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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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A nation's most important economic resource is its m anpower. Thus, in estimating the 
country's output of goods and services, forecasters consider the nation's m anpower potential, 
in numbers and in composition. In 1961, "consumer" purchases were 65% of gross national 
product and "compensation of employees" accounted for 70% of national income. On both 
the expenditure and receipt side of the nation's economic accounts, therefore, the labor force 
is the most dominant factor.

Information on the utilization and characteristics of the nation's human resources is 
availab le  from three main sources—a household survey on the status of the labor force, a 
survey of nonfarm business establishments, and the official records of unemployment insur- 
ance programs. The three series are complementary, but proper interpretation of the store­
house of employment statistics requires an understanding of the definitions and methods 
used in compiling each series.

This article will discuss prim arily the series as related to the employed; the other side 
of the coin—the unemployed—will be the subject of the next article in this series.

STATUS OF THE LABOR FORCE In the monthly survey of a sample of households, each in­
dividual, 14 years of age and over, is classified as employed, unemployed, or not in the 
labor force  according to his "activity" during the week of the survey. Strict criteria are  
used by the interviewer in classifying each individual into one of these three groups. Suf­
ficient detail, however, is published to permit an analyst to construct an alternative classifica-

CHARACTERISTICS OF THE EMPLOYED, 1961
(Average of Monthly Figures)

Employed Persons 14 Years of Age and Over

By Sex Hours Worked By Class

Employees on Payrolls at Nonfarm  
Establishments

Millions 

60

40

20

j------------- j

Female
1 -34 :

Male ” *  i j

41 and | 
over , j

Unpaid Family 
Workers

Self Employed

Wage and Salary 
Workers

By Industry Hours Weekly
Per Week Earnings

Contract Construction 36.8 $117.37

Trade 38.8 72.84

Manufacturing 39.8 92.34

_ — — —. Durables 40.2 100.10
Nondurables 39.3 82.92

Other**

*With a job but not at work.
**lncludes employees in mining (667); transportation and public utilities (3,923); government (8,831); finance, insurance, and real 
estate (2,748); and services and miscellaneous (7,514).
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tion to meet his special needs. Persons in institutions—hospitals, 
prisons, and the like—are entirely excluded from the series.

The sum of the employed and the unemployed comprise the 
civilian labor force. An estimate of the total labor force is ob­
tained by adding the number of persons in the Armed Forces, re­
gardless of where stationed, to the civilian labor force estimate. 
Students, housewives, retired or disabled persons, those doing less 
than 15 hours of unpaid fam ily work, and the voluntarily idle are 
classified as not in the labor force  by the household interviewer.

TOTAL EMPLOYMENT DEFINED In the household survey, persons 
are considered employed if during the survey week they were "at 
work"—received pay or worked without pay at least 15 hours on a 
fam ily farm  or business—or were "with a job but not at work" for 
temporary reasons such as bad weather, industrial disputes, vaca­
tions, or illnesses.

TOTAL EMPLOYMENT DESCRIBED The household survey develops 
a mass of detail on the employed. For exam ple, separate figures 
are published for agricultural and for nonagricultural workers, by 
sex, color, marital status, age, class of worker, and hours worked. 
Personal characteristics of those "not in the labor force" are also 
collected, thus giving the labor market analysts some indication of 
the nation's "labor reserve."

For nonfarm workers employed "part-time"—working less than 
35 hours a w eek—separate figures are given for those who usually 
work part-time and those who ordinarily work full-time on their 
present jobs. For each category, those employed part-time for 
purely economic reasons are reported separately. The survey also 
supplies information on the occupations of workers, such as profes­
sionals, clerical workers, and carpenters. Only limited statistics are 
availab le  by industry groups and geographical areas.

ESTABLISHMENT SURVEY For detail on industry classification and 
geographical location of the employed, the analyst uses the statistics 
derived from nonfarm establishment payroll records. The payroll 
survey also furnishes aggregate statistics on average weekly hours 
worked and gross earnings of production and nonsupervisory em­
ployees for individual industries. Statistics on manufacturing in­
dustries include labor turnover rates—total accessions, new hires, 
total separations, quits, and layoffs.

