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Small Cities and 
Their Future

By James L Freund*

The ever-mounting economic and social 
difficulties of big cities continually make page 
one news. So do the problems of suburbani
zation. Yet, discussions of the nation’s ills 
often ignore the economic plight of small 
cities. This “ neglect” cannot be traced to a 
presumption that small cities lack economic 
importance or have relatively few problems. 
Over 20 million people live in cities and towns 
whose populations range from 25,000 to 
200,000, and the winds of economic change 
have whistled up hard times for any number 
of these communities. The economies of 
many small towns have contracted along with 
the general decline in agricultural employ
ment in their respective regions. Others have 
suffered with the decline of such industries as 
coal mining, railroads, and textiles.

While such adversities are not confined to 
small cities, small cities may find prosperity

*The author was formerly an economist with the 
Department of Research of this Bank. He is now on the 
staff of the Board of Governors of the Federal Reserve 
System.

harder to achieve than large metropolises— 
and for definite economic reasons. Grasping 
these forces is the key to understanding the 
fate of small-town America. On one side of 
the coin, plants in small cities lack large local 
markets for their products and often are 
isolated from regional population centers. 
On the other side, production costs are often 
higher in a small city. Lacking the advantages 
of industrial concentration, high-quality 
transportation facilities, and a skilled labor 
force, many small cities and towns find build
ing an industrial base more difficult than do 
large cities. Likewise, public goods and servi
ces — a strong magnet for new residents and 
businesses alike—can be more difficult and 
expensive to produce than in many large 
metropolitan areas.

Citizens charged with bringing prosperity 
to their small cities frequently ignore the 
inherent economic limitations of their munic
ipalities. They also tend to overlook the 
national and regional economic forces that 
influence the prospects of small cities. Yet 
some of these forces could hold promise for
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the future of many small cities. The workabil
ity (and cost) of policies aimed at improving 
the lot of small cities must be considered in 
this light.

HOW HAVE SMALL CITIES FARED

Population growth is one measure of the 
progress of small cities. By this standard, many 
small cities are doing well. As Table 1 shows, 
from 1960 to 1970 small, nonmetropolitan 
cities of between 25,000 and 49,999 grew only 
slightly less rapidly in percentage terms than 
the nation as a whole.1 Small metropolitan

^he fact that small cities did well in relative terms 
(percentage terms) does not mean that they are gaining 
absolutely compared to large places. Although cities of

areas of less than 100,000 were also below 
average. Conversely, other small metropoli
tan areas with between 100,000 and 200,000 
population grew at above average rates.

The best performance among smaller cities 
and towns was registered in growing regions. 
Growth rates of small, nonmetropolitan cities 
and small Standard Metropolitan Statistical 
Areas (SMSAs) in all size categories in the 
South and the West (Table 1, column 2) out
stripped those in the Northeast and North 
Central states (Table 1, column 3). The most 
striking example is the case of small nonmet-

25,000-49,999 population grew by almost the same rate as 
metropolitan areas of over a million population, the small 
cities gained 765,325 while the larger category gained 
4,665,391.

TABLE 1

POPULATION GROWTH RATES, 1960-70 BY 1960 SIZE OF CITY

Percent Population Change

Size Status in 1960 
(Population) Total, U. S.

South and 
West Census 

Regions

Northeast and 
North Central 

Census Regions

Nonmetropolitan Cities
25,000 - 49,999 12.4% 18.6% 6.6%

Small Metropolitan Areas
50,000 - 99,999 10.9 12.3 8.6

100,000 - 149,999 15.5 20.7 12.2
150,000 - 199,999 15.7 16.8 14.7

Large Metropolitan Areas
200,000 - 299,999 14.0 16.8 10.4
300,000 - 499,999 15.8 21.5 10.2
500,000 - 999,999 21.5 27.1 13.4

1,000,000 + 14.2 24.8 9.8

Total Population 13.3 17.6 9.7

NOTE: The source of the data was the 7970 Census of Population, Final Report PC (1)-A1, Table 32 and the 
7972 County and City Data Book. Each city was classified by size according to its 1960 population on the 
basis of the 1970 definition of the SMSA. Changes in total population for each size class were calculated 
as percent from 1960 to 1970. The separation of size categories was arbitrary; the results were not 
greatly changed when groupings were altered.
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ropolitan cities; such places grew almost 
three times as fast in the South and the West 
than in the Northeast and North Central sec
tions.

Although regional location strongly influ
ences any city's overall prospects, small cities 
grew somewhat less rapidly in the 1960s than 
did large cities within the same region. In the 
South and West, for example, large metropol
itan areas registered the most spectacular 
rates of growth. Growth in the two smallest 
categories of cities in the Northeast and the 
North Central regions was well below the 
combined regions' average and trailed the 
nation as a whole by a considerable margin.

However, the averages don’t tell the whole 
story. For instance, Table 2 reveals that, des
pite respectable average rates of growth, 
small cities were quite vulnerable to popula
tion declines between 1960 and 1970. Since 
small cities greatly outnumber large ones, it 
might be expected, other things equal, that

small places would be experiencing more 
declines. However, the proportion of cities 
suffering losses is also strikingly higher among 
small cities.2 Almost a third of the small non
metropolitan cities lost population during the 
1960s. (See Table 2, column 1.) Many small 
metropolitan areas also suffered losses— 
ranging as high as 18.5 percent for those of
150,000 to 200,000 residents. Although the 
percentage of small cities declining indicates 
that such places were more susceptible to 
decline, the absolute number of cities losing 
population tells the story more vividly. The 
number of small nonmetropolitan cities that

2Because they often rely on a smaller number of 
sources of employment than large cities, small cities are 
likely to be subject to higher variation in growth rates in 
general. Whether the high proportion of declining cities 
results from this lack of diversification or from inherent 
economic disadvantages, small cities still have to cope 
with problems of general economic decline more often 
than larger cities.

