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CHAPTER 38

INTEREST ON CAPITAL USED IN PRODUCTION.
THE CONDITIONS OF DEMAND

§ 1. What is meant by distribution. The meaning of the term “capital.”—
§ 2. There is no such thing as capital distinct from capital goods.—§ 3.
The essential problem as to interest. Money is not the cause of interest,
nor does its quantity affect the rate of interest.—§ 4. Why there is a de-
mand for present means; the effectiveness of the time-using processes of
production. Is capital productive’—§ 5. How the marginal effectiveness
or productivity of capital determines the rate of return. A consumer’s
surplus arises from the more effective applications. Analogy to the prob-
lems of value and utility.—§ 6. Is there a general tendency to diminishing
returns from successive doses of capital>—§ 4. Capable management in-
dispensable to successful operation of the capitalistic process. The human
factor often neglected in reasoning on this subject.—§ 8. The theory of
interest still in need of more realistic treatment.

§ 1. THE word ‘“‘distribution,” in the sense commonly attached
to it in economic writings, refers to the apportionment of the
income of a community among its several classes and members.!
Wherever industrial development is in any degree advanced there
are owners of capital and of land; there are persons using land
and capital who yet are not the owners—tenants and borrowers;
there are all sorts of workers, ranging in earnings and in social
position from the poorly paid day laborer to the prosperous
professional man and salaried manager. What share goes to a
person who simply possesses capital or land, and what share goes
to an individual for his labor of whatever sort—these are among
the central problems of distribution. A common division of the
subject is into four heads, corresponding to four groups in the
community whose income is supposed to be governed by different
causes: capitalists, landowners, laborers, and finally business men
or active managers of industrial affairs. The capitalists are said to
receive interest, the landowners rent, the laborers wages, and the

1 The word obviously is used in quite a different sense when we speak of the
“distribution” of commodities thru wholesale and retail dealers until they reach
the hands of consumers—a common meaning in business parlance.

3
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business men profits or earnings of management. We need not
at present consider how far this classification is satisfactory; it
suffices to indicate the nature of the new subject on which we
now enter.

Neither is it necessary to explain in advance why one or another
of these subjects should be selected for first consideration. They
are closely connected, and no full understanding of any one can
be had until the others also have been examined. We shall
begin by considering interest—that share which goes to the owner
of capital.

It has already been explained ? that capital results from saving
and investment. It has been explained, too, that investment is
closely connected with the successive division of labor—with the
series of stages thru which production proceeds and with the
factor of time in the organization of production. It has been
intimated, further, that the special form which investment takes
in modern communities—the hiring of laborers by a separate body
of capitalists—is a consequence, and indeed perhaps the most
important single consequence, of existing inequality in the distri-
bution of wealth. All these propositions bear on the analysis which
follows on the subject of capital and interest, and in turn are
illustrated and further explained by that analysis.

First, what do we mean by the ‘“capital” on which interest is
obtained? It is best to begin by still using the term in the sense
of producer’s capital—concrete tools made by man and used for
the production of consumer’s goods. Such are factories, ware-
houses, raw materials and goods in dealer’s hands, railways and
steamships, agricultural implements. For the present we shall set
aside consumer’s wealth, such as dwellings and household furni-
ture. Land and like agents provided by nature without application
of labor may also be excluded for the present from the discussion
of capital. In order to break up the complex problem into its
several parts, we shall proceed piece by piece. Producer’s capital
made by man, or producer’s goods, are what we shall begin with.

Some distinctions and some questions of terminology call for
further preliminary consideration.

1See Chapter 3.
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An individual usually thinks so much of his property to be
capital as yields him an income; but there is an obvious distinction
between that which is capital for the community and that which,
in this usual sense, is “capital” to the individual.

Stocks, bonds, and securities yield an income to the owner, and
are regarded by him as part of his capital. In themselves these
are simply evidences of ownership or of indebtedness. A stock
certificate states that the holder has certain fractions of owner-
ship in a given concrete thing or set of things. A bond is a mere
promise to pay. Bonds are commonly issued as the result of opera-
tions of saving and investing which have to do with the making
of capital. But (for instance in the case of government borrowing
for war expenditure) the things which emerge may be quite waste-
ful. Tho capital to the individual, bonds may or may not signify
the creation or the existence of real capital.

Consumer’s wealth is not commonly regarded by an individual
as part of his capital. A factory; a stock of materials or goods
used in business operations; money on hand or in bank, not in the
nature of spare cash for current expenses but a fund or reserve
for business purposes—such things he thinks of as capital. House-
hold furniture, clothing, horses and motors he does not so
reckon, since these yield him no income. Possibly a dwelling,
tho occupied by the owner and yielding no direct income, would
still be regarded by him as part of his capital; for he might
reflect that, if he did not own it, he would have to hire one at
a rental, and hence might conclude that his own was equivalent to
income-yielding property. Dwellings not occupied by the owner
but let to tenants would unquestionably be regarded by the
individual as capital.

The term “capital,” like others imported from everyday speech
and constantly used in economics—such as profits, wages, rent,
money, taxes—has varying connotations and associations. Every
person who writes or thinks on economics will find himself at-
taching to any one of these words sometimes the meaning, or
one of the meanings, which it has in ordinary usage, and some-
times the sense which he has assigned to it for the purposes
of rigorous analysis. Usually the context of a given passage will
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show in what way it is used. In speaking of the capital of a
bank, for example, we mean obviously the capital reckoned in
terms of money; and so in speaking of the capital and surplus,
the income account and capital account, of a business or corpora-
tion. Sometimes, it is true, ambiguity still slips in; the most careful
writer may be tripped up in his exposition and even in his own
thinking by the absence of an accepted scientific terminology.
In the following pages and in general thruout these volumes the
endeavor is made to denote by “capital” the concrete things or
capital goods which constitute the material equipment of the
community. We shall have in mind real things, not rights to
things; and we shall have in mind producer’s capital—those goods
which make up the apparatus of production.

§ 2. Some writers have distinguished between “capital” and
“capital goods.” By the latter term they mean the concrete ap-
paratus of production—just that to which, in the present discus-
sion, the single word “capital” is affixed. But by the word “capital”
alone these writers mean the value of the concrete apparatus;
and they sometimes speak as if there were a sort of distillation
or essence of capital, distinct from the tangible capital goods in
which it is embodied.

It is often convenient to measure and record capital in terms of
value and price—as so much money. In that way alone can the
various constituent elements be reduced to a common denomi-
nator. An individual usually states his capital as being so much
in money value. His capital obviously consists not of the stated
sum of money but of factories, machines, buildings, merchandise
—stocks and bonds, if you please—the various things which make
up an individual’s “capital.” He simply measures it in terms of
the price for which the whole would sell. Similarly, we can
reckon the community’s capital in terms of the price for which
the whole would sell. If the total prices, at current rates, of the
various factories, railways, ships, machinery, tools, materials, goods
in stock, were added together, the sum would give an idea of
how much capital the community possesses. It would give a
very imperfect idea. Statistics of this sort, occasionally collected
by public officials for census purposes, are in many ways mis-
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leading. Yet if we wish to measure total capital or total wealth
at all, we can proceed only in this unsatisfactory way. Tho some
forms of capital can be measured in other terms—machinery,
for example, in terms of horse-power, or textile mills in terms of
spindles and looms—the only measurable element common to
all forms is that they have value and price, and the only way of
reaching a quantitative statement as to the whole is in terms of
value and price. But it is not to be supposed that there is any
such thing as capital distinct from the capital goods. The only
actual and existent thing is the concrete apparatus of production.
Its value or price is merely a relation to other things, a mode of
measuring it.

§ 3. Having disposed of these questions of terminology, we may
proceed to the substance of the matter now in hand, interest on
capital.

