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FOREWORD

I
THIS is the third in a series of monographs resulting from an in-
quiry initiated by the National Bureau of Economic Research in
1950, with the financial assistance of the Life Insurance Association
of America.' The inquiry examines long-term trends in capital for-
mation and financing in the United States, and is organized pri-
marily about the principal capital-using sectors of the economy—
agriculture, mining and manufacturing, the public utilities,
dential real estate, and governments. The analysis for each sector
summarizes the major trends in real capital formation from 1870
(or the earliest year for which data are available), in financing from
1900 (the earliest practicable date) and the factors determining
these trends; and, so far as possible, suggests the significance of
these factors for the future. In addition to the five sector studies,
the inquiry comprises two others. One, reported on in the present
monograph, deals with trends in financing channeled through in-
termediate financial institutions and attempts to link the major
types of institutions with the various groups of capital users. The
second utilizes the results of all other studies, within a framework
provided by the countrywide estimates of national product and rele-
vant components, and of countrywide estimates of assets and debts.

Some of the findings have been presented in part or in prelimi-
nary form in a series of Occasional and Technical Papers.2 This
monograph, like the two preceding and the others to follow, presents
the full results of a specific study, together with the supporting data
—although for reasons of economy some of the detailed data here
are relegated to mimeographed appendixes.

1 The first monograph, Capital Formation in Residential Real Estate: Trends
and Prospects, by Leo Grebler, David M. Blank, and Louis Winnick, was pub-
lished by Princeton University Press for the National Bureau of Economic Re-
search in 1956. The second, Capital Formation in Agriculture: Its Formation and
Financing Since 1870, by Alvin S. Tostlebe, was published in 1957.

2 Leo Grebler, The Role of Federal Credit Aids in Residential Construction,
Occasional Paper 39 (1953); Daniel Creamer, Capital and Output Trends in
Manufacturing Industries, 1880-1948; Occasional Paper 41 (1954); Raymond W.
Goldsmith, The Share of Financial Intermediaries in National IVealth and Na-
tional Assets, 1900-1949, Occasional Paper 42 (1954); Melville J. Ulmer, Trends
and Cycles in Capital Formation by United Slates Railroads, 1870-1950, Occa-
sional Paper 43 (1954); Alvin S. Tostlebe, The Growth of Physical Capital in
Agriculture, 1870-1950, Occasional Paper 44 (1954); Israel Borenstein, Capital
and Output Trends in Mining Industries, 1870-1948, Occasional Paper 45 (1954);
David M. Blank, The Volume of Residential Construction, 1889-1950, Technical
Paper 9 (1954); all published by the National Bureau of Economic Research.
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FOREWORD

II
The institutions whose changing role in the economy Dr. Gold-

smith measures and discusses in detail are those that receive the
disposable funds of ultimate savers—households, enterprises, and
governments—and channel them to economic units in need of out-
side funds. In the definition underlying the study such financial
intermediaries include not only banks and insurance organizations,
but also investment companies, personal trust departments, sales
and personal finance companies, mortgage companies, and several
government lending organizations. For all of these types the num-
bers of units, total assets, structure of assets, and structure of liabil-
ities are studied over a long period—mostly since 1900. The shares
of these intermediaries in the flow of savings, and, particularly im-
portant for the present study, in the external financing of various
groups of capital users, are estimated and discussed. The result of
this study, in scope of coverage a truly pioneering one, is a highly
valuable detailed picture of long-term growth of a set of institutions
that constitute a distinctive component of modern economic organi-
zation and that account in no small part for the spectacular rise in
the efficiency of the country's economy.

At a double risk of repeating some of Dr. Goldsmith's summary
statements and oversimplifying the findings, let me list what seem
to me the major trends strongly indicated by Dr. Goldsmith's study.

(1) The weight of financial intermediaries, as meas-
ured by shares of their assets in the appropriate asset totals, or by
the share of savings channeled through them, shows a significant
long-term rise. This growth of financial intermediaries, relatively
faster than other segments in the economy, can be illustrated by a
variety of figures. The share in intangible assets increased almost
continuously from one-fourth in 1900 to approximately two-fifths in
1952. The rise in their share in all long-term claims was even more
spectacular—from about three-tenths in 1900 to about six-tenths in
the 1950's. Of individuals' total assets an increasing share was en-
trusted to financial intermediaries: only a tenth in 1900 and about
one-fourth in recent years. The share of net personal current sav-
ings flowing through financial intermediaries amounted to about
a third in the years 1900-1929, and during the 1930's and 1940's rose
to about one-half (if consumer durables are excluded). If we take
only intangible assets into account, about two-fifths of all personal
savings flowed through financial intermediaries in 1900-1929, but
more than two-thirds in the 1940's and early 1950's.