TABLE 2

THE INCIDENCE OF POPULATION DECLINE 

BY CITY SIZE

Size Status in 1960 
(Population)

Nonmetropolitan Cities
25.000 - 49,999

Small Metropolitan Areas
50.000 - 99,999

100.000 - 149,999
150.000 - 199,999

Large Metropolitan Areas
200.000 - 299,999
300.000 - 499,999
500.000 - 999,999

1,000,000 +

Percent Cities Number Cities 
with Population with Population

Loss, 1960-70 Loss, 1960-70

30.9% 55

14.3 3
17.5 7
18.5 5

12.8 5
3.3 1
3.2 1
4.1 1

SOURCE: 7 972 County and City Data Book and 7970 Census, Final Report PC(1)- 
A1, Table 32.

5

Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis



BUSINESS REVIEW MARCH/APRIL 1976

lost population was higher than the total of all 
metropolitan areas that declined. (These cit
ies constitute 43 percent of the areas observed 
and 70 percent of the declines.) Further, 70 of 
the 78 cities that declined had fewer than
200,000 residents. (These areas represented 68 
percent of the cities observed and 90 percent 
of the declines.)

SMALL CITY LIFE: INDIVIDUAL PREFEREN
CES AND ECONOMIC REALITY

If asked where they prefer to live, far more 
people would probably opt for a small city or 
metropolitan area than currently live in these 
areas. Indeed, many are moving to such 
places to take advantage of the agreeable life
style. Social and political participation in the 
affairs of the community is easier and more 
direct. Residents enjoy less congestion, easier 
transportation, and a lower population den
sity. Small cities are less likely to have pollu
tion problems and most have good access to 
outdoor recreation.

If these advantages exist, why has the thrust 
of economic growth historically been toward 
large urban areas? Can the nation assure that 
people who apparently want to live with less 
hustle and bustle will be able to do so? The 
answer to both questions lies in the ability of 
such places to compete with large metropoli
tan areas in two respects. People must work, 
so small cities must provide jobs. Many peo
ple who might have preferred a small-town 
setting have left to find better opportunities. 
Secondly, people value government services 
such as police protection, schools, and public 
health facilities. Unless local authorities can 
provide quality services at reasonable tax 
rates, attracting new residents and stimulating 
economic growth will be difficult.

There Should Be No Problem—The
oretically. Many economists would point out 
that there are mechanisms for assuring that 
people who prefer small cities are able to live 
there. If government services cost more in 
small places, people who really want to live 
there will pay the higher price. Further, plant 
location can reflect people's residential

choices. Florida and the Southwest have 
grown largely because families have been 
attracted by the climate and the lifestyle. 
Many businesses have followed them. Many 
scientific and technological firms locate in 
areas where workers enjoy living in order to 
attract high-quality personnel without paying 
them high wages to work someplace they do 
not like. Lifestyle preferences also can be 
registered through direct action by workers. 
Even if all other costs indicate that a plant 
should locate in a major metropolitan area, 
workers may be able to offset the higher costs 
of small-city operations by accepting lower 
wages.3

In theory, these wage and tax adjustment 
processes can provide for job opportunities 
and desired public services. In practice, they 
cannot be relied on to assure prosperity for 
small cities. Most people are unwilling to 
make large financial sacrifices to live in small 
cities; they want “ decent" jobs and a normal 
package of public services at “ reasonable" tax 
rates. Over long periods, migration into an 
area will stimulate economic growth,4 but it is 
rare that spontaneous migration alone makes 
an area prosper. Usually migration depends, 
at least in part, on job prospects, and these, in 
turn, depend on how profitable a location is 
for private industry.

A small city may have plenty of clean air, a 
clear blue lake, and friendly citizens — yet be 
an unsuitable factory location. Unless an area 
is so attractive that people will make substan
tial sacrifices to live there, cities grow or 
decline on the basis of their existing competi
tive advantages. The profitability of operating 
a business in any city depends on two factors: 
finding customers for the goods and services 
produced and keeping down the cost of 
production. On net, size works to the disad
vantage of most small towns in both respects.

3Some locations may be at such a disadvantage that 
workers could work for nothing, and it would still be 
uneconomical to operate there.

4For a discussion of the important role population 
growth plays in economic prosperity, see Jerome Stein 
and George Borts, Economic Growth in a Free Market 
(New York: Columbia University Press, 1964).
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Can Small Towns Support Big Business? To
be successful any enterprise must have viable 
markets for its products. Many of the firms in 
any city rely on local residents to buy its 
products. A moderate-size city obviously can
not offer the same market to a business as 
Philadelphia, St. Louis, or Boston. For some 
goods the minimum number of customers 
necessary to support a profitable operation is 
small; almost every town can support a drug 
store, a market, or a service station. Consumer 
services (such as interior decorating and pho
tofinishing) as well as business services (such 
as janitorial contractors and advertising agen
cies) require larger pools of local customers. 
Even middle-size cities might have difficulty 
supporting large wholesaling establishments, 
baking and bottling operations, and legiti
mate theater.5

In short, there are “ threshold” levels of 
demand that must be met to make many 
locally oriented operations successful; small 
markets are beneath the cut-off for many 
products. Since residents must “ import” such 
goods and services from nearby cities, they 
pay higher prices than if local production 
were efficient. Further, goods bought from 
other places create jobs within the supplier's 
area rather than locally.

Conversely, businesses in small cities can 
sometimes rely quite heavily upon customers 
from neighboring regions. These additional 
customers supplement demand from within 
their boundaries and support a larger, health
ier economy than a city itself could sustain. 
When population centers are separated by 
miles of highway, consumers and businesses 
located in the surrounding regions gravitate 
to these centers to buy and sell goods and 
services. Each population center develops 
market areas that it services more efficiently 
than other cities can. Such markets provide 
economic viability for many of the nation's 
metropolitan areas and cities in rural areas.

5An interesting discussion of the size necessary to 
support different types of services is by Otis Duncan et al.,
Metropolis and Region (Baltimore: The John Hopkins 
Press, 1960), pp. 77-79.

Goods intended for national and broad 
regional markets form yet another potential 
source of local jobs. In theory, firms produc
ing these goods could locate anywhere 
because local customers are not a primary 
consideration (only a small proportion of auto 
sales take place in Michigan). Many such 
plants locate in smaller cities and consitute 
the backbone of these local economies.6 This 
is especially true in resource-oriented indus
tries such as mining, forestry, and agricultural 
products. While these industries are impor
tant, areas that are growing in both size and in 
average family earnings usually must also 
attract nonextractive, nationally oriented 
plants. To do so, they must be able to compete 
with large metropolitan areas on the costside 
of the ledger.