The essential problem concerning interest can be stated in
simple terms. Why should an individual who borrows from an-
other a given quantity of commodities—represented, in any except
primitive communities, by a given quantity of money—engage
to return, after a fixed time has elapsed, not only what he has
borrowed but something in addition? That the amount borrowed
should be returned seems sufficiently easy of explanation. But
why can the lender get the premium also? That premium, as is
familiar enough, usually is expressed in terms of a percentage
paid each year. The borrower engages to pay back not only the
principal but five-per cent or thereabouts in addition for each
year that elapses, and a proportional percentage for each fraction
of a year. To ascertain why this additional percentage is paid
is to solve the problem of interest.

The fact that the transaction in modern communities takes the
form of a loan of money and a repayment of money with interest
has often led to the notion that it is peculiarly connected with
money and arises from the nature and functions of money. Usually
this notion takes the form of reasoning in a circle. People are
familiar with the everyday practice of lending at interest; they
say that money is “worth” so much, meaning that it can be
lent at some annual rate; and they argue that the borrower must
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pay this rate in order to get the money. What more simple? Or
they say vaguely, with Shylock, that money ‘“breeds” interest;
which again is a statement of the problem, no solution. A little
reflection shows that here as elsewhere money serves simply as
the medium of exchange. What the borrower wants is not the
money itself but that command over commodities and services
which money gives. He wishes to buy commodities, either for
his own immediate use or for use in operations of production.
In the latter case (the one to which the present discussion is more
immediately directed) he wishes to procure machines, materials,
and the means by which the laborer whom he hires shall be
enabled to buy consumer’s goods. And when he returns the money,
plus the premium, he gives back to the lender the same command
over commodities which he had received, and something in addi-
tion; he gives back more commodities than had been lent him.
If there were no such thing as money, transactions of the same
sort would take place; precisely as, given the division of labor,
the exchange of different sorts of commodities would take place
under barter in fundamentally the same way as with the use of
a medium of exchange. Under barter both transactions obviously
would be managed with much greater difficulty. The medium of
exchange makes borrowing easier, as it makes exchange easier,
and it makes possible much borrowing and much exchanging
which otherwise would be impracticable. The explanation of both
sets of phenomena, however, is not to be found in the use of
money but in the nature of the operations which it facilitates.

We may brush aside not only the notion that interest arises
from the use of money but that the rate of interest depends on
the quantity of money. More money makes higher prices, not
lower interest. The connection which does exist between the rate
of bank discount and the rate on all short-term loans and the
quantity of money held by banks has been already noted.' This
bank rate oscillates above and below what may be called the
true rate of interest—the return on steady investments. In the
exposition which follows, this underlying rate of interest will be
had in mind.

1 Chapter 29, especially § .
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§ 4. Interest, then, appears as the result of an act of ‘exchange
by which a quantity of money (or commodities) now in hand is
given for a greater quantity of money (or commodities) to be
returned in the future. The excess or surplus thus emerging seems
to be got for nothing; there is no obvious equivalent for the
premium or interest. Yet the fact of interest stands, and an ex-
change of something for nothing going on year after year, decade
after decade, century after century, is not to be expected. Two
questions present themselves: on the one hand, why is the bor-
rower, whom we may regard as the purchaser, willing to pay this
excess; on the other hand, why is the lender, or seller, able to
secure it? In other words, what are the conditions of demand,
represented by the borrowers, and what the conditions of supply,
represented by the lenders? These questions we shall consider,
in the order stated, in the present chapter and those immediately
following. We begin by examining what lies behind the demand
and supply of those surplus funds which are used by borrowers
for purposes of production—what leads to interest in connection
with producer’s capital.

Some indication of the conditions of demand has already been
given. In a previous chapter* the nature and functions of capital
were described. It was pointed out that the use of capital means
production spread over time. Production with capital has been
aptly described, in Bohm-Bawerk’s phrase, as indirect or round-
about production. Labor is first applied to making tools, collecting
materials, perfecting means of communication; finally, at the
close of preparatory steps which may be long and arduous, the
enjoyable product emerges, and emerges in much greater abun-
dance than if labor had been applied directly. The mine, the
railway, the steamship, the iron works, the factory, the warehouse,
the wholesale and retail store, all stand for a prolonged and time-
requiring process of production.

Further, production in the advanced communities of modern
times is “capitalistic” in another sense: there is a class, separate
in the main, of capitalists. The long-maintained application of
labor in successive steps is possible only if at the outset there has

1See Chapter 5.
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been a surplus—if there has been saving and accumulation in
some form. The persons who do the saving and possess the surplus
are the capitalists; commonly, tho not necessarily, a different set
from those who do the labor. They hire the laborers in the various
stages of the productive operations. The creation of capital and
the emergence of interest as a distinct element in distribution
are alike the consequences of the double process of surpluses
saved and of labor applied in roundabout ways.

We have now to note more explicitly that this process means
an increase in the productiveness of labor. The great modern
flour mill is more efficient than the modest grist mill of former
times. Per unit of labor applied, more is accomplished. To make
an accurate comparison of labor product between two such
cases would call for intricate computation. On the one hand, the
modern mill stands for much more of preparatory labor. On the
other hand, it is usually more durable and the labor applied to
making it continues to play its part thru a long period, until the
mill is finally worn out and discarded. The later labor in the
series—that done by the current workers in the modern flour
mill, who turn out their thousands of barrels a day—seems much
more effective than that of the old-fashioned miller, because we
do not ordinarily bear in mind that the preliminary labor em-
bodied in the plant s engaged in milling. That the efficiency
of all the labor engaged, of earlier as well as of later date, is
greater is shown by the simple comparison of prices: flour is
vastly cheaper (that is, the excess in the price of flour over that
of grain) than in former days. So in the railway: there has been
an enormous application of capital—that is, of previous labor—
with an outcome of transportation rates so low as to prove that,
taking account of all the labor of construction, maintenance, and
operation, its efficiency is immensely greater than that of the
simpler instruments of pack horse and wagon.

This consequence has sometimes been stated by saying that
capital is productive; a phrase which must be used with care.
The strictly accurate statement is that labor applied in some
ways is more productive than labor applied in other ways. Tools
and machinery, buildings and materials are themselves made by
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labor and represent an intermediate stage in the application of
labor. Capital as such is not an independent factor in production
and there is no separate productiveness of capital. When in the
following pages the productivity of capital is spoken of, the lan-
guage must be taken as elliptic, expressing concisely the result of
the capitalistic application of labor.

All this analysis of the relation of labor to capital and to savings
leads again to the proposition that all the operations of capitalists
resolve themselves into a succession of advances to laborers.* Some
persons have a surplus and set it aside for investment—they are
the capitalists pure and simple. Still other persons borrow this
surplus (very likely using also available means of their own) and
hire laborers to make tools and materials, to carry on all the
stages of production, and so produce in the end more consumable
commodities than have been turned over to the laborers. The
laborers as a whole produce more than they receive. Those who
borrow and thereupon hire the laborers can afford to pay back
more than they have borrowed. This is the process by which
interest on capital used in production comes into existence.

§ 5. Let it be supposed now that at any given time the capital-
istic ways of production—the applications of tools, machinery,
materials and the like—have been so settled and established as
to become familiar to all. Let it be supposed also that they are
equally available for all; that no one has a monopoly of any
particular form; that all who wish to use them are in unfettered
competition with each other. No borrower, in getting control of
any particular kind of capital, will then be able to secure a greater
advantage than any other from the use of savings. Competition
will bring the return in all channels of investment to the same
level. What will determine that uniform level?

