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The Note Issue Function of . .  .

GENTRAL BANKS

This discussion o f  the note issue function, ivith special reference to the Fed
eral Reserve System, is the second in a series o f  articles on central banks.

The function of issu ing bank notes is alm ost un i
versa l w ith  central banks. In most cases the banks 
have had th is p riv ilege from the b eg inn ing ; indeed, 
in m any instances the p rim ary  purpose of estab lish
ing the bank w as to provide a paper money issue, 
and often the term  “bank of issue” was used synony
m ously w ith  “central bank.” One scholar has stated 
that “The p rim ary  definition of central banking is a 
banking system  in which a single bank has either a 
complete or a res id uary  monopoly of the note issue .” 

The im portance of the note issue function has 
varied  g rea tly  over tim e and am ong countries. It is 
a  m ajo r function of v ir tu a lly  a ll central banks since 
their notes m ake up a very  large  part of the c ircu la t
ing currency. It is the dominant function in those 
countries where the note issue is the dynam ic or 
determ in ing element in the total money supply. In 
the more advanced countries of the W estern  W orld , 
however, demand deposits m ake up the bulk of the 
money supply and are the medium through which 
most changes in that supply are brought about. The 
note issue function is correspondingly less im portant 
in such countries.

DEVELOPMENT OF BANK NOTES The modern bank 
note had its beginn ing in the seventeenth cen tury at 
about the same tim e the earliest central banks were 
being established. In the more densely populated 
and econom ically advanced countries, use of the notes 
spread rap id ly  because paper offered obvious advan
tages over the heavy and bulky coins of the day. 
A nd, of course, banks promoted the trend since 
assets acquired by the issue of notes w ere the m ajo r 
source of their profits.

E arly  bank notes often ran into competition from 
another form of paper m oney— treasu ry  notes issued 
by governm ents. Such governm ent issues proved 
to be a  convenient substitute for taxation  and w ere 
usua lly  made by governm ents in p ressing  need of 
funds. The size of the issues bore no relationship 
to the economy’s m onetary requirem ents, but rather 
depended on the size of the issu ing governm ents’ 
deficits. M onetary students soon noted two im por
tant d isadvantages of such money. F irs t, the issues 
seldom reduced the governm ents’ deficits. Instead, 
by d riv ing  up the prices of the th ings the govern
m ents bought they tended to perpetuate the deficits, 
thereby requ iring  further issues, which frequently 
led to an in flationary sp iral. Second, such issues 
were not “elastic” ; that is, they contained no features 
which caused them to expand when the m onetary 
needs of the economy rose or to contract when those 
needs declined.

On the con trary , under a properly regu lated  sys
tem, bank notes w ere paid out only when there w as 
a  demand for them— when the economy required 
more money. If requirem ents declined, the notes 
w ere brought back to the issu ing  bank for redemption 
or for use in repay ing  bank loans. In either case the 
notes w ere retired  from circulation  for the tim e being.

O ver the years  repeated instances of inflation 
caused a loss of confidence in treasu ry-issued  paper 
m oney and a realization  that a  w ell-regu lated  system  
of bank note issue provided a superior m onetary a r 
rangem ent. S low ly  and in various w ays system s of 
bank note issues came to replace, at least in large 
part, trea su ry  paper issues.
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DEFECTS OF COMMERCIAL BANK NOTES The a r 
rangem ents under which banks came to issue notes 
developed d ifferently in different countries. In some 
there w as no central bank for a  long tim e and notes 
were issued so lely by com mercial banks. W here 
central banks had been established, they u sua lly  had 
110 monopoly of the note issue but rather issued 
notes which competed w ith  those of com mercial 
banks.

M any difficulties and problems developed w ith note 
issues by com mercial banks. W ithout adequate reg 
ulation, some banks abused the issue p riv ilege , over
issued notes, and failed. Even when the notes w ere 
redeem able a t par by the issu ing bank, they some
times fell to a  sign ificant discount at d istant points 
if there w ere no arrangem ents for redem ption at 
convenient locations. T h is w as quite im portant in 
large  countries, especially those w ith inadequate com
m unication and transportation facilities, because it 
resu lted in v a ry in g  values for different components 
of the money supply. F urther, the notes frequently 
w ere not uniform  as to size, shape, color, or quality  
of p rin ting  or engraving. These differences often 
encouraged counterfeiting which sometimes became 
a m ajo r problem. M oreover, system s of com mercial 
bank note issues failed to provide for “em ergency 
e las tic ity” ; that is, arrangem ents for suspending for 
short periods of tim e the norm al regulation govern
ing note issues to allow  la rg e r amounts to be issued 
to m eet public dem ands caused by panics or other 
abnorm al situations. Long and painful experience 
has shown that such arrangem ents are  essential, 
especially  if there is less than complete confidence in 
the banking system .