Is It Feasible to Produce in Small Cities? A
locale’s ability to attract industry depends on 
many factors totally unrelated to its size. One 
is the beneficial effect of being in a growing 
region. Another is the discovery of a new 
natural resource. A new interstate highway 
near a city can significantly lower that area's 
cost of producing goods for national markets. 
Conversely, a city of any size may suffer 
because it specializes in a product for which 
its competitive advantage has faded. This is 
the case for textile centers in the Northeast 
and areas depending on employment in coal 
mines. Changes in tastes resulting in declining 
markets can affect the business community of 
large and small cities alike.

The economies of small cities are also 
affected by their lack of size. Some factors 
enhance the small city’s status as a site of

industries that sell products to the "outside world” are 
both important to, and a problem for, smaller communi
ties. On the positive side, they typically are one of the 
most important sources of income for local workers; this 
income is often spent in the community itself. If a manu
facturing enterprise locates in a town, it often attracts 
firms that cater to its needs and create more jobs. For 
instance, an automobile plant may attract subcontractors 
both on the production and product distribution sides. 
On the negative side, localities tend to depend on just a 
few such plants. Lack of diversity leaves them vulnerable 
when these plants experience difficulties.
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production. For instance, relatively cheap 
land, lack of congestion, and ease of internal 
transport all make running a business more 
profitable. Unfortunately, smallness has other 
disadvantages. Because local demand is 
limited, plants tend to be smaller in modest- 
size cities. Small plants are less likely to be 
able to take advantage of efficient manage
ment techniques and production methods 
that require large scale operations.7 A pro
ducer in a large city often has the advantage of 
proximity to many plants in the same industry 
— for example, there's usually a garment 
district, a financial district, or food processing 
centers. Where similar firms locate, special
ized business services develop. Legal firms 
know their unique problems, shippers can 
adapt to their needs, and subcontractors 
spring up. In large cities with many firms 
doing the same work, specialized laborforces 
can develop. Small-town plants have few of 
these advantages.

Even if a plant is the only one of its kind in a 
large city, it has certain advantages over a unit 
operating in a small city. Business and finan
cial services are usually more sophisticated 
and extensive in metropolitan areas. Forfirms 
in the retail and wholesale trades in large 
cities, the very concentration of economic 
activity will often mean exposure to addi
tional buyers that would not be attracted to 
isolated, small city establishments. Plants in 
small localities find a less diverse and shal
lower pool of workers from which to draw. 
Finally, larger population centers are gener
ally recognized as the environment where 
new ideas and trends are developed. A firm in 
a small city often lacks exposure to such 
developments and, therefore, is once again at 
a disadvantage.8

7See Hugh O. Nourse, Regional Economics (New York: 
McGraw-Hill Book Company, 1968), p. 87, for a more 
detailed discussion of these advantages that economists 
refer to as “ internal economies of scale.”

8Although the evidence is hardly overwhelming, there 
is reason to believe that most innovations emanate from 
large cities. Once they are proven, it is contended, new 
processes “ filter down” to smaller and more remote 
areas. Two interesting discussions of this process are

Meeting Public Needs. Good public servi
ces are essential to a healthy community. The 
efficiency of delivering services and the qual
ity of local facilities are important in deter
mining the quality of life for citizens. Local 
government operations are also important to 
businesses. Inadequate or costly services will 
put firms at a competitive disadvantage. Thus, 
a key issue is whether small places have any 
disadvantage when it comes to providing 
public services.

As in private production, smallness has its 
pros and cons. Citizens' desires are usually 
more modest in small cities; public museums, 
social services, and extensive park systems are 
more typical of large cities. Moreover, many 
demands are more easily fulfilled. Police pro
tection is less difficult where population is not 
crowded; maintenance is easier when streets 
are less congested.

Conversely, small city governments must 
contend with certain disadvantages. Like bus
iness, large government units are better able 
to take advantage of skilled administrators 
and specialized techniques. Large scale oper
ations can typically use more efficient equip
ment. If a fire truck must be bought to protect 
a few citizens, more people can generally be 
serviced at little additional cost. Likewise, a 
small high school might underutilize a spe
cialized teacher who provides services to a 
few students. In a large unit, specialists could 
be kept busy.

Economists have not definitely proven 
whether the costs of government services 
such as schools, hospitals, police and sewage 
treatment are substantially higher in small 
places. It is generally felt that cities of less than
100,000 population may be less efficient in 
providing most government services; cities 
over that level apparently suffer no great cost

included in Wilbur Thompson, “ Internal and External 
Factors in the Development of Urban Economies,” Issues 
in Urban Economics, Harvey Perloff and Lowdon Wingo, 
Jr., eds. (Baltimore: The John Hopkins Press, 1968), pp. 43- 
62, and William F. Ogburn and Otis D. Duncan, “ City Size 
as a Sociological Variable,” in Contributions to Urban 
Sociology, E. Burgess and D. Bogue, eds. (Chicago: Uni
versity of Chicago Press, 1964), pp. 129-47.
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disadvantage for most functions. As for sew
erage and fire protection, however, some 
studies indicate that costs show moderate 
declines until a city reaches several hundred 
thousand people.9

THE FUTURE OF SMALL CITIES: WHAT CAN 
BE DONE?

Current or prospective difficulties have 
caused many small cities and towns to mobil
ize their resources to attempt to stem the tide 
of economic decline. Policies are drafted to 
attack particular problems. Water and sewer 
systems are built. Roads are constructed. 
Industrial parks are organized and devel
oped. Wharfs and warehouses are con
structed. Local leaders often take out ads in 
periodicals to trumpet their city's virtues or to 
offer tax breaks to new industry.

Such policies can sometimes be useful. This 
is especially true if an otherwise viable town 
has just one or two problems that can, in fact, 
be overcome. Occasionally a town has all the 
advantages businesses need, but market 
information is imperfect and few executives 
know about its merits. However, the competi
tive market works fairly well in the long run, 
and it is rare that such self-development 
policies are effective.10 If a city has remained 
small or has declined, it usually is for reasons 
beyond local control.