All the constituent parts of capital, tho they will yield the same
return to those applying them, will not necessarily affect to the
same degree the productiveness of labor. Some may be, and almost
surely will be, more helpful in production than others. Imagine
that a community, once in possession of a stock of tools and
appliances, were compelled to part by successive steps with parts

1See Chapter 5.
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or installments of this capital. Clearly it would first relinquish
those parts which contributed least to the productiveness of labor
and then, as more and more had to be given up, would relinquish
others in the inverse order of serviceableness. It would reserve
to the very last those constituents of capital—that is, those means
of roundabout production—which added most to the output.
These means, the last to be given up under existing conditions,
the first to be used, would probably be on the one hand such as
were essential for the agricultural processes which, in the tem-
perate climate, involve seasonal operations—seed and farming
tools, and about a year’s surplus of food—and on the other hand
the metallurgical apparatus which yields iron, the prime requisite
for almost all tools. These, the most effective forms of capital,
have not necessarily been the first historically. The progress of
invention may have brought them in at a later date than others
of less serviceableness. But given various appliances that have
come to exist side by side, some will be more effective than others,
and in case of inevitable curtailment would be the longest re-
tained.

Under these conditions the gain, or premium, or interest, which
the owners of capital will secure, will be determined by the least
productive use of capital or, to be quite accurate in language,
by the addition to the ultimate consumable product of labor which
results from the least effective phase of the roundabout or capital-
using process. Those who use capital in ways more effective than
the least cannot retain the superior gain for themselves. Since all
who have capital at command can turn to these more effective
ways, competition will prevent any one set of persons from secur-
ing especially high gains from them. It is the effectiveness of the
last installment of capital (last in the order of productiveness)
that determines the rate of gain for all capital. Or, to put the
same proposition in other words, the return to capital depends on
its marginal productivity. “Productiveness” and ‘“productivity”
are used, to repeat what has just been said, in the elliptic sense
already explained.

It may be asked, Does the productiveness or serviceableness of
all forms of capital descend to that of the marginal forms? An

.



§5] INTEREST, DEMAND FOR CAPITAL 13

equalization of the return to owners of capital takes place; does
an equalization of productivity also take place? Not necessarily.
The outcome is like that which we have found, when discussing
the principles of value, as to the utility and the price of the several
constituents in the supply of an enjoyable commodity.* Tho all
the units of a supply sell in the market at the same price, not all
have the same utility; and there is such a thing as consumer’s
surplus. Similarly, tho the return to the owners of all the con-
stituents of capital is under free competition the same, the contri-
bution from all the constituents to the community’s well-being is
not the same. Some remain more serviceable than others. And
the difference in serviceableness has the same consequence as in
the case of the utilities from enjoyable goods—it affects con-
sumer’s surplus. The more effective uses of capital lead in
especial degree to greater abundance of commodities, to di-
versification of the means of satisfaction, to a larger national
dividend, and so to wider satisfaction of wants for the community
at large.

A principle similar to that which underlies the theory of value
thus underlies the theory of capital. Indeed, it is chiefly a matter
of terminology, of convenience in exposition, whether we treat
them as two or as one. Marginal utility determines the current
value of commodities; marginal productivity determines the cur-
rent rate of interest. There are utilities in goods (and services)
greater than at the margin. There are contributions from different
forms of capital greater than at the margin. These surpluses the in-
dividual owner cannot keep; the community at large enjoys them
in the form of consumer’s surplus.? And the same sort of difficulty
which we found in measuring the consumer’s surplus derived
from goods would appear if we endeavored to measure the surplus
derived from some of the constituents of capital. What constit-
uents of capital would be longest retained and how great the
effectiveness of this most precious remnant would be, we cannot
possibly gauge. We can only rest assured that differences in the

1 See Chapter g, especially §§ 3-5.

2 Compare the pregnant passage in Jevons, Theory of Political Economy, p. 277.
A contrary view is implied in Clark, Distribution of Wealth, Chapter XXI.
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degree of productiveness there are, and that society as a whole
profits greatly thru securing all forms of its capital at the same
rate that it pays for the least advantageous forms.

§ 6. This part of the theory of capital and interest has been
stated in different terms, tho with a conclusion not in essentials
very divergent. Briefly the view is that by a resort to more and
more capitalistic or roundabout ways of production the output
per unit of labor can not only be increased, but increased in-
definitely and at a predictable pace. There is said to be a tendency
to diminishing gain, or diminishing return; a tendency to a de-
cline in the mate of increase in production. Add more tools and
appliances—that is, do more and more labor of preparation, make
your total process of production more prolonged and elaborate
—and you will always get a larger final output. But the increase
in the productiveness of labor, great in the first stages of this
capitalistic way of applying it, becomes less in the later stages.
There is believed to be no limit to the heightened effectiveness
of labor due to marshalling it over time and elaborating machinery
and materials more and more. The obstacle is like that in pulling
a stout rubber band: it can always be stretched a bit more but
each additional application of force means a lessened effect.

In this view, it will be seen, differences in productivity and
marginal productivity appear not only on taking a cross-section
of industry at a given moment but in the development of industry
over the course of time. It is admitted that the tendency to a
diminishing gain in efficiency may be counteracted by inventions
and improvements. But in the absence of such progress the in-
crease of gain tends to sink and so also the rate of return on
capital; it sinks gradually and with some degree of regularity,
and no end to the process is in sight.

It would follow as a corollary that the application of capital
can be increased indefinitely without bringing complete cessation
of return in the way of interest to the owner of capital. Additional
installments could always be used to some advantage; there would
always be some marginal productivity. Interest, in other words,
would persist indefinitely, notwithstanding the utmost growth of
accumulation. Whereas in a more skeptical view the indefinite
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increase of savings and of capital may cause the point of satiety
to be reached. Unending increase in the means for applying pre-
paratory labor may make it impossible to use savings to any
advantage; and then, so far as the forces of demand determine
interest, it will be brought down to nil.

Like other problems bearing on the distribution of wealth, this
must be confessed to be unsettled. To enter on a full discussion
of the trains of reasoning involved would pass the compass of
the present book. I will present concisely my reasons for hesi-
tating to accept an unqualified principle of diminishing returns
in the applications of capital.

The increase of tools and instruments may be supposed to take
place in two ways: either by the addition of more tools of the
sort already in use or by the addition of new kinds of tools.
Mere duplication of familiar tools would seem to promise little
or nothing in the way of greater productiveness. Twice as many
saws or planes for each carpenter, twice as many looms for each
weaver, twice as many locomotives for each engineer—such a
proceeding does not mean that more will be accomplished by the
carpenters and weavers and engineers. It means an embarrassment
of riches. Of the complicated machinery of a great factory this
would seem to be true also. To run this machinery a certain
staff of operatives is required, adjusted to it by nice experiment
and calculation. Duplicate the whole outfit and it cannot be op-
erated by the same staff to advantage. The staff can utilize no
more than is already on hand.

More difficult is the problem as to the second way in which the
additions to capital may be supposed to take place. Here it is
assumed that there come to be not more tools of the same kind
but tools of a more elaborate and complex kind. With greater
savings and a greater possibility of applying labor in advance,
capital is supposed by a quasi-automatic process to take a different
form: not two saws but one larger and better saw; not two loco-
motives but one heavier and more powerful. The mere fact of
greater present resources available for investment causes the round-
about operations to be extended, the time of the whole process
to be prolonged. Plant becomes larger, machinery more complex
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and more nearly automatic, materials are heaped up in more
varied supply. Then product ultimately becomes greater, but in
the rate of increase there is supposed to be a tendency to diminu-
tion.

It is the quasi-automatic or predictable character of this process
of elaboration that seems to me doubtful. The more “capitalistic”
application of labor does not necessarily bring an increase in
efficiency. The outcome depends on the progress of invention,
concerning which no rule can be laid down.