F in a lly , as the theory and practice of central bank
ing developed another problem em erged. The ab ility  
of a  central bank to control the total money supply 
(in c lud ing  demand deposits) depends in part on the 
supply of coin and currency, which includes note 
issues. W hen a large  part of the currency supply 
is m ade up of com m ercial bank notes, that supply is 
subject to e rra tic  and unpredictable fluctuation de
pending on actions taken by the banks and whim s 
of the public resu lting  from changes in confidence or 
other factors. Thus, the use of com m ercial bank 
notes com plicated the principal task  of central banks.

WHY A CENTRAL BANK M ON OPOLY? The d is
advantages described above can, in large  m easure, 
be overcome by g iv ing  the central bank a monopoly 
of the note issue. The central bank w ill not fail, so 
note holders w ill not lose for that reason. In add i
tion, the notes are u su a lly  m ade legal tender and 
guaran teed  by the national governm ent. The best 
facilities and w orkm anship availab le are used in 
p rin ting  and engrav ing  the notes so that counterfeit
ing is d iscouraged. If redem ption is perm itted and 
is significant, redem ption points are established at 
various places so that the notes do not go to a  d is
count because of distance. E m ergency e lastic ity  is 
provided because the central bank can safely be en
trusted  w ith the power to suspend norm al regu lations 
for lim ited periods of time. The power to control 
the note issue, even though incomplete, sim plifies the 
central bank’s task  of contro lling the whole money 
supply. F in a lly , since the note issue is the source 
of large  profits, which come from the exercise of one 
of the sovereign powers of governm ent, it is g enera lly
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believed that it should be concentrated in one o rgan i
zation not operated for profit and closely supervised 
by the governm ent so that the bulk of the profits can 
more eas ily  be recouped by the government.

The desirab ility  of concentrating the note issue in 
the central bank came to be realized slow ly, m ostly 
during  the nineteenth century. B ut accom plishing 
that step w as not an easy m atter. The com mercial 
banks w anted very  much to retain  the righ t to issue 
notes, both because of the profit it conferred and be
cause of the p restige it carried . T he process of 
transferring  the note issue power w as long and in
volved. One method w as to deny the note issue to 
new com m ercial banks and allow  the central bank 
to assum e any issue powers possessed by banks 
which went out of existence.

THE UNITED STATES EXPERIENCE In the U nited 
S tates com m ercial banks issued notes until 1935. 
The F irst and Second Banks of the U nited S tates, 
which functioned to some extent as central banks, 
issued notes along w ith  state-chartered  banks. From  
the end of the Second U nited States Bank (1 836 ) 
until the C ivil W ar , state bank notes w ere the only 
paper money in the country. W h ile  some states 
devised safe and sound system s of note issue, m any 
states w ere lax  in their regulation  and m any banks 
abused the note issue p riv ilege , causing losses to the 
public.

In 1863 the N ational B anking System  was estab
lished, provid ing for a safe and uniform bank note 
issue under F edera l supervision and secured by the 
pledge of certa in  U nited  States Government bonds 
which had the “circu lation  p riv ilege .” A  F ederal 
tax  on state bank notes first levied in 1865 soon 
drove them out of ex istence, leav ing the note issue 
so lely to national banks. The only other form of

paper money then in circu lation  was the U nited 
S tates note ( “G reenback” ) but the gold certificate 
and silver certificate w ere added a  little  later.

N ational bank notes represented a  g rea t im prove
ment in that they w ere uniform  and safe. T hey w ere 
g rea tly  lack ing, however, in e lastic ity , both o rd inary  
and em ergency. T h is, along w ith  other defects in 
the system , w as p rim arily  responsible for the re 
cu rrin g  money panics which scourged the country 
from 1870 until 1907. Those panics did much to 
stim ulate the reform  movement which culm inated in 
the estab lishm ent of the F edera l R eserve System  in 
1913.