EMPLOYMENT SERIES COMPARED Payroll employment data differ 
in amount and concept from the nonagricultural employment fig­
ures obtained from the more inclusive household survey. The latter 
survey includes the self-employed, private household workers, un­
paid fam ily workers (working at least 15 hours a week), and indi­
viduals "with a job but not at work," whether paid or not. The 
establishment survey relates only to w age and salary workers, full- 
or part-time, who received pay during the survey payroll period. 
Also, each individual is counted only once in the household survey, 
w hereas in establishment records a multiple jobholder is counted 
each time his name appears on a payroll.

SEASONAL ADJUSTMENT Major components of both the house­
hold and the establishment surveys are adjusted for seasonal va ria ­
tion. For the employment figures in the labor force series, separate  
seasonal factors are computed for the total, by sex, age group, 
and type (agricultural and nonagricultural worker) and for each 
type of worker, by sex. In the nonfarm establishment survey, 
seasonally adjusted figures are given for the number of employees 
and average w eekly hours of production workers by industry divi­
sion and for selected industrial groups.
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The Note Issue Function o f . . . Central Banks

(Continued from page 5)

of co llateral. E ligib le paper represents p rim arily  
short-term  business loans which com mercial banks 
m ake to their custom ers. The theory w as that when 
there w as need for more money com mercial banks 
would m ake more such loans and would, in turn , 
rediscount more of the paper with F ederal R eserve 
Banks, which would then have the necessary col­
la tera l to enable them to issue more F ederal R eserve 
notes. W hen  the need for money declined the re ­
verse would happen.

O rig in a lly , there w as a  reserve requirem ent of 
40%  in gold plus a  co llateral requirem ent of 100% 
in the form of elig ib le paper. T h is w as soon changed, 
however, to a  minimum of 40%  in gold and the re­
mainder in elig ib le paper, which perm itted com bina­
tions of co llateral includ ing 60% , 80% , or even 
100% in gold. A lso, changes w ere m ade which 
allow ed co llateral other than elig ib le paper to be 
pledged, but until 1932 U nited  States obligations 
could not be so used.

W ith  the onset of the G reat Depression after 1929, 
com m ercial banks held less and less elig ib le paper, 
and the am ount of such paper held by R eserve Banks 
declined. A t the same tim e, w idespread bank failures 
caused depositors to convert more and more of their 
deposits into currency. W hen  the R eserve Banks 
bought U nited  States obligations in the open m arket 
in an effort to ease credit, the rediscounting of elig ib le 
paper declined further. The Reserve B anks had

p lenty of gold and the ratio  of gold to notes outstand­
ing rose to a ve ry  high level. A  severe cris is  de­
veloped, however, when substantia l am ounts of gold 
left the country after E ngland suspended the gold 
standard  in 1931. The demand for currency con­
tinued to grow  and the R eserve Banks had difficulty 
m eeting it, not because of a  shortage of gold but be­
cause of a  deficiency of other co llateral, since their 
chief earn ing asset— U nited S tates obligations— 
could not be pledged as co llateral for the notes.

To relieve th is situation  Congress first perm itted 
a  tem porary increase in national bank notes as noted 
above. W hen this proved ineffective, the R eserve 
Banks w ere perm itted, in 1932, to pledge U nited  
S tates obligations as co llateral. D uring most of the 
period since that tim e, Government obligations have 
constituted the principal co llateral for notes.

D uring W orld  W a r  II the gold certificate reserve 
requirem ent w as reduced from 40%  to 25% . A t 
present the reserve held behind n early  $30 billion of 
F edera l R eserve notes is composed of approxim ately  
$ 8  billion of gold certificates and over $23 billion of 
U nited States obligations.

In this w ay the o rig inal theory of autom atic e las­
tic ity  in the note issue w as tested, found w anting, 
and abandoned. A utom atic e lastic ity  is now pro­
vided in another w ay.