x



FORE WORD

The illustrative figures above, and all of Dr. Goldsmith's meas-
ures, relate to net savings flows and their cumulation in assets totals.
While some experimental work was done on measuring the gross
flows—including new engagements and repayments—it was not pos-
sible to establish continuous and comprehensive measures for them.
Yet from many standpoints it is the role of financial intermediaries
in channeling the gross flows that is more important in understand-
ing their role in and contribution to the processes of capital forma-
tion viewed in their bearing upon economic growth of the country.
It should, therefore, be noted that both the levels and the long-term
rises in the shares of financial intermediaries in the gross flows may
be greater than is suggested by those in net flows or in assets.

(2) Accompanying the rapid growth of financial intermediaries
were major shifts in the relative importance of the various types
within the whole complex—reflecting large differences in the rate
of growth of different types of intermediaries. The share of the bank-
ing system declined considerably over the last half century, from
about seven-tenths of total assets of all financial intermediaries to
about a half. The share of the insurance system increased shârply_
from less than an eighth of total assets of financial intermediaries
to close to three-tenths. The share of the private sector declined:
whereas in 1900 the private sector held all of the assets of financial
intermediaries, by the 1950's it held only three-quarters——the re-
maining quarter being in the hands of governmental financial agen-
cies. One can thus say briefly that the security-oriented types of
financial intermediaries rose in importance, while financial inter-
mediaries that were more concerned with short-term business funds
declined in relative importance.

(3) The share of financial intermediaries in the external financing
of several major capital-using sectors in the economy differs ma-
terially in level; and the trends in these shares have not been in the
same direction. Financial intermediaries supplied about two-thirds
of the external financing of nonfinancial corporations—and this pro-
portion showed no distinct trend over the period. They supplied
about a third of the debt financing of unincorporated business enter-
prises—and the share has, on the whole, diminished. They supplied
about a half of external financing of agriculture—the proportion
being relatively constant; but their share in total financing of agri-
culture diminished sharply as that of self-financing increased. The
share of financial intermediaries in home mortgages varied from
two-thirds to nine-tenths of the total outstanding and, on the whole,
tended to increase. The share in external financing of local and
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FOREWORD
state governments was slightly below one-half for the first three
decades of the century but rose to over four-fifths in recent years.
Finally, financial intermediaries played an increasing role in financ-
ing the rapidly expanding needs of the federal governmeni—holding
a third of the federal debt in 1919 and over two-thirds ever since
1933.

The aggregate result of these various levels and trends was that
financial intermediaries supplied slightly more than one-half of all
external funds absorbed by other domestic economic groups_house-
holds, business, and governments; that this ratio increased signifi-
cantly over the period; but that such rise was observed only within
some of the major capital-using sectors. Finally, all such measures of
shares in external financing must be weighted in terms of the chang-
ing shares which external funds constituted in total financing, either
net or gross.

III
The brief statements above, while emphasizing the growing share

of financial intermediaries in the countrywide totals that reflect the
operation of the economy, neglect other aspects of the process dis-
cussed at length in Dr. Goldsmith's monograph. One is the prolifera-
tion of types of financial intermediaries—presumably in continuous
adjustment to changing needs, which in turn reflect the emergence
of new sources of savings and of new types of demand for them.
Another is the changing structure of assets and liabilities of the
financial intermediaries—a necessary corollary of the shifting im-
portance of various sources and uses of funds. A third is the ex-
tremely interesting discussion (in Chapter II) which attempts, in
what is almost an entirely new field—the theory of financial institu-
tions-_an analysis of the various groups of factors that can be
quantitatively approximated in trying to account for the major
trends in the relative share of financial intermediaries, in their
structure by type, and in the structure of their assets and liabilities.
This is not the place for a discussion of these, and other important
parts, of Dr. Goldsmith's monograph: the interested reader should,
and will, turn to the appropriate chapters that follow.