It is true that during the period since the Industrial Revolution
of the eighteenth century the progress of the arts has been pre-
cisely in the direction of making appliances which require time
and labor and which also increase greatly the eventual productive-
ness of labor. Nor is there any clear indication that progress of
this kind will cease. The history of the last few generations, and
the prospects for the next few, support the proposition that the
increase of savings and of capital has brought and will bring
greater productiveness of labor. But there is nothing automatic,
nothing predictable. The outcome has been due and will continue
to be due to a host of projectors and inventors, to a succession of
steps each one of which is at the outset more or less doubtful.
How great such progress will be and how long it will continue
cannot be predicted. The possibility of an indefinite use of savings
and of an indefinitely increasing effectiveness of capital is not a
tendency inherent in industry but a fact of comparatively short
experience in the modern world.

To put the same problem in another way: the roundabout or
capitalistic process may be supposed to adjust itself to the supply
of present means (savings) ; or, the supply of present means may
be supposed to adjust itself to the roundabout process. The first
is the view of those who maintain the quasi-automatic transfor-
mation of capital as it increases and the tendency to diminishing
returns as it is transformed into more complex shapes. The second
seems to me the view more in accord with historical fact. The
progress of invention has taken the direction of more elaborate
and complex capital; hence there has been the possibility of
using a larger and larger volume of savings in productive ways.
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The supply of savings, as will appear in the next chapter, is highly
flexible. It has taken advantage of all available opportunities for
investment and will continue to do so; it has enabled factories,
machinery, railways, steamships, electric appliances, to be made
as fast as inventors have shown the way to the effective use of
these forms of capital. It is true that in this matter, as in so
many others dealt with by the economist, there has been an inter-
action of causes; none the less it is more nearly true to say that
the progress of the arts has made possible the vast investment of
savings than that the great volume of savings has brought about
the progress of the arts.

But the differences in opinion on this point do not affect the
main conclusion stated above—that, for any given stage and at
any given period, the rate of return on capital depends on the
gain in productiveness resulting from the least effective part of
the capital. So far as this proposition is concerned there seems to
be substantial agreement among modern economists. Whether or
no it is believed that there is a really separate productivity of
the capital as distinct from the labor, and whether or no it is
believed that the differences in the productivity of capital show
themselves thru an unfailing process of diminishing returns, it
seems to be agreed that the factor which determines the rate of
interest on capital used for production (so far as the rate is de-
pendent on demand) is the gain in efficiency or output accruing
with the last or marginal installment of capital.

§ 7. It has been remarked in the preceding sections that there
is no necessary connection between the amount of capital and its
productivity. Account must be taken of the march of invention,
of the irregular course of improvements in the arts. This element
of irregularity is connected with the human factor, too much
neglected in the traditional discussion of interest on capital.

Each and every use of abundant present resources for the pur-
pose of elaborate equipment means that someone must plan it
and manage it. Elsewhere the utopian character of many expecta-
tions about large-scale production has been dwelt on*—the no-
tion, for example, that doubling the size of establishments of

1See Chapter 4; compare also Chapters 49 and 68.
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itself brings greater effectiveness. There must be men behind
the guns. Not the mere making or mere enlargement of plant
brings increase of return but the choice of the best ways of making
and enlarging it. Now, in the modern organization of industry,
the persons who direct the capitalistic processes and those who
provide the present means needed for their expansion are not
the same. Two sets—business men and investors—find between
them that intensification of equipment meets with a profitable
response. But the increase in output is not due merely to the
lengthening of the productive process made possible by the ac-
cumulation of available present means. Dependent tho it be on
these factors, it is brought to fruition only by proper management.

Hence there arises a question of the division of the gain. The
larger the number of first-rate managers, and the smaller the sup-
ply of present means, the more likely is it that the savers will
get the lion’s share and rates of interest tend to be high; with the
opposite results if savers are many and managers scarce. If there
be a good supply of fairly capable managers but only a few among
them who tower above their fellows in ability to handle great
capitalistic enterprises, these few will reap a large harvest, which
yet will not redound to the advantage either of the savers or the
mass of business men. All this is connected with the theory of
business profits, presently to be considered. It is one of the many
indications how interdependent are the several phases of the
theory of distribution. What needs to be emphasized at this stage
is that the human factor—able leadership—is indispensable for
bringing the capitalistic mechanism to work with success. Nothing
in economics is automatic. Everywhere we have to deal with
human beings, with their limitations, their habits and traditions
and motives, the extraordinary differences between them.

§8. Much of the preceding has an unrealistic tinge. It seems
to describe a structure which, tho it may be neatly put together,
has no close connection with the actual world. It deals on the
one hand with real capital and real income; with buildings, ma-
chines, tools; on the other hand with income in terms of con-
sumable goods like bread and clothing. In the actual world people
deal in terms of money, and their calculations, expectations, and
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the outcome of their doings are all expressed in terms of money.
The amount of capital applied is stated in these terms; so is
the amount of product turned out. True, men of affairs are much
concerned with the technological processes which they manage and
with the physical amount and quality of the goods they sell. But
most of all they are concerned with the money amounts which
these things stand for. The analysis of the meaning of it all, which
has been made in the preceding pages, seems far from the ken
of the men directly concerned; just as is the case with the econ-
omist’s analysis of the terms of international trade.

It must be confessed that writers on economics have not been
as attentive as they might well be to the way in which their
conclusions on this range of subjects work out in the actual world.
As regards the topics here under consideration, their tendency
has been to pass at once from the physical to the monetary side
of capital and interest, assuming that what holds of the first holds
of the second. In the main the assumption is doubtless justified.
But in working out the details differences may well appear which
need explanation. In the course of the generation that has come
and gone between the date of the first edition of this book and
that of the present edition, a great deal has been done toward
improving and advancing economic science, both in the way of
more rigorous analysis and in the more fruitful comparison of
the results of our analysis with the growing information, especially
that in statistical form, about the facts. Tho much has been done,
much remains to be done, not least in knitting together the
“real” interest which emerges in the period of production and
the money interest which appears at the very first glance into the
financial markets. It would lead us too far into regions but im-
perfectly explored if an attempt were made in a book like the
present to make a synthesis which would bring it all into harmony
and clarity. I hope and believe that what is said here and in the
chapters to follow will stand as stating the foundations on which
the theory of interest will be built up to something further
developed and better balanced, yet not different in the main lines.

One thing must always be kept in mind: what has been said
about the “real” rate of interest relates to long-run forces and
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long-run results. It has only an eventual, an indirect, bearing on
the money rate of interest. That rate depends proximately on
the monetary situation and more particularly on the volume of
cash or reserve held by the banks. It cannot indeed be per-
manently higher or lower than the “real” rate which emerges
from the play of capital investment. The going rate in the money
market is in the end but an index or outcome of that real rate;
and the great abiding economic and social problems, such as those
of socialism, are concerned little with the money market rate and
chiefly with the real rate.



CHAPTER 39

INTEREST (Continued). THE DEMAND AND
SUPPLY OF SAVINGS

§ 1. Accumulation of present means needs an inducement.—§ 2. The grada-
tions in the disposition to save. Cases where the inducement needs to be
slight.—§ g. Cases where a return is sought. Possibility that a lowered re-
turn will sometimes induce larger savings. More often lowered return
checks saving. The conception of marginal savers.—§ 4. Diagrams express-
ing the equilibrium of supply and demand. Saver's surplus.—§ 5. The
steadiness of the rate of interest in modern times and its significance.—
§ 6. The race between accumulation and improvement.

§ 1. WE turn now to the conditions of supply for capital and
to the equilibrium of supply and demand. The rate of interest,
like the value of a commodity, is settled at any given period
chiefly by demand. In the long run the variations in supply must
have their effects also. What is the situation of those persons who
have a surplus of present means—the lenders?

