warrant bank credit.

Furthermore, in discussing this problem, we should be rerfectly candid
and recognize that under our system of tankin~, the commercial bar~ cannot be
expected to supply the need for e~uity capital. In making long- or even
intermediate-term loans, a bank must consider not only the non-liquid and
unmarketable character of the assets which it will ~ave to hold, but also the
additional element of risk which will be involved, such as an adverse turn in
the business cycle; or a change in the management; or a new development in
technology which may even wipe out the borrower's business.

Moreover, the extension of small business credits reqUires special skill
and facilities which are lar~ely lacking in the existing commercial banking
system. The growth in the average size of commercial banks, the spread of
branch banking, and the closing down of thousands CIt' small unit banks, has
resulted in a situation in which bank officers no longer have the same inti-
mate knowledge of local management and enterprises, which their predecessors
possessed. The earlier generation of bankers were largely business men: the~
either owned or managed the local banks. Througn their own personal business
experience, they were intimately ac~uainted with tusiness needs ~nd business
mana~ement. Today, by dnd large, this group of bank officials has been sup-
planted by a personnel which has risen from the ranks: they are primarily
bankers rather than businessuen. This newer type of bank manager is disposed
to pay greater attention to the static elements of assets and li~uidity than
to the dynamics of ~rowth and expansion. As'a result of this gradual shift
in banking personnel, the commercial banks have largely lost their intimate
contact with the business actiVity of the community. And most of them have
not yet substituted for this loss of personal cOLtact the kind of machinery
which can achieve the results which were obtained earlier.

Prior to the recent banking crisis, when the local bar~s were usually
owned and managed by the community's substantial citizens, it was not uncom-•'mon for the bank to have among its own stockholders the responsible backers

.of those local enterprises which enjoyed bank credit. Hence, to a consider-
able extent the ultimate cushion ot'risk for the bank as well as the enter-
prise, rested upon the same individuals. Today, this picture has changed.
During the banking crisis, this cushLon of risk became impaired. Local bank
stockholders and directors were compelled to draw heavily upon their own re-
sources to make good assessments on their stock and to protect the solvency

'.of their banks. .Frequently, they had to make 500d on the double liability
which was attached to their snock, To no small extent, the bankin~ crisis
served to undermine the financial standing of those individuals upon whose
credit loans ha~ formerly been made. Local business enterprises whtch had
.formerly constituted good risks were, therefore, seriously affected. And
those enterprises which had never enjoyed satisfactory banking relations now
found that it was even more difficult to estaolish then:.
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While many l o c a l , b a n k s  have re turned  t o  t h e i r  t r a d i t i o n a l  lending prac- 
t i c e s ,  o r  have endeavor;d t o  heet.*he through t h e  establ ishment  of  
personal  l o a n  departments,  m-d the  Government through t h e  Federal  Reserve B a  
and t h e  Reconstruct ion Finance Corporation, has a l s o  at tempted t o  a l l e v i a t e  Z t o  tl 
s i t u a t i o n ,  t b e  void has not, .been f i l l e d  completely.  . ' 

The successfu l  f i n i n c ~ n g  of small bus iness  r e q u i r e s  t h a t  l oans  be made t o  
a l a r g e  v a r i e t y  of  u n r e l a t e d  e n t e r p r i s e s  and t h a t  t h e r e  be'many d i f f e r e n t  loans 
i n  each classif icat , ion.  In t h e  absence of  such d i v e r s i f i c a t i o n ,  solvency is 
placed a t  t h e  mercy of b-usiness u n c e r t a i n t i e s  i n  a r e s t r i c t e d  f i e l d .  Most 
commercial banks, a s  ~ r e s e n t l y  operated,  lack  t h e  s p e c i a l  s k i l l  and f a c i l i t i e s  
f o r  t h e  superv is ion  r equ i r ed  int t h e  handling o f  a larGe v a r i e t y  of small busi- 
ness  c r e d i t s .  

Although t h i s  s e c t o r  of  smal l  bus iness  i s  n o t  bein6 favored by t h e  com- 
merc ia l  bank, i t  does o b t a i n  c r e d i t .  Today, t h e  banker f o r  sma l l  business  i s  
t h e  accounts f inance company, t h e  personal  l oan  company, t h e  f a c t o r ,  the  t r ade  
c r e d i t o r ,  and o t h e r  ~ r i v a t e  lenders .  