But two broad reflections are perhaps appropriate here. The first
is suggested by the recognition that financial intermediaries are, on
the one hand, a result of social invention in the continuous attempt
of people to take advantage of the potentials of economic growth;
and that, on the other hand, when already formed, these intermedi-
aries are institutions that can be, and often are, used to handle other
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FOREWORD
problems as they arise. As an economic society grows, the kinds of
savings it generates reflect the changing position of saver
groups and their views on the economic present and future; and
the kinds of demand for savings it generates are also a continuous
changing reflection of views of would-be capital users as to prospec-
tive demand and capital efficiency. The generation of savings, in
various forms, and of investment demands, again in a variety of
forms, is a complicated process that involves the matching of the
supply and demand tides. This takes place partly through adjust-
ments in the structure of interest rates and other terms on which
money is transferred, with repercussions on supply and demand. In
part, also, it is facilitated by the ability of financial intermediaries
to translate one type of security or claim into another. In this way
savings are most effectively utilized for investment purposes and the
wishes of both suppliers and users of capital satisfied. As the varie-
ties of types of savings, on the supply side, and of potential capital
investment, on the demand side, increase, so does the variety of
types and indeed the very magnitude of financial intermediaries
grow.

But, once these institutions are in existence, they are at hand for
use when new problems' emerge, even though they originally were
not evolved for dealing with such problems. The most conspicuous
example is provided by the use of financial intermediaries in the
emergency financing of federal government during major war con-
flicts; but plenty of other examples could be mentioned. The result
is that when one measures the operations of existing financial' inter-
mediaries, and observes their movements through time—as Dr. Gold-
smith does in his monograph—the picture is a complex amalgam
of movements that can be viewed as gradual response to newly
emerging situations and underlying trends, with those that are re-
flections of suddenly arising problems which are no less massive
because they are compressed within relatively brief periods.

In consequence, any explanation of the long-term movements in
the share and structure of financial intermediaries must eventually
combine certain basic long-term trends with other, apparently more
transient and external factors. Among the former one may easily
think of the continuous increase in the income share of wage and
salary employees and decrease of the share of individual entrepre-
neurs—with effects both on the volume and type of savings that are
likely to be generated; of the long-term changes in distribution of
income by size—which in recent decades would serve to reduce the
proportion of personal coming from upper brackets; of the
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FOREWORD
trends in the industrial structure with the rising share of govern-
merits in economic activities; of long-term rises in the size of the
business units—which would affect the character of the demand for
funds—reducing that for short-term and increasing eventually the
importance of self-financing. Among the more transient and ap-
parently external factors are war conflicts—with their sudden pres-
sure for funds on the part of central government, and limitation of
outlets for savings within the private sector. But there is a genuine
question as to how right one is in classifying these factors as tran-
sient, considering that within the half century covered here there
were twO major wars, the effects of the first probably counting for a
great deal in producing the devastating depression of the 1930's and
the effect of the second still with us in the size of the federal gov-
ernment budget and in a variety of other influences. One need not
stress the obvious bearing of these observations upon the difficulty
of a proper analysis of the long-term trends over the period covered
in the monograph and of deriving from it bases for view into the
future.

The second reflection concerns an evaluation of the performance
of financial intermediaries. Granted that, by and large, financial
intermediaries were born, multiplied, and diversified, in response
to growing needs of balancing changing volumes and forms of sav-
ing on the supply side and changing volumes and forms of invest-
ment opportunities on the demand side. How well were these needs
met? Can we say that there was no undue delay in the response by
financial intermediaries to changing forms of supply of savings, or
of the demand for them, so that there was no wastage in channeling
the funds to the most efficient uses? Can we say that the financial
institutions, once established and operating within a framework
limited by custom or by law, developed trends of their own, patterns
of operation that may have lagged behind the changing situation—
partly because of imperfections in or obsolescence of the framework
of law and custom? Can we measure somehow the efficiency of
financial intermediaries in performing their function, and as an
important corollary, the effects of their structure on channeling
funds to different parts of the system—and hence both on the volume
and structure of real capital formation?

It is sufficient but to raise these questions for one to realize how
extremely difficult it is to answer them. Short of a bland assertion that
everything is for the best in this world, one must recognize that no
set of institutions ever works perfectly in terms of the functions
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FOREWORD
that it is to perform for society; and that therefore a margin of
tolerance, a minimum of lag and discrepancy, must be allowed. But
how much? The fact of the matter is that in the complex and chang-
ing historical situation in which economic society operates, our skills
are barely sufficiçnt to permit us to take a broader view, a longer
perspective, than emphasis on today, this month, or this year, permit.
Our empirical knowledge, and our capacity for analysis, are not
sufficient to answer the evaluative questions posed above—short of
a case where the failure of adjustment of institutions is so marked
as to create a pressing problem the existence of which can hardly be
denied. And even then one must be careful not to fall into the usual
error of contemporaries to whom a mote in their eyes looks larger
than a beam in the eyes of: their predecessors.