If the accumulation of a surplus were in no way irksome the
supply of present means or savings would increase rapidly and
indefinitely under the inducement of a reward in the way of in-
terest. So long as borrowers were willing to pay a premium—to
return to lenders more than had been supplied by the lenders—
these latter would accumulate more and more, and their increasing
savings, put at the disposal of producers, would allow greater and
greater advances to laborers. Assuming the arts to remain the same
and no new ways to be found for increasing the productiveness of
labor by more elaborate implements, assuming too no increase
in the supply of labor—the stage would soon be reached when the
additional advances to laborers would bring no addition to the
output. The marginal productivity of capital would then be nil
and interest on capital would disappear. If this stage is not, in fact,
reached, the reason must be either that demand is steadily increas-
ing (the demand curve is always shifting to the right) or that

21
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accumulation and saving do not continue indefinitely unless there
be some inducement offered.

§ 2. Does saving, or waiting—the putting by of present means—
necessarily depend on a reward in the way of premium or interest?
This question, be it observed, is quite different from one of a re-
lated sort already considered, namely, do the making and the
maintenance of capital depend on saving at all? It is sometimes
said, more often tacitly assumed, that capital maintains itself by
some automatic process, quite independently of the dispositions
or intentions of its owners; which is the same as to say that saving,
tho it may be essential, involves no hardship or irksomeness or
disability of any kind. This view has been held by persons quite
free from any socialistic taint.* The socialists themselves, tho they
may not quite ignore the problem of capital accumulation, usually
assume that this is a matter which takes care of itself. In a highly
organized modern society it may seem to do so. Plant and machin-
ery as they wear out are steadily replaced; new plant and machin-
ery are steadily made. But we have seen that back of all this are the
processes of saving and investment; and have seen, too, that not
only the creation of new capital involves saving but the main-
tenance of existing capital also.? With the constant wearing out of
the productive apparatus, and the constant need of replacing it if
the equipment is to be kept intact, a choice is recurrently pre-
sented to the owners as to the way in which they shall use their
surplus possessions—whether they shall continue investment and
maintain capital or cease investment and cause labor to be directed
to making consumable goods. For any given period they may
have committed themselves irrevocably to investment and cannot
change the form which their property has taken. But as time passes
and the process of using and renewing the various kinds of wealth
goes on they have again the option which they had in the initial
stages. They may save and invest or they may spend and enjoy.
However considerable the length of time over which the capital
of a community, when once constructed, endures in the shape
which has been given it, and however slow the process by which

1See for example J. B. Clark, Distribution of Wealth, Chapter IX.
2See Chapter 5.
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the disposition of the capitalists takes effect, it is still true that in
the long run the owners’ intention determines whether there shall
or shall not be capital.

But, to repeat, there is the other question: granting that the
making and maintenance of capital do involve saving, must there
be a pecuniary inducement, a payment of interest, in order to
bring people to save? It is certain that this is not universally the
case. There is a considerable volume of saving which would take
place even if there were no premium—if the amount paid back in
the future by the borrower were no greater than the amount now
supplied by the lender. Nay, a situation is conceivable under
which the familiar relation would be reversed; then not the
borrower but the lender would pay a premium. On the other
hand there are savings which would not take place at all except for
the reward which is commonly paid by the borrower as interest.
These gradations in the conditions under which accumulation and
lending take place call for some detailed consideration.

One extreme, just referred to, is of theoretical concern rather
than of practical importance: the case of the lender who is so
desirous of providing for the future that he is willing to accept at
a later date, as the price of the safety of his possessions, a less
sum than he parts with in the present. This situation might con-
ceivably arise where means were very abundant in the present
and where a future with scantier means was expected. Thus a
man in his prime, with good earning power but without income-
yielding investments, knowing that old age must come, might set
aside a considerable amount from his present income in order to
be assured at a later date of an even smaller sum. At forty, $200
might be saved from an ample income with comparative ease;
and it is conceivable that it would be saved cheerfully in order
to have, at the age of seventy, the certainty of $150. Hence, if
no other choice presented itself, an exchange of $200 at forty for
$150 to be received thirty years later would not be out of the
question. There might be negative interest, so to speak. But
another very simple choice in fact presents itself. The $200 may
be set aside, tucked away, and kept until the later date when the
need becomes greater. It may be hoarded, without being lent or
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invested. This, of course, is feasible only if there be some kind of
commodity which does not deteriorate, which can be easily safe-
guarded, and which maintains its value. If men lived in primitive
conditions and all incomes were received and managed in kind—
if the actual bread and meat had to be put aside in order to provide
for the future—a bargain for giving a greater amount of such
perishable things in the present for the guarantee of a less amount
in the future might conceivably be consummated. But money
brings an easier and less hazardous alternative between present
and future use. Given security and ordered government—given
also stable value of money—then money in hand is as good as
money in the future. Specie or its equivalent in paper money can
be hoarded with little trouble; elaborate safe deposit boxes are to
be had at a charge insignificant in proportion to what they will
contain. Hence we may set aside as negligible the possibility of
negative interest. The present will command at least par in the
future. It is this sort of reasoning that led Bohm-Bawerk to lay
down, in somewhat technical terms, the general proposition that
present goods are always at least equal in value to future goods
of like kind—because a choice exists between present and future
use.!

But tho the cases in which interest might be negative may thus
be neglected, those in which it might be zero are many. Great
masses of savings are made quite without the need of stimulus in
the way of premium or interest. In such cases present means
might be exchanged for future means at par. A large part of the
deposits in savings banks in most civilized countries are probably
of this nature. Many persons have acquired the habit of providing
against a rainy day. Where a secure and convenient depository is
offered, they set aside something from current means as a safeguard
against future emergencies. If interest is paid on such savings it is
welcome enough, but the savings would be made in any case. Not
only deposits in savings banks but the accumulations of life in-

17t is still conceivable that, with most perfect facilities for hoarding, a few highly
timorous persons would pay negative interest for a supposedly unquestionable
guarantee of the future; just as a few timorous investors may insist on buying gov-
ernment bonds bearing very low interest rather than the safest of privately issued
securities.
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surance companies from annual premiums partake in some degree
of this character. Some provision for dependents, by annual pay-
ments thru the mechanism of insurance, would be made even if
these annual payments were not augmented, as in fact they are, by
the interest added to them by the insuring companies. How large is
the proportion of savings bank and life insurance accumulations
made with this sole motive it is impossible to measure, but the
proportion must be considerable.

§ 3. On the other hand there are accumulations that will not
be made except for the stimulus of a reward. Some receipt of in-
terest is indispensable for a large part, probably the larger part,
of the savings made in modern communities. Yet this stimulus
does not need to be applied in its full strength over the whole
range. Much saving that is done with a view to some return
would yet continue even if the return were lowered. Other saving,
again, requires the full current rate for its continuance. The
differences between the various degrees of stimulus required (i.e.
the various rates of return) are no less noteworthy than the broad
difference between some return and no return at all.

Suppose the rate of interest, after having been for many gen-
erations somewhere near four or five per cent, should drop very
sharply to two per cent, or one per cent. No doubt many persons
would cease to save. But many others, especially those with large
present means—those who have enough and to spare in any case
—would maintain their accumulations unchecked.

Perhaps the most characteristic and quantitatively important
case of this sort is that of the successful business man. He “‘makes
money,” in the current phrase; which means that his earnings con-
siderably exceed his habitual living expenses and that he puts by
something for the future without sensible deprivation of present
pleasures. The aim of such men usually is to accumulate a com-
petence or a fortune. In a country like England the founding of
a “family” is a common aim: the transmission to children of a
sum sufficient to enable them to take their place among the leisure
class idlers, to attain association or matrimonial alliance with the
gentry and aristocracy, and eventually, if there is money enough
and a proper sort of conventional behavior, to be awarded a
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knighthood or even a peerage. In all modern communities the
worship of “society,” perhaps the most ubiquitous phase of the
deep-rooted and universal love of distinction, contributes power-
fully to accumulation. No doubt among leading men of affairs
other motives play their part, such as the love of power, the im-
pulse for activity, mere imitation and emulation. Certain it is that
money making is impelled by very complex motives. Among these
no specific rate of return on accumulation plays a dominant part.