9A review of the literature on the economies of scale in 
government services can be obtained from Werner Z. 
Hirsch, The Economics of State and Local Government 
(New York: McGraw-Hill Book Company, 1970), pp. 176- 
83.

10lt is understandable that local civic leaders and busi
nessmen in stagnant small cities would not be happy with 
the market solution to the question of where economic 
activity should take place. Economists also point out 
problems resulting from the way things work out. For 
instance, some argue that when people and plants move 
into large metropolitan areas, they create costs that 
others must bear. As large cities grow (especially during 
periods of rapid growth), congestion and pollution can 
increase dramatically. The costs of the additional prob
lems fall on everyone — not just the new residents. By 
making small places more attractive, migration to large 
cities could be stemmed and such “ social costs” could be 
avoided. Another argument for aiding small cities is that

There Is Always A Bigger Picture. People 
concerned with growth of their city or town 
often fail to realize that local economies do 
not grow in isolation. A locality's economic 
health depends on its relationship with neigh
boring cities. Furthermore, national trends 
help to shape its position in the contest for a 
share of national markets.

Any city is vitally linked to other cities in its 
vicinity with regard to the production of many 
goods and services. Remember that many 
cities — especially in rural areas — are central 
locations to which residents of surrounding 
areas and smaller towns come to conduct 
business. These same cities typically rely upon 
still larger cities for products which can't be 
produced profitably in the smaller locale. 
Such hierarchical relations are typical of many 
activities that create jobs.

While such patterns and relationships 
reflect efficiencies in production, they leave 
small places in an awkward position. Towns 
and cities “ low” on the hierarchical ladder 
become dependent on larger cities. Even if a 
small city could become less reliant on larger 
neighboring cities for goods its citizens buy, it 
still would have to vie with them for busi
nesses that serve national and international 
markets. In addition to disadvantages inher
ent in a small city's size, other factors beyond 
local control will bedevil attempts to improve 
local economic prospects.

For instance, local officials may want to 
diversify their town's economic base. But if its 
only advantage is a skilled labor force in 
textiles, the community is unlikely to attract 
an auto assembly plant. While the local lead
ers may exert pressure to keep an uprofitable 
railroad spur open, the costs of bringing raw 
materials to a city that is geographically iso-

the market solution typically leaves them in an inherently 
unstable position, and they deserve aid on that account. 
As suggested earlier, because a small city is usually 
endowed with only a few industries, its economy is more 
likely to experience ups and downs. Unlike larger cities, 
fluctuations in one section cannot be absorbed by others. 
This vulnerability to extremes of growth and decline can 
be cited as a reason for public policy efforts at diversifica
tion.
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lated may continue to discourage local devel
opment. Even if the oil crisis rekindles the 
demand for coal, a city whose resource base is 
high-sulfur coal may still miss out because of 
environmental regulations. In short, factors 
like investment patterns of the Federal 
Government, the way commerce is regulated, 
what products are in greatest demand nation
ally, and the distribution of natural resources 
influence which places prosper and which do 
not. Since there is not much local leaders can 
do to influence such factors, a city's economic 
fate is largely beyond its control.

A “Balanced National Growth” Policy. The 
frustration of citizens and their representa
tives in watching many small cities and metro
politan areas decline or grow very slowly has 
resulted in proposals for a “ balanced national 
growth” policy.11 Such a policy, of course, 
means different things to different people. 
Most proponents seem to be asking that the 
large geographic areas of the country— 
especially those cities and towns in rural 
areas that have experienced relatively little 
growth in the last 20 years—share more fully 
in the nation's prosperity.

If society decides to strive for “ more 
balanced'' growth, it makes sense that such a 
policy be national in scope. Local develop
ment planning and public investment cer
tainly cannot hurt the local economy.12 How
ever, to be successful such a policy must alter 
the basic competitive forces that have drawn 
private industrial investment from small cities. 
As has been mentioned, many of these forces

1lTypical of new efforts is the Balanced Growth and 
Development Act, introduced by Senator Hubert H. 
Humphrey, which would provide a Federal mechanism 
for long-run national growth planning and consolidate 
existing development programs, procedures, and goals. 
Specific account would be taken of the locational impact 
of all Federal spending. Local planning would also be 
beefed up.

12lf a city does grow and the initial problems of small
ness are overcome, the advantages become self
reinforcing. As it gets bigger, there is more demand for 
business services. The resulting growth means more 
efficient operations for local businesses and more
revenues for government. These improvements foster

are economic trends which have affected the 
nation as a whole or are the result of Federal 
policy.

There are measures that could be used to 
tilt competitive advantage in favor of small 
places. Public works and investments could 
be channeled to small cities on a massive 
scale. Federal regulatory policies could be 
altered to make transportation and communi
cation less expensive for small cities. A bolder 
approach would be a system of taxes on 
business that would favor plants in small 
cities, offsetting their competitive market 
disadvantages.

Any such policy must keep two considera
tions in mind. First, the magnitude of such 
efforts must be substantial enough to offset 
both broad market forces and the inherent 
disadvantages of being small. Programs exist 
now that provide local capital, but they are 
not operating on a magnitude that signifi
cantly alters the way markets work.13 * Second, 
there are costs involved in many such policy 
suggestions. In some cases it makes no eco
nomic difference where an activity is per
formed. If it is just as efficient to locate a 
government research facility in a small city as 
in a large one, it is costless to society to confer 
the benefits on a small town. In other cases, a 
policy to achieve a “ better” geographic pat
tern of economic activity may cause efficiency 
in production to be sacrificed. This means

expansion in manufacturing and other “ export” indus
tries; this growth also yields tax dollars and further 
stimulates demand for services. Increased revenues and 
better government services make private enterprises 
more profitable and attract people to the town. Such 
interaction has led many to suggest that once a city 
reaches a certain size (250,000 population is often men
tioned), it has become large enough to be permanently 
economically viable.