AUTOMATIC ELASTICITY TODAY It is ax iom atic  to ­
day that provisions m ust be m ade to allow  holders of

COMPOSITION OF THE UNITED STATES PAPER MONEY SUPPLY

$2.3 Bil. $4.0 Bil. $29.9 Bil.

□
□
■

State Bank Notes 

United States Notes 

Silver Certificates 

National Bank Notes 

Gold Certificates 

Federal Reserve Notes

1860 1910 1925 1961
Note: Amounts less than 1% are not shown. Data are for midyear.
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demand deposits to convert those deposits into cu r­
rency in any amounts they w ish. It could not prop­
erly  be otherw ise. If depositors feared that they 
m ight not be able to convert, large  numbers of them 
would im m ediately demand conversion. If the cu r­
rency w ere not availab le, there would be a  panic and 
the financial system  would be paralyzed.

T oday most central banks are in a  position to meet 
any probable demand for currency, either because 
there is no lim it on the note issue or because the 
banks have the au thority  to suspend any such lim it 
tem porarily . If neither of those situations ex ists , it 
is quite lik e ly  that, in an em ergency, the national 
governm ent would act qu ick ly  to enact the necessary 
legislation.

In genera l, it is safe to have such arrangem ents 
because, in the more advanced countries of the world, 
demand deposits are  the dom inant form of m oney and 
the demand for currency is closely related to and 
derived from those deposits. Given proper regu la ­
tion and control of demand deposits, the am ount of 
bank notes in circu lation  can safely be allowed to 
find its own level w ithout elaborate regu lation  as to 
lim its and co llateral. On the contrary, it is not 
feasible, in a  modern economy, to regu late the total 
money supply by strict regulation  of the note issue. 
A s one au thority  has expressed  it, . . the law  was 
clutch ing at a slippery eel when it sought to app ly a 
ru le  of thum b to the m onetary situation by regu la t­
ing the issue of bank notes alone.”

EFFECTS OF A LARGE INCREASE IN NOTES To
some it m ight appear that indefinite or nonexistent 
lim itations on bank notes could be in flationary by 
perm itting  a  large  increase in their issue. Is this 
a rea l d an ger?  On the con trary , it is probable that 
under present conditions a  la rge  increase in central 
bank notes would be deflationary for twro p rim ary  
reasons. F irs t, the notes can be obtained only by 
surrendering  dem and deposits, thus exchanging one 
form of money for another and leav ing the total 
money supply unchanged a t the moment. The rea­
son for such a conversion presum ably would be some 
uncerta in ty or lack of confidence causing the depositor 
to w ant to have in his possession the u ltim ate m eans 
of paym ent. H e would not w ant currency for the 
purpose of m aking an im m ediate paym ent or pu r­
chase ; he could do that w ith a  check. In short, he 
would w ant the notes so that he could hoard them, 
which w'ould be deflationary.

Secondly, a  sharp increase in notes would g rea tly  
reduce bank reserves. Suppose notes increased by 
$3 billion. Com m ercial banks would have to obtain 
them by d raw ing  down their reserves at the central

COLLATERAL FOR FEDERAL RESERVE NOTES

■ Gold and I I Eligible I I U. S. Govt.
Gold Cert. Paper I---- 1 Securities

o/o (Billions of Dollars at Year End)
Total 0.3 4.1 2.7 3.0 6.4 31.3

1916 1920 1928 1931 1940 1961
Note: Amounts less than 1% are not shown.

banks by approxim ately  that same am ount. The re ­
qu ired  reserves of the com mercial bank would also 
be reduced but by only about one-sixth  as much. 
T h is would leave a large  reserve deficiency which 
could be elim inated only by the central bank creat­
ing new reserves through open m arket purchases or 
red iscounting or by the com m ercial banks reducing 
their deposits by several times the am ount of the in ­
crease in notes. The la tter would be very  deflation­
a ry  and the form er would happen only to the extent 
that the central bank considered it sound to do so.