It has been suggested by some writers that within a considerable
range a decline in the rate of interest, so far from checking ac-
cumulation, would increase it. Many persons among the well-to-do
look forward to providing a settled income for the future, either
for themselves on their retirement from activity or for their
widows and children. In order to provide a “satisfactory” income
of say $5,000 a year, a capital sum of $100,000 must be put by if the
rate of interest is 5 per cent. But if the rate is 214 per cent, double
the sum must be put by in order to bring the same income. On
this sort of reckoning, the lower the rate of return the greater will
be the amount accumulated and invested.

Such reasoning, however, cannot be pressed far. No doubt there
are cases in which a decline in the rate prompts a wish to get to-
gether a larger capital sum. But a wish is very different from a
deed. For the immense majority of men it would be a very diffi-
cult matter to double (say) the amount accumulated. Among
those who have very large current incomes but still wish to accu-
mulate a capital sum—the small number of business men and pro-
fessional men whose earnings are high—it may be true that a
decline in interest will increase rather than lessen savings. But
most men who are accumulating with a view to building up a
“competence” cannot with ease increase their savings materially,
not to mention doubling them. There are constant and pressing
demands of the mcment, innumerable tempting ways of spending
money at once. A decline in the rate of interest is quite as likely
to lead to a readjustment of the scale of what is a “competency”
or a “satisfactory” income as it is to induce greater savings. In the
supposed case, the man who had looked forward to providing for
himself or his family an income of $5,000 on a capital of $100,000
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is likely to say, when the rate falls to two and one half per cent, an
income of $2,500 must suffice!

On the other hand, where there are many individuals and great
amounts of savings, the usual relation of price to supply appears—
namely, a higher price leads to an enlargement of supply and a
lower price to a lessening of supply. Stated with reference to inter-
est and capital, the proposition is that an increase in the rate will
bring more savings and more capital, a decrease less savings and
less capital. No one would doubt that if the rate rose to twenty per
cent, many sums would be set aside and invested which at a lower
rate would be spent for immediate satisfactions. Conversely, if the
rate were to fall to one per cent, or to one half of one per cent,
many sums would be spent at once which at a higher rate are saved.
Between these possible extremes is the current rate of something
like four or five per cent; and among the various savings there
are some for which that current rate is just enough to induce the
sacrifice involved.

Thus we reach the conception of a margin. There are intra-
marginal savings and marginal savings; and also, it may be added,
extramarginal or potential savings. There are the willing and al-
most spontaneous savers—those whose motives for accumulation
are so strong that they would continue even if there were no re-
turn at all. There are the less spontaneous but still eager savers,
who need the stimulus of some return but would go on even tho
that return were lower than the current rate. There are the
marginal savers—cool and calculating persons we may conceive
them—for whom the existing rate of interest is just enough to in-
duce the sacrifice of present for future. And finally there are the
extramarginal savers, who do not now accumulate but would be
led to do so if the return were to increase.

In strictness, we should speak not of more or less willing savers
but of installments of savings more or less easily induced. The
same person may be very differently disposed as regards different
parts of his accumulations. Something he may put by in any case
for a rainy day; something more he may put by from the love of
social distinction or from other motives in which, tho the expecta-
tion of some return plays a part, a higher or lower rate is not de-
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cisive. Something more, finally, he can be induced to save only
under the stimulus of a return at the existing rates. The gradation
runs not by individuals but by installments. There are marginal
savings, even tho there is perhaps no individual all of whose sav-
ings are at the margin.

§ 4. The outcome of the discussion of demand (in the preced-
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ing chapter) and supply (in the present chapter) can be stated
in simple form under the theory of value. The several install-
ments of savings are to be had at various rates, some for a small
reward, some for a larger reward. The case thus is one of varying
supply price, coming under the principle of increasing costs. A
diagram of the familiar sort will illystrate the situation.!

The conditions of demand are indicated by the line DD’, whose
descending slope represents the diminishing productiveness of the
several installments of capital. The ascending line ORS indicates
the conditions of supply—the increasing prices which must be
paid in order to induce the several installments of savings which
enable the capital to be forthcoming.? This line in its earlier part

1Compare Chapter 13.

2The sacrifices or disutilities involved in the installments are not necessarily
measured by the prices calling them out. Those savings which would be made with-
out interest (rainy day savings) may involve serious sacrifice. Here, as in Book II,
the supply schedule relates to the matter-of-fact question of the price which must
be paid in order to call out a given supply.
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does not rise above the base line OB. That is, some savings would
be made even if nothing were paid in the way of interest on capi-
tal. Nay, if we believe that the disposition and incentive to provide
for the future is so great among some savers that a smaller sum in
the future will be accepted by them in return for a larger sum in
the present, the line in its earlier part will sink below the base
line and will begin at O’. There would be negative interest if the
rate were determined solely by the competition of these persons.
As we reach installments as to which the disposition to save is less
and less strong and more and more must be paid in order to induce
accumulation, the line rises. Finally we reach the marginal saver at
B. The price at which he is willing to save corresponds to the gain
which is secured from the use of the marginal increment of capi-
tal. Here equilibrium is reached; the rate of interest settles at a
point where the marginal productivity of capital suffices to bring
out the marginal installment of saving.

Evidently those persons whom we have designated as spon-
taneous savers—those who are disposed to save under any circum-
stances—gain something in the nature of a surplus. The total
amount paid as interest is indicated by the rectangle PP’BO.
There is a large amount of saver’s surplus or saver’s rent, indicated
by the area ORP’P, or possibly O’RP’P. For those who would save
in any case, the whole of the interest which they receive is in the
nature of surplus. For those who would be willing to save at a
smaller rate than that current, a part of what they receive in in-
terest is surplus.

How great now is this surplus in modern civilized communities?
or, in other words, what is the conformation of the line ORP?? In
Figure 1 it is represented as rising slowly from OR and approach-
ing P’ somewhat steeply, indicating that much saving would be
done for less than the marginal or market price and that there is
a large amount of saver’s surplus. But it is no less possible that
ORP should rise steeply from OR and then move nearly parallel
to PP, as in Figure 2; indeed it may be coincident with PP’ in
the latter part of its course. In other words, a large part of the sav-
ing, or nearly the whole, may need the stimulus of the whole cur-
rent rate of return, and saver’s surplus may be correspondingly
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less in amount. And a further question arises as to the conforma-
tion of the supply line beyond P’. Suppose there is a general in-
crease in demand (which would be indicated by a shifting of the
demand curve to the right) —will the rate of interest permanently
rise, or will the supply of savings and capital extend and bring the
rate of return back to the amount BP’? In other words, is BP’
capable of being continued to the right indefinitely, prolonging
the horizontal line PP’ beyond P’ without rising in its further
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course? To some of these questions our answers must be quite un-
certain; and even for those which we can answer with some as-
surance we must rely on general observation rather than on any
accurate data.

As has already been intimated, it is tolerably clear that there is
much of saver’s surplus; how much, it is impossible to say. One
might hazard the guess that the line ORP’ has some such con-
formation as is shown in Figure 2, that after lingering for a part
of its length along OB it rises gradually to a point near PP’, and
in the latter part of its course runs nearly parallel to PP’ or coinci-
dent with it. Thence it would follow that a decline in the de-
mand for capital, unless very great, would not sensibly affect the
rate of return on it; since the decline in the rate would check many
savings which were at the margin or near the margin and hence
would bring about a decline in the supply of capital. No test of this
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kind, however, is likely to be applied in modern communities. The
demand for capital has grown enormously during the last century
or two, and there is no indication that it will cease to grow in the
future. In other words, the gain from the use of more and more
capital in production has been great and promises to continue
great. The progress of invention and of improvement in the arts
has steadily moved the line DD’ (at least in its lower reaches) to
the right; it has never shifted the line to the left. At the same
time the response of the supply of capital has been rapid and sure.
Notwithstanding the vast increase in demand the rate of interest
has remained, on the whole, singularly even; indicating that, so
far as the extension of O RP’ toward the right goes, it has been pro-
longed, and probably will continue to be prolonged, without any
permanent tendency to rise.