13The Economic Development Administration of the U. 
S. Department of Commerce devotes much of its atten
tion to stimulating long-run economic growth in small 
cities in rural, depressed counties through infrastructure 
investment. The budget of the agency averages only 
about a quarter of a billion dollars a year. Thus, it is 
dwarfed by other government programs and market 
forces that affect regional distribution of economic 
activity.
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valuable resources are lost to society. For 
instance, subsidizing a railroad line to a small 
city may prevent a dying plant from moving to 
a profitable location elsewhere. Unless the 
spur can eventually run at a profit and reim
burse society for the expense of the subsidy, 
the money could have been used to meet 
other social needs.

LOOKING AHEAD

It seems unlikely that a national growth 
policy will be implemented with enough 
force to alter the prospects of small cities and 
metropolitan areas. However, some impor
tant national trends now underway could do 
so. As the nation's population grows, the 
additional people must be housed. Since the 
nation's borders are fixed, Americans must 
look inward for living space. The more rapid 
the growth of population, the more likely that 
people will find their way to small places.14

A second, and more important, trend may 
enhance the future of small places. There are 
indications that an increasing number of peo
ple are choosing lifestyles that emphasize 
small city amenities. For instance, recent evi
dence for the years between 1970 and 1973 
reveals a dramaticshift in population distribu
tion toward small cities. Although the fastest- 
growing areas were adjacent to metropolitan 
areas, small metropolitan areas and isolated 
rural areas grew more rapidly than the nation

14Even if population growth in the U. S. stabilizes, the 
population level would continue to rise because of the 
current mix of population. It is estimated that, even at the 
“ replacement level”  fertility rate of 2.1 children per 
woman, U. S. population will not stabilize until 2037, at a 
level of 275.5 million persons. For a full discussion of the 
issue of population growth, see “ Zero Population 
Growth” in the Monthly Review of the Federal Reserve 
Bank of Richmond, September, 1971, pp. 7-12.

as a whole and at a much faster rate than 
previously.15

If these trends continue and gain momen
tum, the market provides mechanisms that 
can translate them into economic growth for 
small cities and metropolitan areas. The 
changing patterns of population would act as 
a signal to firms as producers and employers. 
It is a good bet that large metropolitan areas 
will not lose many of their economic advan
tages over small cities. But, there is no reason 
why—if more people show interest in small 
cities—they cannot overcome their disadvan
tages and prosper.

Unless such changes take place, many small 
cities will lose their economic viabilitiy and, 
perhaps, cease to exist. Others will remain 
small because they are performing only a 
minor role in the economic system as it is now 
structured. The is nothing "wrong" with such 
a situation. Not all cities can be large and 
growing.

Policies designed to aid economically lag
ging small cities and metropolitan areas must 
recognize such distinctions. Cities need not 
be large or growing to provide adequate jobs 
and incomes for their citizens. Efforts can be 
directed toward increasing the standard of 
living of citizens in small places that show 
signs of economic distress. However, pro
grams that are aimed at making such places 
both “ bigger and better" must be applied 
selectively. Such aid must be grounded on 
economic realities, not on the feeling of local 
citizens that every city has a right to grow. The 
system just does not work that way.

15See Richard L. Forstall, “ Trends in Metropolitan and 
Nonmetropolitan Growth since 1970,” NICF1D Confer
ence on Population Distribution, Baltimore, Maryland. 
Revised, May 1975. J
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A decade after it was withdrawn from circulation, the $2 bill is rejoining the ranks of 
circulating U. S. currency. The public will be able to obtain the new denomination from 
their local commercial banks beginning on April 13, Thomas Jefferson’s birthday.

Although the note is being reintroduced in conjunction with our nation’s Bicentennial 
celebration, it is not solely a commemorative issue. The $2 bill will continue to be printed 
after the celebration is over and will be a permanent part of our nation’s currency.

The design of the new note is consistent with the Bicentennial theme. Featured on the 
face is a portrait of Thomas Jefferson, who also appeared on the last series which was 
discontinued in 1966. The reverse design is completely new: it shows a rendering of The 
Signing o f the Declaration o f Independence based on the painting by John Trumbull. (See 
cover of this Business Review.)

Unlike ten years ago when there were hardly enough “twos” to go around, the new note 
will be supplied in sufficient volume to assure wide availability. The Treasury’s Bureau of 
Engraving and Printing plans to produce 400 million notes annually.

The decision to revive the $2 denomination was made in the interest of economy and 
efficiency. Until now the Treasury has been printing about 1.7 billion $1 notes each year to 
meet the public’s currency needs. This accounts for nearly 60 per cent of the total annual 
volume. By replacing half of the “ones” printed each year with “twos” the Treasury will be 
able to cut down substantially on printing, sorting, maintenance, storage and shipping 
expenses. These savings are expected to approach $7 million a year. Similarly, the Federal 
Reserve System which distributes currency to banks will save about $27 million over the 
next five years.

So, in addition to providing greater convenience to consumers in their everyday 
transactions, use of the $2 denomination offers the unusual opportunity of helping to cut 
government costs.

0 0

The new $2 Federal Reserve Note will have the 
signatures of William E. Simon, Secre
tary of the Treasury, and Francine I. 
Neff, Treasurer of the United States.

As with all currency, the $2 bill will be issued by 
the Federal Reserve System, which will 
supply individual banks throughout the 
country with sufficient quantities to 
meet public demand.

During initial production, an estimated 11 million 
notes are being printed each day. A 
total of 400 million $2 notes will be 
printed annually.

There will not be a “collector’s” or special numis
matic issue of the new note.

The $2 denomination traces its lineage back to 
1776 when it was first issued by the 
Continental Congress as “bills of credit 
for the defense of America.”

Since 1862, it has been issued in various forms as 
Treasury notes, Silver Certificates, 
National Bank currency, and U. S. 
Notes.

The most recent issue of the $2 bill was the 1963 A 
Series U. S. Note featuring Thomas 
Jefferson on the face and Monticello on 
the back. This series was last printed in 
May 1965 and officially discontinued in 
August 1966.

Approximately $135,288,000 in previously issued 
$2 notes are still in the hands of the 
public.
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AVAILABLE UPON REQUEST - ■ •
STUDIES
IN
SELECTIVE
CREDIT
POLICIES

edited by 
I pa Kaminow

James M. O’Brien

Single copy free. Additional copies $2 each. Requests should be addressed 
to Studies in Selective Credit Policies, Department of Research, Federal 
Reserve Bank of Philadelphia, Philadelphia, PA 19105. Checks should be 
made payable to the Federal Reserve Bank of Philadelphia.
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Regional Wrap-up ’75: 
Downturn Ends, 
Recovery Begins

By Howard Keen, Jr.