SUMMARY In sum m ary, bank notes u sually  m ake 
up a large  m a jo rity  of a ll paper money. Central 
banks custom arily have a  monopoly of the note issue 
p riv ilege, although there are num erous but u sua lly  
m inor exceptions to this generalization . Bank notes 
are im portant but they are not the dominant and 
dynam ic form of m oney they once w ere, having been 
d isplaced in th is respect by demand deposits. In the 
W estern  W orld  the demand for notes is norm ally 
derived from and dependent on the volume of demand 
deposits ; if the deposits are properly regu lated , the 
volume of bank notes can safely be allow ed to find 
its owTn level. W here  any effective connection w ith 
the gold standard  rem ains, a country m ust m aintain  
gold or gold certificate reserves again st both the d e ­
posits and the notes of the central bank. O therw ise, 
however, the tendency is to g ive central banks w ide 
discretion in the issu ing of notes and to abolish or 
suspend regulations fix ing  lim its or requ iring  speci­
fied forms of co llateral.
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THE FIFTH DISTRICT

General business ac tiv ity  in the F ifth  Federal R e­
serve D istrict continued to advance at a  fa ir ly  healthy 
clip during  the late sp ring  and early  sum m er. There 
w ere exceptions as a lw ays. But for the most part 
the D istrict economy w as operating at good high 
levels go ing into the sum m er vacation season when 
sharp cutbacks in production are norm al and atten ­
tion centers on consum er behavior for guidance in 
evaluating  the outlook for the fall.

The w idespread strength of D istrict business as it 
approached the sum m er slowdown w as reflected in 
a ll broad statistica l series. Seasonally  ad justed  bank 
debits, for exam ple, reached a new high in M ay for 
the second consecutive month, up 1% from A pril 
and 8 % above M ay 1961. T he series fluctuated e r­
ra tica lly  w ithout m aking any net progress during  the 
last seven months of 1961, so that the present m argin  
over last y e a r ’s level is a ll a  resu lt of advances made 
this year. Except for a s ligh t setback in M arch, 
bank debits have increased stead ily and gained 1 0 % 
during  the first five months of this year.

EMPLOYMENT CONTINUES TO RISE Seasonally  ad ­
ju sted  nonfarm  em ployment reveals a  substan tia lly  
s im ilar pattern . The D istrict count of nonagricu l­
tu ra l w orkers rose again  in M ay , reaching a  new  high 
for the th ird  time this yea r and exceeding the figure 
for the previous M ay by 3% . A big increase oc­
curred  in contract construction apparen tly  in re­
sponse to contract aw ards, which have m aintained 
good average levels for m any months. Seasonally  
ad ju sted  em ployment advanced m oderately during  
M ay in nondurable goods m anufactu ring ; transpor­
tation, communications and public u t il it ie s ; t r a d e ; 
finance, insurance, and rea l e s ta te ; and government. 
Serv ice enterprises and durable goods m anufacturing 
rem ained at a  v irtu a l standstill, and m ining declined.

MAN-HOURS MIXED BUT SLIGHTLY UP Like bank 
debits and em ployment, seasonally ad ju sted  factory 
m an-hours increased substan tia lly  from Ja n u a ry  to 
a  new high in A pril. U n like the others, however, 
total m an-hours bare ly  m anaged a further advance 
in M ay  as durables declined w hile nondurables 
gained. A lthough the over-a ll change could h ard ly  
be considered significant, the underly ing  develop­
m ents w ere.

Reduced production schedules in p rim ary  m etals 
(p rinc ipa lly  s te e l) , fabricated m etals, transportation 
equipm ent, and stone, c lay , and g lass accounted for 
most of the m an-hour decline in durables. M ay ’s 
seasonal drop in furn iture m an-hours w as a  bit 
sharper than usual but not sharp  enough to a lter 
sign ifican tly th is y e a r ’s ve ry  favorable record or to 
a lte r the genera l appraisa l of durable goods as a 
group. A s a  p artia l offset to these declines, more 
than the usual seasonal strength developed in m a­
ch inery and lum ber. M ach inery moved up sharp ly  
to a  new high from an a lread y  advanced level, and 
lum ber continued its recent pattern  of g radua l prog­
ress at m oderately good levels.