Iv
That in this field of financial intermediaries the establishment

and explanation of trends is hardly an easy task, and that of evaluat-
ing adequately the functioning of financial intermediaries in their
effect on capital formation, and hence on economic growth, is well-
nigh impossible, is hardly surprising. It is not an exaggeration to
say that systematic and comprehensive empirical work in this field
is but recent—stemming from not much more than a decade and a
half ago; and it was limited to the United States—a task to which
Dr. Goldsmith himself has contributed so markedly in his monu-
mental A Study of Saving in the United States.3 The present mono-
graph leans heavily on that study, and is in a sense a bridge connect-
ing it with the present inquiry on trends in capital formation and
financing. It could hardly have been possible to secure, on the basis
of the limited amount of study and of tested experience, sufficient
knowledge concerning the operations of financial intermediaries to
be reasonably sure of the complexes of factors that determined the
long-term movements—let alone know the empirical coefficients of
tolerance in adjustment that would permit an acceptable evaluation
of the efficiency with which the financial institutions discharged
their role.

All this amounts to saying that in a sense Dr. Goldsmith's mono-
graph is a beginning_a vast, valuable pioneering contribution, but
still a beginning_in what has heretofore been an inadequately
studied field. And it is encouraging to know that the study is being

8 Princeton University Press, Vols. I and II, 1955; Vol. III, 1956.
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FORE WORD

carried forward, under Dr. Goldsmith's direction, to the more re-
cent experiences in postwar capital markets in this country.4

Readers who study Dr. Goldsmith's monograph with care will
not underestimate the contribution made and the value of statistical
evidence which permits bringing under study the long record of
such a variety of financial institutions. One cannot be sure that we
shall ever be in a position to establish, unequivocally, long-term
trends in financing and in the role of financial institutions; that we
shall be able to construct a tested theory tying within an analytical
framework the factors that produced the long trends; or that we
shall know enough of the effects of diverse financial intermediaries
in their role as brokers between savers and investors to form any-
thing but the roughest judgment of their efficiency in promoting
capital formation and economic growth. But this is no excuse for
flinching before the task of organizing recalcitrant data as best one
can; for using whatever knowledge is already available to plug the
gaps; for attempting to formulate at least a partial analytical struc-
ture for guidance in interpreting the findings. The least that such an
effort can do is to provide the information that would make it harder
to accept easy and plausible generalizations on the basis of super-
ficial impressions; that would limit the area within which too free
a rein is given to the play of conflicting group interests and policy
ideals.

But Dr. Goldsmith's study contributes much more than that: a
vast fund of information for use by other scholars; a cogent picture
of long-term trends in an important aspect of our economy; a pio-
neering analysis in the theory of financial institutions. All of these
are bases upon which further knowledge and understanding can be
built.

SIMON KUZNETS

4 See National Bureau of Economic Research, Thirty-seventh Annual Report,
1957, pp. 34-39.
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PREFACE

THIS study was undertaken as a part of the National Bureau's in-
quiry into long-term trends in capital formation and financing in
the United States. Within that inquiry the study had the function
of indicating the position of financial institutions in the external
financing of the main sectors of the economy; that is, their role in
making available the disposable funds of households, enterprises,
and governments to economic units in need of outside funds.

Most of the studies that deal with capital formation in the main
sectors of the economy—industry, public utilities, housing, agricul-
ture, federal and local governments—include a discussion of the
sources of funds, besides investigating the use of such funds for
capital investment, which is their main task. These discussions, how-
ever, lack the uniformity, and in some cases the fullness, that would
permit their construction into a comparative study of financing in
the different sectors during the last half century, and in particular
of the share of financial intermediaries in the process. The attempt
in Chapter VII of this study to present such a picture, even though
only in rough and preliminary form, is therefore largely independent
of the treatment of the same subject in other monographs and uses
statistical material of different origin.

The monographs devoted to capital formation in the individual
sectors obviously cannot deal with the process of saving as such,
with respect to its function as a source of external finance; or
with the specific problem of the long-term trends in the size,
structure, and operation of financial intermediaries; or with the
sources and uses of funds of financial intermediaries. Trends in
saving in the United States since the turn of the century have been
investigated in the author's A Study of Saving in the United States.1
The present volume therefore concentrates attention on financial
intermediaries as operating institutions, with particular, though not
overriding, emphasis on their role as channels between savers and
users of funds. Chapters IV and V and Supplementary Appendixes
C and D on changes in size distribution and in regional distribu-
tion are included with the intent of dealing with all of the more
important structural changes that have affected financial inter-
mediaries over the last fifty years. These subjects have been rather
neglected in previous studies of financial institutions. It was not
possible here to go far in investigating them, but they seemed

1 Princeton University Press, Vols. I and II, 1955; Vol. III, 1956.
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PREFACE
too important to omit, and an attempt was made to develop new
data that could throw light on them.