Residents of the Third Federal Reserve 
District1 were not spared the hard knocks that 
the national economy suffered in 1975. In 
some respects, the regional economy 
slumped even more than the U. S. economy. 
Not all was gloomy, but the bright spots were 
far from blinding. Prices rose at a slower pace 
in the Districtthan in the nation and manufac
turing workers finally experienced a gain in 
real earnings. At the same time, retail sales 
improved. But the big plunge in production 
and employment that hit the District econ
omy early in 1975 was reversed only slowly. 
The total number of jobs in the region 
declined and the construction industry 
remained in the doldrums. Although the 
downturn did bottom out, by year-end the 
pace of further recovery was still a question 
mark and unemployment remained a severe 
problem.

1The Third Federal Reserve District covers the eastern 
two-thirds of Pennsylvania, the nine southern counties of 
New Jersey, and all of Delaware.

INFLATION SLOWS, INCOMES IMPROVE
Developments on the inflation front were 

one of the bright spots of 1975. Few people 
can forget that 1974 was the year of double
digit inflation. Prices of consumer goods in 
the U. S. rose by more than 12 percent.2 But as 
1975 unfolded, soft aggregate demand, 
improved supplies of some commodities, and 
gains in productivity helped put the brakes on 
inflation.

Prices climbed 7.0 percent nationwide, but 
consumers in the region saw a still slower rise 
of 5.8 percent.3 Food prices rose faster here

2Except where noted otherwise, growth rates for 1975 
and other years represent December-to-December 
changes.

3The fact that prices rose at a slower pace in the region 
than nationwide doesn’t mean that the level of prices in 
the District is below the U. S. average. The consumer 
price index can be used to show changes in the level of 
prices, but not the levels themselves. Estimates of house
hold budgets can provide interarea comparisons of price 
levels. For the latest on this see E. B. Branch, “ Urban 
Family Budgets Updated to Autumn 1974,” Monthly 
Labor Review, June 1975, pp. 42-48.
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than the national average, but District resi
dents were less burdened by increases in the 
prices of housing, apparel, transportation and 
fuel and utilities. The advance in consumer 
prices in 1975 was still high by historical stand
ards, but it was a considerable improvement 
over 1973 and 1974.

THE DISTRICT ENJOYED SOME RELIEF 
FROM INFLATION IN '75.

Percent Change

‘ The CPI for the Philadelphia SMSA is taken 
as representative of the Third District.

SOURCE: U. S. Department of Labor.

The lower rate of inflation was a welcomed 
relief to consumers' pocketbooks, and the 
turnaround in earnings as the year progressed 
was an added boon to purchasing power. 
During the early months of 1975 weekly earn
ings in manufacturing fell sharply as the 
reduced pace of economic activity resulted in 
a shorter workweek. As the downturn bot
tomed out and recovery began, earnings 
started to improve as well. Overall, manufac
turing workers across the nation saw their 
weekly earnings grow by 9.5 percent in 1975. 
After adjusting for the rise in prices, this left 
them with 2.3 percent more buying power— 
the first gain in three years.

Workers in this District's manufacturing 
plants shared in the turnaround in real earn-

AND WITH FATTER PAYCHECKS, REAL 
INCOME OF DISTRICT MANUFAC
TURING WORKERS WAS HIGHER . . .

Percent Change
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SOURCE: U. S. Department of Labor and 
state departments of labor and industry.

ings. Average weekly earnings in the District 
grew faster than those in the nation. In addi
tion, local prices climbed at a slower rate than 
the national average. Thus, workers in the 
District enjoyed a bigger boost in real pur
chasing power than the rest of the country. 
Average weekly earnings in manufacturing 
advanced 9.8 percent in the region, and after 
adjusting for inflation, the gain was 3.8 per
cent. Despite this gain in earnings total area 
purchasing power was tempered by declining 
output early in the year and fewer available 
jobs.

OUTPUT: CLIMBING BACK AFTER A BIG 
PLUNGE

The U. S. economy was slumping in late 
1974. The coal industry was slowed by a strike, 
the auto industry was in a depressed state,
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consumer confidence dropped precipitously 
and businesses were faced with an unin
tended build-up of inventories. As 1975 
began, sales sagged further, businessmen 
decided to liquidate their inventories and 
there was additional weakness in housing and 
automobile production. Output took a nose
dive in the first quarter when real GNPfell at 
an annual rate of more than 9 percent or $28 
billion. The downturn bottomed out in the 
second quarter and a recovery started to take 
shape in the third as the rate of inventory 
liquidation slowed substantially and personal 
consumption expenditures picked up. Over
all, real GNP was down 2 percent in 1975.

INDUSTRIAL OUTPUT IN THE DIS
TRICT FELL AGAIN IN 1975.

Construction: Drop in Public Works
Hampers District. The slump that hit the con
struction industry in 1974 continued through 
1975. The overall value of private and public 
construction contracts awarded in the U. S. 
registered a small drop of 3.9 percent. This 
was an improvement over 1974 when this 
measure fell more than 5 percent, but it was 
anemic when compared to the previous three 
years. Construction in the District, on the 
other hand, dropped by more than one- 
third.5

The private sector of the construction 
industry experienced an off year. Despite 
improved availability of mortgage money in 
1975, construction of housing remained in a 
slump. The year began with record high 
inventories of single-family homes and many

Percent Change PRIVATE CONSTRUCTION WAS OFF 
FOR THE SECOND YEAR IN A ROW . . .