NONDURABLES SHIFT The sm all net gain  achieved 
in M ay in nondurable goods m an-hours concealed 
some sign ificant shifts in the re lative fortunes of the 
component industries. F or instance, the sharpest 
declines occurred in two that are  typ ica lly  am ong the 
most stable in the D istrict. In food processing, the 
D istrict’s b iggest em ployer after tex tiles, seasonally 
ad ju sted  m an-hours dropped 3%  in M ay. Tobacco 
industry  m an-hours, seasonally ad ju sted , dropped 
5% to their lowest level since Jan u a ry . The M ay 
decline in c igarette  m an-hours w as only 1 % , but four 
months of production data and five of m an-hours in ­
d icate that D istrict c igarette  production so far th is 
yea r has fallen considerab ly short of the 4%  average 
annual gain s typ ica l of recent years.

The tex tile  industry , which regu la r ly  accounts for 
more than 40%  of nondurable goods m an-hours, w as 
a  m ild source of strength  in M ay. A n increase in 
activ ity  at yarn  and thread  m ills more than offset 
a s ligh tly  slow er pace at kn itting  plants w hile w eav­
ing schedules rem ained v ir tu a lly  unchanged. A p­
parel and chem icals (w h ich  contribute about equally 
to m an-hours and together account for 24%  of the 
nondurables to ta l) m ade the best progress in M ay. 
A  2%  decline in paper m anufacturing w as only p artly  
countered by a  sm all ga in  in p rin ting  and publish ing.

RETAIL BUSINESS GOOD T rade statistics are not 
as com prehensive and so do not provide as c lear a 
p icture of recent trends. T hey do, howrever, appear 
genera lly  favorable despite some inconsistencies. 
D uring the first half of 1962 seasonally ad ju sted  de­
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partm ent store sales hit a  new half-year high, ju s t a 
shade better than the average m onthly level of the 
1961 second half. But, where 1961 closed on a r is ­
ing trend, 1962 volume has fallen since M arch.

A  special census compilation of sales by reta il 
firms w ith less than ten establishm ents is the D is­
tr ic t’s most com prehensive m easure of trade, but the 
lag  in av a ilab ility  is seldom less than two months. 
From  November to A pril (the latest figure ava ilab le) 
each month rang  up record sales as compared w ith 
the same month in prior years . P ast variations from 
month to month, however, have been so e rratic  that 
they provide an ex trem ely vague standard for eval­
uating  this y e a r ’s perform ance. The over-a ll im ­
pression, however, is one of sales at record volume 
w ith short-run  variations about in line w ith  usual 
seasonal patterns.

TRADE REPORTS VARY Informed com m entaries on 
recent consum er buying reveal m arked variations in 
v irtu a lly  every dim ension of the business. V ariations 
in perform ance are reported between different lines 
of m erchandise, am ong various items in the same 
line, between m ain stores and branches, am ong ap­
paren tly  s im ilar business days a t the same store, and, 
of course, am ong various cities and geographical 
regions. G enerally, seasonal items such as sum mer 
apparel, sports equipm ent, and recreational items 
have moved well. Sum m er appliances such as fans 
and a ir  conditioners seem to have fallen somewhat 
short of expected volume, possibly because of cool 
w eather in M ay  and June . Some m erchants report

a  recent tendency on the part of potential custom ers 
to postpone large  purchases, especially  home furn ish ­
ings and appliances. O thers, p articu la r ly  outlets for 
automotive and recreational equipm ent, find custom ­
ers quite w illin g  to buy the so-called “b ig  ticket” 
items. Boat and boating equipm ent dealers, for 
instance, report a  strong beginn ing and h igh  hopes 
for the rest of the season. O wners are  reportedly 
“trad ing  up ,” buying b igger and better boats, and 
the demand for used equipm ent has been strong. 
One observer likens today’s boat business to autos 
in the 1920’s— m any new m akes seeking buyer ac­
ceptance w ith competition ris in g  in proportion.