§ 5. The steadiness of the rate of interest during the vast
changes since the industrial revolution of the eighteenth century is
aremarkable phenomenon. Even before that era interest had fallen
to rates such as we consider normal. In Switzerland during the
seventeenth century the rate had fallen so far that legislation was
enacted, oddly enough, to check its decline. Several cantons passed
laws making void all loans at less than 4 per cent. Nevertheless, in
the century following, the rate went down to that figure and even
lower.! Holland and England were able to borrow in the middle
of the eighteenth century at about g per cent. Since then the rate
has fluctuated between a minimum of something like § per cent
and a maximum of something like 6 per cent. In new countries it
has tended to be higher than in old countries; and in times of
activity and of hopeful investment it has been higher than in times
of depression. Great wars, with their consequence of heavy public
borrowing (of which more will be said presently) have raised the
rate for years; then it has slowly declined as the normal conditions
of peace have been gradually restored. During the first three quar-
ters of the nineteenth century the rate in older countries was
usually in the neighborhood of 4 and 5 per cent, and in newer
countries 6 per cent or a trifle more. During the last quarter of

1 Rappard, Le facteur économique dans l'avénement de la démocratie en Suisse,
pp. 113, 114.
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the nineteenth century it sank to g and 4 per cent in older coun-
tries, 5 per cent in newer. After the opening of the twentieth
century a rise again appeared; and soon the enormous borrowings
by governments for war purposes caused a further and very sharp
advance. We are considering here, it need hardly be said, not the
fluctuating rates of interest on short loans but the long period rate
on permanent investments. The trend of this rate, to repeat, in
view of the extraordinary increase alike in the demand for capital
and in the supply of capital, has been remarkably even.

From this one might infer that there is a large volume of savings
at the margin. The steadiness of the rate of interest thru so long
a period of striking changes, both in the uses and in the accumula-
tion of capital, would seem to point to a steadying cause—a mar-
ginal supply price to which the rate of return on the whole has
adjusted itself. That supply price to be sure is likely to be affected
in the future by the very fact of large accumulation, or at least by
those general industrial and social conditions which accompany
large accumulation. The increase in the number of persons be-
longing to the well-to-do classes, and in their incomes, causes sav-
ing and investment to be greater in volume and to entail less
sacrifice. It is quite possible that the marginal supply price may
sink in the course of the twentieth century to some such rate as
2 per cent.

§ 6. Even tho there be a steadying cause of the sort just men-
tioned the rate of interest depends over long periods—decades at a
time—on the demand for capital in relation to a supply which is
constantly and quasi-automatically increasing. It depends on a race
between improvement and accumulation.

Accumulation proceeds fast and promises to continue to pro-
ceed fast. It threatens constantly to increase the supply of savings
and of capital to the point where a decline in the return must set
in. So ingrained is the habit of accumulation among the prosper-
ous classes of modern society that it seems to proceed irrespective
of the rate of interest. Only over considerable periods and after
a long disenchantment will a lessening of the return check its un-
ceasing march. How soon and how completely such a relaxation of
its advance would take place we cannot say. Neither can we say



§ 6] DEMAND AND SUPPLY OF SAVINGS 33

with what gradations the decline in interest itself would take place.
If there is a general and far-reaching principle of the kind discussed
in the preceding chapter—that the use of added capital always
brings additional product, tho at a diminishing rate—the process
would be a slow one; nay, if that principle is of indefinite applica-
tion, interest never would quite disappear, however vast accumula-
tion might be. If there be not this supposed possibility of always
using more and more savings in productive investment, the stage
of vanishing interest would be reached at a comparatively early
date. If the reasoning of the preceding sections is sound, accumula-
tion will be relaxed long before the return vanishes; yet reluctantly
and haltingly, and with a constant pressure from the continuing
offerings of those who now enjoy a saver’s surplus.

In one respect, as it is hardly necessary to remind the reader,
there may always be an opening for the use of additional savings
even with no change in the methods of production; namely, thru
the increase of population. Additional laborers need to have an
additional supply of the familiar kinds of apparatus. Very few
modern countries have stationary numbers. France is the only
large one whose population fails to grow. In most communities
numbers increase. In so far there is obvious opportunity for the
employment of more savings.

But in the main the way in which the increase of savings can
find escape from its difficulties is thru a parallel advance in the
arts, calling for more and more elaborate forms of capital. Savings
in civilized communities easily outstrip the growth of numbers,
even in a country of rapidly swelling population such as the United
States has been. Hence, to repeat, the race is between improvements
and accumulation. Given continued improvements calling for
more and more elaborate plant—more of time-consuming and
roundabout applications of labor—then savings can heap up and
a return still be secured by the owners of capital. Such has been
the course of industrial history for the last century and a half.
Such is apparently to be its course for another generation or two.



CHAPTER 40

INTEREST, FURTHER CONSIDERED

§1. Loans for consumption introduce no new principle as to demand, but
are much affected by the absence of full competition.—§ 2. Public borrow-
ing for wars an important form of such loans in modern times. Great war
borrowing gives rise to both economic and fiscal problems. The economic
effects are important for the problem of interest—§ 3. Durable con-
sumer’s goods, as a form of investment, again introduce no new principle.
—3§ 4. No grounds for distinguishing between producer’s capital and con-
sumer’s capital, so far as interest is concerned. Exchange of present for
future the most general statement of the cause of interest—§5. The
mechanism of banking and credit makes interest all-pervasive.—§ 6. Varia-
tions in the rate of interest in different countries and for different invest-
ments.—§ 7. The justification and social significance of interest.—§ 8.
Interest and inequality.

§ 1. SPENDTHRIFT loans, tho far less important in modern times
than those for use in production, continue to play a part. Indi-
viduals and public bodies still borrow great sums in order to
satisfy needs of the moment, hoping to repay in the future from
some extraneous resource. Pawnbroker’s loans are of this sort on
a petty scale; the borrowings of nations for the conduct of wars
are so on a great scale.

Such loans introduce no new principle concerning the play of
demand. Here also there are gradations in the demands of the
various borrowers. Some have pressing needs or are much tempted
by opportunities for immediate expenditure. Others have needs
less pressing or more caution and foresight. If we suppose a fixed
supply of present means offered by the lenders, and suppose loans
of this kind to be the only ones, the rate of interest under effective
competition will settle at the point determined by the least eager
among the spendthrifts—by marginal utility among the borrowing
consumers. If we suppose this demand for loans to be added
(as in fact it is) to the demand for productive uses, the modifica-
tion of the conclusions reached in the last chapter will be simply
a quantitative one. There is an additional opening for the lenders

34
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but no essential alteration in the gradations of demand or in the
play of the forces by which the emerging rate of interest is settled.