F edera l R eserve B anks issued notes from the be
g inn ing, and it w as expected that those notes would 
soon displace national bank notes. P rovisions w ere 
made w hereby national banks could retire  their notes 
easily  w ithout loss, but they w ere not requ ired  to do 
so and few did. In fact, in 1932, when the R eserve 
Banks w ere experiencing difficulty in m eeting the 
great demand for currency caused by w idespread 
bank failu res, national banks w ere allow ed to in 
crease their note issue substan tia lly  for a  short time. 
O nly a few banks took advantage of the law' and the 
increase in notes w as modest. Sh o rtly  afterw ards 
the regu lations govern ing the issue of F edera l R e
serve notes wrere liberalized  so that R eserve Banks 
could meet the currency need. In 1935 a ll U nited 
S tates bonds w ith  the “circu lation  p riv ilege” w ere 
retired  and national banks ceased issu ing  notes. S ince 
then the notes have been g rad u a lly  retired  and nowT 
F ederal R eserve B anks have a monopoly of the issue 
of bank notes.

REGULATION AND COLLATERAL In the past the 
most im portant features of a system  of bank note 
issue w ere provisions setting the m axim um  amount
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that could be issued, in suring  the security  or value 
of the notes, and g iv in g  e lastic ity  to the issue. W here  
notes constitute the largest and most dynam ic part of 
the money supply, those provisions are still of m ajo r 
importance. A lso, in countries which m ainta in  any 
form of the gold standard  it is genera lly  considered 
necessary to requ ire some reserve against notes in 
the form of gold or gold certificates, or, in m any 
countries, foreign exchange assets.

METHODS OF LIMITING VOLUME V arious methods 
or devices, together writh modifications and com bina
tions of them, are em ployed to lim it the m axim um  
amount of notes which m ay be issued.

In m any gold-standard  countries it is custom ary 
to requ ire a  m inim um  reserve in the form of gold or 
gold certificates. The rem ain ing co llateral m ay be 
in the form of discounted paper, governm ent bonds, 
or genera l assets of the bank. The gold reserve re 
quirem ent sets a lim it to the total am ount of notes 
which m ay be issued.

Another method, long used in England, is to pro
vide for a lim ited “fiduc iary” issue of notes secured 
by governm ent bonds and to require that a ll notes 
beyond that be fu lly  backed by gold. T hat system  
w as quite inelastic and is not used anyw here today.

S till another method is to requ ire that the notes 
be secured by certain  specific issues of governm ent 
bonds which are lim ited in amount. T h is method 
w as used in p art to lim it the volume of national bank 
notes in th is country.

A  w idely  used method of control is for the govern
ment to prescribe a  m axim um  amount of notes which 
m ay be outstanding. The government, of course, is 
free to raise  or low er that m axim um  from tim e to 
tim e as it sees fit.

F in a lly , reserve and co llateral requirem ents m ay

be abolished or indefin itely suspended, leav ing the 
notes subject to the same regulation  as the deposits 
or other liab ilities of the bank. T h is m eans that the 
amount of notes outstanding is left to the discretion 
of the central bank or, more lik e ly , to the autom atic 
operation of the banking system  as explained below. 
T h is situation prevails in m any countries of the 
w orld today.

SECURITY AND REDEEMABILITY PROVISIONS M ost 
bank notes are now issued by central banks, and 
there are few problems in in su ring  the ir security  
since a  governm ent cannot allow  its central bank to 
fail or to default on its obligations. In fact, in most 
countries it m ight be said  that there can be no prob
lem of security  or redem ption since no m eaningful 
redem ption is allowed and the central bank note is 
in practice the u ltim ate form of money.

U su a lly  various forms of co llateral are pledged to 
secure the notes. If no specific assets are so pledged, 
note holders have a  claim  again st the general assets 
of the bank, and m ay have a p referred  status, ahead 
of depositors. F urther, the security  of central bank
notes ( in  term s of the coun try ’s m onetary un it) is 
further assured  by the fact that they are usua lly  made 
legal tender and are guaran teed  by the national gov
ernm ent. W here necessary, the m aintenance of the 
notes a t a  uniform  value throughout the country is 
assured  by the establishm ent of a num ber of redem p
tion centers.

THE FEDERAL RESERVE NOTE The F ederal R eserve 
note was designed to add “autom atic e la s tic ity” to 
the uniform ity and safety which had characterized 
the national bank note. T h is w as to be accomplished 
by requ iring  “elig ib le p aper” as the principal form

(Continued on page 8)
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