These in te rmediary  l e n d e r s  have largely.  supplanted t h e  commercial bank i n  
t h e  f inanc ing  of  sma l l  business .  The commercial banks, on t h e  whole, do not 
appear t o  be concerned wi th  t h e  competi t ion of  t hese  " r e t a i l e r s n  of  c r e d i t .  
By f inanc ing  t h e  accounts  f inance  company, t h e  f a c t o r ,  t h e  personal  loan  com- 
pany, and t h e  t r a d e  c r e d i t o r ,  t h e  commercial bank engages i n  p r o f i t a b l e  opera- 
t i o n s  without d i r e c t l y  assuming t h e  r i s k ,  expense and r e s p o n s i b i l i t y  of hand- 
l i n g  an enormous number of u n r e l a t e d  and widely s c a t t e r e d  t r ansac t ions .  

The phenomenal growth o f  t hese  in te rmediary  f inanc ing  i n s t i t u t i o n q  shows 
t h a t  c r e d i t  can be extended s u c c e s s f u l l y  t o  sma l l  bus iness  if an  a p f i r o p r i a t e  
c r e d i t  machinery  i s  u t i l i z e d .  ' Such a  machinery h a s  been developed by theee 
in te rmedia te  lenders .  They, r a t h e r  t han  t h e  commercial bank, have developed 
"mor t a l i t y  t a b l e s w  expres s ly  designed f o r  t he  f inanc ing  o f  smal l  business .  The 
succes s fu l  experience of  t hese  f inancing agencies  i s  due l a r g e l y  t o  t h e i r  hav- 
i n $  employed such techniques  and methods as  ( a )  pool ing of r i s k s :  ( b )  rou t ine  
procedures  f o r  a p p r a i s a l ,  accounting, and s e ~ v i c i n g ;  and ( c )  establ ishment  of  4 
schedules  o f  charges app ropr i a t e  t o  each c l a s s  o f  r i s k  a s  well  as i nd iv idua l  $ 
r i s k s .  1 

These " r e t a i l e r s "  o f  c r e d i t ,  through t h e i r  a b i l i t y  t o  organize the  mul- 
t i p l i c i t y  of  small  t r a n s a c t i o n s  i n t o  aggregates ,  and tg graduate  f inancing 
charges and terms i n  accordance with t h e  s p e c i a l  requirpments  of each individ- 
u a l  i ndus t ry  and c l i e n t ,  a r e  ab le  not only t o  a t t r a c t  e q u i t y  c a p i t a l  but  a%o 
t o  t a p  t h e  c r e d i t  o f  banks and the  c a p i t a l  markets  -- sources  of c a p i t a l  sup- 
p l y  t o  which smal l  bus iness  i n d i v i d u a l l y  has  no access .  

While smal l  bus ines s  i s  obta in ing  i t s  c r e d i t  t o  an i p c r e a s i n g  ex ten t  from 
t h e s e  in te rmediary  bankers ,  t he  c o s t  o f  such c r e d i t  is cons iderably  i n  excess 
o f  t h e  c o s t  of bank c r e d i t .  The small  e n t e r p r i s e  which u t i l i z e s  t h i s  medim 
of c r e d i t  is, t h e r e f o r e ,  placed a t  a disadvantage i n  r e l a t i o n  t o  those  of i t s  
competi tors  who a r e  a b l e  t o  ob ta in  tank c r e d i t  o r  u t i l i z e  t h e  c a p i t a l  markets* 
Moreover, s i n c e  t h i s  f i e l d  o f  c r e d i t  ex tens ion  i g  l a r g e l y  unregulated,  pr?c- 
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T ."CIIf' . The techniques.dev~l~pe~ by th~~e.~~etal1ers~ of credit offers a solution
to the p1"<)blemof, :finanq,1ngsmall b1;1s!~e~s."