ACCENT ON SERVICES Sum m ertim e travel and rec­
reation involve services as w ell as equipm ent. The 
first chart on the next page indicates that most of the 
grow th in D istrict em ployment over the last decade 
has occurred in nonm anufacturing enterprises. The 
second chart shows the re lative contribution made by 
service enterprises. In the F ifth  D istrict only gov­
ernm ent and trade have provided more jobs. B e­
tween 1959 and 1962 service establishm ents increased 
em ployment more than 8 % , a  rate  of grow th that 
governm ent alone surpassed.

A ccording to the em ployment survey conducted 
as part of the decennial Census of Population, serv ­
ices constitute by far the fastest grow ing  of the larger 
em ployment categories. Serv ice w orkers increased 
32%  between 1950 and 1960 compared to 21%  in 
m anufacturing, 20%  in governm ent, and 15% in re ­
ta il trade. A m ong all m ajo r industry  groups, only

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



NON AGRICULTURAL EMPLOYMENT
FIFTH DISTRICT, EXCLUDING D. C.

Mil. of Persons
5 .

B N on manufacturing 

Manufacturing

4 I -

1952 1954 1956 1958 1960 1962 * 

*4-Month Average

NONMANUFACTURING EMPLOYMENT
FIFTH DISTRICT

H 1959 
1962

Mining

Finance, Insurance 
and Real Estate

Contract Construction

Transportation, 
Communication 

and Public Utilities

Services

Trade

_J_____________ I____________ I___
250 500 750

Thous. of Persons

Government

*4-Month Average

finance, insurance, and real estate, which gained 
n early  50% over the decade, grew  more rap id ly  than 
services. A t the time of the last Census of Business 
in 1958, D istrict service establishm ents exceeded
68,000 and paid out $590 m illion in payro lls. P e r­
sonal services accounted for nearly  two-fifths of total 
payro lls, business services for more than one-fifth. 
The rem ain ing service payro lls were divided in de­
scending order of im portance among hotels and 
m otels, am usem ents, automobile service and repair, 
and m iscellaneous repair services.

BANKING IN THE FIRST HALF Perhaps the most in ­
teresting  banking development so far th is year has 
been the continued grow th of time and savings de­
posits. N orm ally such deposits grow  slow ly or even 
decline as economic expansion im proves m arket in­
terest rates and draw s funds from tim e deposits to 
provide la rger w orking balances. T h is year , how­
ever, in terest-bearing  deposits have continued to rise 
at a  rap id clip, increasing  alm ost 9%  since the first 
of the year at D istrict w eek ly reporting member 
banks and about 13% at w eekly reporters in the 
nation at large . The increase can be explained in 
part by the m ild nature of the present expansion and 
the stab ility  of m arket in terest rates. M ore im por­
tant, however, has been the change in R egu lation  Q 
which perm itted banks to pay h igher rates on time 
and savings deposits beginn ing Jan u a ry  1.

Not only has the change in R egulation  Q contri­
buted substan tia lly  to the growth of time deposits, 
it has also had an im portant effect on the composition

of bank portfolios. In order to pay h igher rates of 
interest, banks have had to ad ju st the ir assets in 
order to increase earn ings. In the F ifth  D istrict, in 
the absence of much dem and for com m ercial and in ­
dustria l loans, banks have gone heav ily  into consum er 
loans, up alm ost 7%  since the first of the year , and 
real estate loans, up 4%  in the last s ix  months. 
B anks in the rest of the nation have also directed 
loan funds into these two areas but w ith  reversed 
em phasis. N ationally , consum er loans have increased 
only 5% but rea l estate loans have risen  n early  6 % . 
In the investm ent field both U nited  S tates and D is­
tr ict banks have lengthened their positions in Gov­
ernm ents. T heir holdings of securities m atu ring  in 
over five years have increased despite declines in 
the ir over-a ll holdings of Governments. Banks 
throughout the nation have also sharp ly  increased 
purchases of tax-exem pt S tate  and local governm ent 
issues in their efforts to increase earn ings. T his 
trend, however, has not taken root in the F ifth  D is­
tr ict and holdings of tax-exem pts by w eek ly report­
ing banks here have ac tua lly  declined.
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