The definition of financial intermediaries underlying the study is
a rather broad one. It covers not only banks and insurance organiza-
tions, but also investment companies, personal trust departments,
sales and personal finance companies, mortgage companies, and
several government organizations. Here again the relative neglect
in financial research of several types of institutions, outside of the
few larger groups, led to an attempt to provide here at least the mini-
mum of quantitative information needed for a view of their long-
term development and to fit them into the better known picture for
banks and insurance companies.

Chapters II and IX go somewhat beyond a study of financial in-
stitutions as such. They try to describe, and to some extent to ex-
plain, changes in the position of financial intermediaries in the
American economy. They are thus intended as a modest contribu-
tion to a much needed general theory of financial inStitutiOnS.2

The original plan of the study included a section on gross flow
of funds, which involves chiefly the separation of purchases and sales
of securities and of new loans and repayments. Gross flow data are
important in following and analyzing the operations of financial
intermediaries, as they supplement the information provided by net
changes in the different asset and liability items that can be derived
from balance sheets. An attempt was therefore made to collect
available gross flow information for financial intermediaries, and
to add unpublished data to the scanty published material. A con-
siderable amount of work was done, most of it exploratory and ex-
perimental in nature, but it did not yield substantive results directly
usable in the study.3

Most of the statistical work embodied in this study was done in
1952-1953, with the assistance of Charlotte Scott throughout the
period, and the help of Joel Darmstadter and Alexander Ganz dur-
ing part of the time. Hence data have not been provided beyond

2 Such a theory calls for extension of the field of study to economies outside
the United States. A small step in this direction was taken in a paper, "Financial
Structure and Economic Growth in Advanced Countries," written in 195S and
published in Capital Formation and Economic Growth, 1956 (Princeton Uni-
versity Press for National Bureau of Economic Research).

8 Most of this work was done by Dr. Howard H. Greenbaum. Other commit-
ments unfortunately prevented Dr. Greenbaum from analyzing the data he had
collected to the extent originally planned, or preparing a full report on his
findings. Appendix I discusses the need for gross flow data and illustrates the
methods used and the materials developed.
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PREFACE
the year 1952 and later publications have been utilized in only a
few instances. Part of the basic data, to an extent indicated in detail
in the notes to the individual tables, was developed from the ma-
terial collected in preparing A Study of Saving in the United States.
Many of the acknowledgments in the Preface to Volume I of that
study therefore apply here too, particularly the indebtedness to the
Research Division of the Board of Governors of the Federal Reserve
System for making available unpublished data, and the thanks to
Elsie Jennings for help in typing the manuscript. The National
Bureau's editorial and clerical staffs helped in preparing it for press,
and H. Irving Forman drew the charts. The study also profited at
various stages from the comments of Morris Copeland, Melvin de
Chazeau, Lewis Dembitz, Solomon Fabricant, Donald Kemmerer,
Simon Kuznets, and R. J. Saulnier.

Special acknowledgment should be made to the Advisory Com-
mittee on the Study of Capital Formation and Financing, which
assisted in drafting plans for this investigation, conferred with the
staff and author at several stages of the work, and reviewed the final
manuscript. Members of the Committee were: Leo Wolman, Chair-
man; Sherwin C. Badger, Donald R. Beicher, Claude L. Benner,
Percival F. Brundage, Arthur F. Burns, W. Braddock Hickman,
Edgar M. Hoover, DeLong H. Monahan, and Geoffrey H. Moore.

A summary of the material now presented in Chapters IV, VI,
and IX was published in 1954 under the title The Share of Financial
Intermediaries in National Wealth and Assets, 1900-1949 as Oc.
casional Paper 42 of the National Bureau of Economic Research.
Since then some figures have been revised, particularly those for
1949; data for 1952 have been added; and a few modifications in
interpretation have been made.

This volume contains the entire main text of the study and also
Appendix A, which includes the balance sheets of all financial in-
stitutions covered and a description of their sources and derivation.
Other appendixes (listed overleaf) which Contain supplementary
material (Appendixes C, D, H, and I), or describe the derivation of
some of the estimates used in the text (Appendixes B, E, F and G)
had to be omitted in the interest of keeping down the price of this
volume and of avoiding further delays in publication. A mimeo-
graphed volume of them, however, is available in a number of
libraries and may be obtained from the offices of the National Bureau
at cost so long as the supply lasts.
September 30, .1955 RAYMOND W. GOLDSMITH
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