. ,
, . I think. the tim~ has come when smali 'business should hove available to it

a banking system designed' to servet,its.8pec~al needs ~s ,ffect!ve1r as the ex.
!sting financial institutions serv~ the reqlJ..lreme.ntsof' big business;"

Various proposals in,this direction' have been advanced by members of
Con~ress. Certain of the measures ,which have been proposed for the Provision
of more adequate long-term and Int.rlllediatecredits for small business recog-
nize that the commercl~l banks ca~ot undertake this type of financing Without
additional mechanisms for the ~istributlon of risk, for guidance to banks un-
faai~iar with the handling of small business ~redits, and for extensions of
9redits which local banks are unable to prov,1de. .

genator James Mead has proposed le~lslation for the creation of an Indus-
trial Loan Co~poration which wou16 utilize the eXisting machinery of the
F~d~ral Re~erve System.

The proposed corporation wo~ld utilize the 12 Federal Reserve banks and
their 24 branches. It would finance small and intermediate businesses through
t~e a~qulsi~ion of the oblitatlo~ of suc~ en~erprlsesi or the purchase of
preferred st'ocks, note., et ceter«, The corporation would 'also make loans or
make. loans in cooperation with local banks or' guarantee loans made by ~he banks
directly. The basic principle underlying this' proposal is that of Title I of
the '~ederal Housing Act, which covers loans made by banks for modernization of
residential dwellings. This proposal utilizes the eXisting banking system but
endeavors t~ overcome some of its deficiencies in the handling of small busi-
ness credits.

To overcome the deficiencies of the commercial bank and to fill up the
void in capital and credit facilities for smal~ business, Mr. Justice Douglas,
when he was Chairman of the Securities and Exchange Commission, proposed the
establishment of a capital credit banking system.

Last week, Chairman Frank addressed the Kiwanis Club of Cleveland on this
very subject. He there proposed that there be established a system of regional
finanoe companies. In each of the Federal Reserve Districts, there would be
set up a financial inatitution, the common stock of which would be owned DY
private persons in the district. The government would invest in their pre.
ferred stocks, but such preferred stock would have little, if any, voting
power. These institutions would purchase the common stocks of local enter-

.prise. The institutions would not make loans -- they would supply equity cap-
ital~ In short, the institution proposed by Chairman Frank "would be a sort
of speculative finance company or investment trust."

It is believed by those who have given serious consideration to this
prOblem that the special and varied financial services required by small busi-
neas and its need for 10ng-~erm capital, particularly eqUity capital, can be
met only by the creation of a new financial machinery organized on a regional
and fUnctional basis.
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ca;itii Cred1.~~~~d~r th~S'~~911in~y, would/i>urchase equities in
small bus ess ~nt~r~r~s an~would exi~nd credits at costs sha~~!'~~lOW
present evels. "suc~ a,system Qf b,~p,k~';.~~¥ldbe ab{e.to harness 'to i~" the ~',

'~rade d business experience of th~s~~~~~be~s of ~he'community who are £ami~
i~r with the enterprises in their'localrties;' A movement in this direction ~_-
wo~ld jo far in restoring the personal banking ~~ich was characteristic of
ear~r times. Credit extensions would again be based on the dynamic factor
~f growth a~d expansion as'it was iiithe pa~t. ,', ,,' .

f t

However, it cannot be emphasl~e~ too,strongly that merely to reduce the
~ost of credit or to ~ake the supply of 'capital more'abunda~t, will,not solve
all of the small busin~ss man's problems~. .

Obtalning credit and capital facilities are a necessary first step: ,in
addition, small business also re~uires that its functions and activities" be'
improved. It must be enabled to'posses~, in its field, the operatin~and'de-
velopmental efficiencies whlch large business enjoys through expert'account-
ing, managerial, operating and,capital techniq?es. Sm~ll business, should have
available to it a systematic informational and research service comparable to
that furnished to the farmer by the bepartment of Agriculture or wh.lchbi'f
business enjoys through its own research fa.cilities and the ;)erartment of"
Commerce.

Just as the credit and ma~ketlng problems of the farmer 'have'been qeait
with successfully through the 'e~tablishment of a system of land banks, inter-
mediate credit banks, cpmmo~ity credit agencies, so, too, the capital and" :
credit problems of small business can be solved succes~fuliy if they are broken
down into manageable elements ,apd special solutions provided' for their ~ls~
tinctive reqUirements. 7~~.
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