Percent Change
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In the District, the drop in industrial activity 
followed a similar pattern as that in the U. S. A 
major indicator of industrial activity in the 
region is the index of electric power con
sumption in manufacturing. This index fell 
during the first two quarters of 1975 and then 
turned back up in the fall. Nevertheless, by 
year-end, this yardstick of local industrial 
activity was off 3.1 percent.4

4Part of this decline may be the result of attempts to 
economize on electricity usage in response to higher 
energy prices.

households were hesitant to undertake major 
financial commitments at a time of high 
unemployment. There was improvement as 
the year unfolded, but for the year as a whole, 
activity was still below 1974 levels. In the U. S. 
the value of residential construction contracts

5The awarding of construction contracts represents the 
beginning of work on a building project. It does not tell 
us, however, how the resulting jobs and income will be 
spread out over the life of the project. As a result, some 
construction activity in any one year may be from con
tracts awarded in previous years.
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AS RESIDENTIAL CONSTRUCTION RE
MAINED IN THE DOLDRUMS.

Percent Change
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declined 6.8 percent, and in the District, the 
drop was 12.2 percent. Nonresidential con
struction declined in both the U. S. and the 
region. The big difference, however, was in 
public works construction.

AND TOTAL CONSTRUCTION PLUM
METED SHARPLY.

Percent Change

SOURCE: F. W. Dodge Division, McGraw-
Hill Information Systems Company.

In the District, public works construction 
accounts for a larger proportion of total con
struction on average than in the U. S. At the 
same time, it is more volatile here than it is 
nationally. Consequently, construction activ
ity in the public sector has a big impact on the 
overall performance of the construction 
industry in the region. In the U. S., growth in 
public works and utilities construction proj
ects helped mitigate the weakness in private 
construction. In the region, however, public 
works construction fell 60 percent which 
exacerbated the weakness in private con
struction.6

6For a discussion of the current and projected develop
ments in the construction industry in the metropolitan 
Philadelphia region see Focus, November 26, 1975, p. 
35ff.
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FEWER JOBS IN THE REGION

Sagging sales coupled with high levels of 
inventories in early 75 meant a reduced need 
for production. This, in turn, was translated 
into a reduced need for workers, and employ
ment fell sharply in the beginning of theyear. 
In the U. S., for example, there were almost a 
million fewer jobs available in March than 
there were just three months earlier. From

BOTH THE NATION AND THE THIRD 
DISTRICT LOST MANUFACTURING 
JOBS IN 1975.

Percent Change
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state departments of labor and industry.

March on, however, there was steady but 
slow growth in employment so that by 
December total employment was 0.4 percent 
above its level of year-end 74. Jobs in manu
facturing actually declined in 1975 by more 
than 3 percent.

In the District, workers fared worse than 
their nationwide counterparts. Manufactur
ing employment dropped in line with the 
national average, but job opportunities in the 
region were poorer in such fields as wholesale 
and retail trade, services and government 
employment. On balance, total employment

BUT, OVERALL THE NATION REGIS
TERED A SMALL JOB GAIN WHILE THE 
TRI-STATE AREA FARED WORSE . . .

Percent Change

‘ There is currently disagreement between 
the New Jersey Department of Labor and In
dustry and the U. S. Department of Labor over 
the appropriate methodology for estimating 
labor force, employment and unemployment. 
New Jersey figures used here are those esti
mated by the state-preferred method. For a 
discussion of this issue see the September 4, 
1974 issue of New Jersey Economic Indicators.

SOURCE: U. S. Department of Labor and
state departments of labor and industry.

here was down for. the year while nationally it 
was up slightly.

While total employment in the U. S. regis
tered a small gain (0.4 percent) over 1974, the 
number of people seeking work grew more 
(1.6 percent). In the early part of 1975, dwin
dling jobs along with a growing labor force 
combined to push the unemployment rate up 
sharply — from 7.2 percent in December 1974 
to 8.9 percent in May. As job growth picked 
up, the rate began to come down slowly, but 
by December it was still at 8.3 percent.

In the District, 1975 began with a higher 
proportion of the labor force unemployed 
than in the rest of the U. S. During 1975, the 
number of people seeking employment held 
steady, but with fewer jobs available, the 
regional unemployment rate was pushed 
upward. By December the proportion of the
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PUSHING THE AREA UNEMPLOY
MENT RATE UPWARD AND KEEPING 
IT ABOVE THE U. S. AVERAGE.

Percent (Annual Average)

1973 1974 1975

*See note concerning New Jersey figures on 
previous chart.

SOURCE: U. S. Department of Labor and
state departments of labor and industry.

regional labor force out of work remained 
above the U. S. average.7

7The Federal Reserve Bank of Philadelphia is in the 
process of revising this regional data on total employ
ment and labor force size. While encompassing a larger 
geographic area than the Third District, state data on total 
employment and the unemployment rate are presented 
in place of District figures.

RETAILING: NOT BOOMING, BUT BETTER

In the fall of 1974 retail sales in the U. S. 
began to slip as real spendable income 
declined and more workers were added to 
the unemployment lines. For that year as a 
whole, retail sales at department stores grew 7 
percent. But prices climbed at a faster clip and 
unit sales declined. Thanks in part to the boost 
in real spendable income from Federal 
income tax rebates along with some nonre
curring social security bonuses, retail sales 
began to recover in 1975. To be sure, high 
unemployment and general uncertainty 
about the recovery in the economy were a

THE RETAIL SECTOR GENERALLY EXPERIENCED GAINS 
OVER 1974.

Percent Change

‘ First 11 months of 1975 compared to first 11 months of 1974. 
SOURCE: U. S. Department of Commerce.
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shackle on sales. Nevertheless, there was 
progress in 1975.

Based on the first eleven months of the 
year, retail sales at department stores in the 
U. S. were 7 percent above the same period in 
1974. After adjusting for price increases this 
translates into a level of unit sales that is about 
even with the level in 1974. In short, depart
ment store sales last year were on their way 
back from the beating they had taken in 1974.

In a like manner, retail sales at department 
stores in the region improved in 1975. Except 
for Lancaster and Philadelphia, dollar sales 
grew at a faster rate than in ‘74. After remov
ing the effects of inflation, department stores 
in all major SMSAs including Lancaster and 
Philadelphia fared better in 1975 in unitsales.8

CREDIT DEMANDS SLACKEN, BANKERS 
BUILD LIQUIDITY

Unlike 1974 when banks faced burgeoning 
demands for loans, the weakness in the econ
omy in 1975 resulted in reduced demands for 
bank credit. Substantial liquidation of inven
tories lowered the needs of businesses for 
short-term financing. At the same time, 
corporations raised large amounts of cash 
through long-term debt and equity issues and 
used part of the proceeds to repay short-term 
borrowings from commercial banks.9 Nation
ally, bank loans made by Federal Reserve 
member banks fell 3.4 percent during 1975 
and loans at members banks in the region 
dropped by 1.0 percent.

While loan demand sagged, the relatively 
restrictive lending policies adopted by banks

8When firm figures for December 1975 are available, 
retail sales may show an even larger improvement for the 
year. Available information suggests that retailers had a 
strong Christmas season.

9See, “ Financial Developments in the Second Quarter 
of 1975/’ Federal Reserve Bulletin, September 1975, pp.
539-545.

in 1974 continued to some degree. Instead of 
aggressively making concessions in order to 
stimulate loan volume, banks took advantage 
of weakened demands for credit to rebuild 
their liquidity by increasing their holdings of 
U. S. government securities. Investments by 
all member banks grew by 17.2 percent in 
1975, and member banks in the District 
increased their holdings by more than 13 
percent.10

LOANS OUTSTANDING FELL, AND 
BANKS INCREASED THEIR INVEST
MENTS.

INVESTMENTS: ALL MEMBER BANKS
20 — s10 1 n > ^  i—i  i—i
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BUSTLING BUSINESS FOR BICENTENNIAL?
In short, 1975 was a year of severe curtail

ment in economic activity followed by some

10lnvestments consist primarily of securities of the U. S. 
Treasury, other U. S. Government agencies and corpora
tions, and obligations of states and subdivisions.
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recovery. But while the fall was sure and swift, 
the climb back has been slow and uneven. On 
the plus side, department store sales in the 
region made creditable improvement over 
1974, and slower rising prices here made 
economic life a bit easier. In addition, real 
earnings (in manufacturing) advanced for the 
first time since 1972. But in terms of output 
and employment, the area economy had by 
no means fully recovered from the downturn. 
At the end of 1975, measures of output and 
employment were still below year-end 74

levels. The decline in the total number of 
available jobs in the District economy 
resulted in unemployment for a substantial 
proportion of the regional labor force.

With idle productive capacity and with 
inventories pared down from earlier in the 
year, any pickup in business should eventu
ally be translated into gains in production and 
employment. And according to area busi
nessmen, the prospects for such expansion in 
the regional economy during the Bicenten
nial year are bright. (See Box.)

BOX

THIRD DISTRICT BUSINESSMEN ASSESS ’76

The Federal Reserve Bank of Philadelphia conducts a monthly business outlook survey. 
This survey is designed to gain insight into prospective economic conditions in the Third 
Federal Reserve District, an area that includes the eastern two-thirds of Pennsylvania, the 
southern half of New Jersey, and Delaware. Executives of manufacturing firms with 500 or 
more employees are polled regarding their readings of local business activity.

Since its inception at the request of the regional business community almost eight years 
ago, the Business Outlook Survey has become a useful source of economic intelligence 
both for business and public policymakers. Copies of the monthly summary of the 
Outlook Survey may be obtained by writing to Research Department, Federal Reserve 
Bank of Philadelphia, P. O. Box 66, Philadelphia, PA 19105.

O U T LO O K  FO R 1976

Area executives, responding to the December “ Business Outlook Survey,”  are optimis
tic about business prospects during the first half of 1976. Seventy percent of the 
businessmen surveyed see a higher level of economic activity in the next six months. 
Almost three out of four respondents expect their new orders to be higher by mid-year 
and a third anticipate a build-up of inventories. At the same time half of the manufactur
ers polled plan to hire additional employees. Along with the pickup in economic activity, 
area manufacturers are looking for higher prices. A little more than 90 percent of those 
surveyed expect to be paying more for their supplies by summer while 74 percent 
anticipate higher price tags for the products they sell.

In short, Third District businessmen expect expanding output and employment in the 
region at least through the first half of 1976. At the same time, they anticipate higher prices 
to accompany the recovery.
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RESEARCH PAPERS AVAILABLE

The Philadelphia Fed's Research Department occasionally publishes RESEARCH 
PAPERS dealing with a wide range of banking and economic issues. Most of these papers 
are of a highly technical nature and for the professional researcher.

•  Intradistrict Distribution of School Resources to the Disadvantaged: Evidence for the 
Courts, Philadelphia School Project, by Anita A. Summers and Barbara L. Wolfe

• Branching Restrictions and Commercial-Bank Costs by Donald J. Mullineaux
• Economies of Scale of Financial Institutions by Donald J. Mullineaux
• Required Reserve Ratios, Policy Instruments, and Money Stock Control by Ira 

Kaminow
• The Information Value of Demand Equation Residuals: A Further Analysis by James 

M. O'Brien
• Equality of Educational Opportunity Quantified: A Production Function Approach, 

Philadelphia School Project, by Anita A. Summers and Barbara L. Wolfe
• Pennsylvania Bank Merger Survey: Summary of Results by Cynthia A. Glassman
• Manual on Procedure for Using Census Data to Estimate Block Income, Philadelphia 

School Project, by Anita A. Summers and Barbara L. Wolfe.
•  Block Income Estimates, City of Philadelphia: 1960 and 1970, Philadelphia School 

Project, by Anita A. Summers and Barbara L. Wolfe
• Optimal Capital Standards for the Banking Industry by Anthony M. Santomero and 

Ronald D. Watson
• A Unified Model of Consumption, Labor Supply, and Job Search by John J. Seater
• Utility Maximization, Aggregate Labor Force Behavior, and the Phillips Curve by 

John J. Seater
• Economies of Scale and Organizational Efficiency in Banking: A Profit-Function 

Approach by Donald J. Mullineaux
• On the Role of Transaction Costs and the Rates of Return on the Demand Deposit 

Decision by Anthony M. Santomero
• Spectral Estimation of Dynamic Econometric Models with Serially Correlated Errors 

by Nariman Behravesh
• Empirical Properties of Foreign Exchange Rates under Fixed and Floating Rate 

Regimes by Janice Moulton Westerfield
Copies of these are available from the Department of Research, Federal Reserve Bank 

of Philadelphia, Philadelphia PA 19105.
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