The most striking peculiarity in spendthrift loans by individuals
is that so often there is no such thing as unfettered competition,
no such thing as a prevalent or competitive rate determined at
the margin. The ignorance and the necessities of borrowers, their
inability to pause and inquire what terms can be got, frequently
cause “‘unfair rates” and “extortion”’—phrases which signify here,
as they commonly do also when used of the prices of goods, that
the rates which would result from active competition are not in
fact attained.*

Consider pawnbroker’s loans, for example. The borrowers are
usually in immediate need, often timid, ignorant, and anxious for
privacy. They are likely to accept hurriedly such terms as are
offered at the first place where application is made. So strong is
the general belief that the resulting bargains bring an undue ad-
vantage to shrewd and unscrupulous lenders that in civilized
countries public authority often regulates the transactions. Some-
times the rate of interest is prescribed—that is, a maximum is set
—and detailed regulations are made for the keeping of books and
accounts and concerning the mode in which the eventual sale of
pledges shall take place. Sometimes, as in France, public pawn-
broker shops are established, where advances are available at
reasonable rates (that is, at something like the competitive mar-
ket rate). Allowance, of course, must be made for the risks in-
volved and for the heavy expenses of administration. A rate of
ten or twelve per cent on pawnbroker’s loans, after account is
taken of expenses and losses, amounts to only a moderate net rate.
But much more is often charged than suffices to pay all expenses,
to offset risks, and to yield a sufficient return for the lender's
capital and labor; hence the occasion for regulation by public
authority.

In most semi-civilized communities the village usurer who lends
at high rates to the improvident or necessitous is a familiar figure.
The peasant of Hindustan lives upon a very narrow margin. His
crops barely suffice to feed his family until the next season’s crops

1 Compare what was said in Chapter 10 on “fair prices.”
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are ready, and at the end of a poor season he must either borrow or
starve. Not only is he often necessitous, he is often improvident.
At the marriage of a daughter or at a funeral he will squander sums
quite out of proportion to his means and will borrow on any terms
to raise the money—a heedlessness of the future incomprehensible
to the calculating Western observer. The usurer has him in his
clutches. So also it was in the old days with the fellaheen in
Egypt. One of the boons which the English administration in Egypt
has brought the native is the establishment of a semi-public bank
which has undertaken to displace usury by offering loans at com-
petitive rates. In many parts of Europe the lender of small sums to
agricultural producers is a usurer; that is, he is removed from the
influence of competition, he lends to poor and ignorant persons,
and he exploits the possibilities of the case.

In medieval times the acceptance of interest by lenders was pro-
hibited, at least for Christians (the prohibition was by church law
and applied to Christians only, hence the position of the Jews as
money lenders) . To receive from the borrower more than had been
lent him was thought unrighteous. The explanation of this atti-
tude, so different from the present-day acceptance of interest as a
matter of course, is probably that during the Middle Ages borrow-
ing was in the main for consumption. When the borrower uses
loans for his own gainful operations the bargain between him and
the lender for interest seems natural and equitable. But where
the borrower is in need, and uses the loan to satisfy pressing wants,
the lender’s requirement of interest has an aspect of harshness.
Moreover, in medieval times competition and market rates of in-
terest hardly existed. Such loans as were contracted were often on
terms fixed by the necessities of the individual borrower. As the
division of labor and the use of money spread, as industry became
more complex and the instruments of production more mobile,
loans for production became common; and with this change came a
change in men’s point of view regarding interest. The exceptions
to the original strict rule of the canon law, the excuses and explana-
tions for departing from it, the nominal retention of the prohibi-
tion with growing practical relaxation, the final acceptance of
interest on loans as a familiar and normal phenomenon—all this
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illustrates the process by which men slowly adjust their rules of
conduct to new ways and new institutions.

§ 2. One form of loans for consumption remains of great quan-
titative importance in modern times—public borrowing for wars.
Where highways or railways or irrigation works are constructed
from public loans we have the phenomena of saving, investing,
capital making. But where the sums advanced by investors are used
for war expenditures we have saving and investing but no result-
ing capital. We have vast waste by contending armies, and great
loans which—so far as their strictly economic consequences are
concerned—are essentially of the spendthrift sort. The drain on
savings for this purpose has been enormous. Every great struggle
has caused thousands of millions to be borrowed and squandered—
squandered, that is, so far as concerns the economic consequences.

The conditions of demand for this sort of use are highly inelas-
tic. When a nation’s blood is up the means for prosecuting a war
are demanded at any price. Hence prolonged fighting often causes
a rise in the rate of interest which endures for years, perhaps for a
generation. The Napoleonic wars, especially because of the huge
loans contracted by Great Britain to carry them on, affected the
current rate of interest thru the first quarter of the nineteenth
century. In the second half of that century there was a succession
of wars and of consequent borrowings—the Crimean War of 1854~
55, that of France and Italy against Austria in 1859, the American
Civil War of 186165, that of Prussia and Italy against Austria in
1866, of France and Germany in 1870-71, of Russia and Turkey in
1876—78, of Great Britain with the Boer Republic in 1899. Each
caused public loans to be contracted at home and abroad, and each
had its effect on the investment market in the world at large. The
whole series tended to bolster up the rate of interest thru the
nineteenth century. During the war of 1914—18 further loans were
contracted by the billion, and the public debts not only of the
warring countries but of the neutrals also were swelled to
dimensions undreamed of before. Under the pressure of this ex-
traordinary demand the rate of interest was doubled the world over.

In all these periods of struggle and waste the high rate of interest
probably served to bring out some savings that otherwise would not



38 THE DISTRIBUTION OF WEALTH [Ch. 40

have been made. And not merely the high rate but other induce-
ments also. Patriotic sentiment causes people to save and to invest
in government securities. Such is likely to be the case most of all
when an entire nation is stirred by a feeling that its existence is at
stake, as during our own Civil War, and in almost all countries
during the great struggle of 1914-18. So far as savings are stimu-
lated by the very conditions of the crisis—by high interest and by
patriotic feeling—they are not withdrawn from productive use.
They simply add to the investments of the buyers of the public
securities and swell for an indefinite period the capital in terms of
money on which interest is regularly paid.

War loans and public debts have further consequences. They
not only raise the rate of interest, often for a long time; they cause
the supply of real capital to be less, for periods longer or shorter
according to the duration of the strain. At the seat of fighting there
is immediate and often frightful destruction. Elsewhere factories
are pushed to their utmost and raw materials of every kind are used
up at a prodigious rate. Repair and replacement are reduced to a
minimum. No new plant is constructed, except when needed for
military purposes; and what is constructed for such purposes
usually proves unsatisfactory for the uses of peace. If indeed the
war does not last very long the gaps in capital may be filled quickly
and easily. But a prolonged and exhausting struggle is followed by
a period of suffering and readjustment, the more trying if ac-
companied, as usually it is, by monetary derangement.

Once a war is over and borrowing ceases a war debt means in the
main a continuing series of cross-payments within the community.
It means this in the main, not always or necessarily. So far as the
debt has been incurred abroad, payment of interest must be made
to foreigners, and eventually (according as the terms of the loan
may be) repayment of the principal also. The effects of such trans-
actions on international trade have already been considered.!
There is here a real drain on the country’s resources. The situation
is different so far as interest and principal are payable within the
country. Interest charges and repayments of principal then bring
no net loss, no net gain.

1See Chapter ge.
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People often speak of a national debt as a crushing burden. But
the payment of interest on the debt means simply that taxes are
levied and the proceeds paid to the holders of the government se-
curities. Persons of one set are called on by the government to make
payments to another set. If the taxes are paid predominantly by the
poor—if for example they are taxes on commodities of everyday
consumption, such as sugar, salt, tea, coffee, tobacco—and if the
holders of the public securities are chiefly the well-to-do and rich,
the result will be an accentuation of inequality. Such was the con-
sequence of the methods of finance and taxation that were com-
mon until very modern times. Of late, and markedly since the war
of 1914-18, the outcome has been different. Income taxes and
similar levies beairing chiefly on the prosperous classes have been
used to meet the debt charges. This was strikingly the case in the
financial operations of Great Britain and the United States during
and after that war. So far as the well-to-do classes are also holders of
the publicdebt (and they are the holders of by far the greatest part
of it) the process is in essentials that of shifting cash from one
pocket to another of the same sort. Those among the well-
to-do who hold a large proportionate share of the war bonds get a
net balance in the way of interest. Those, on the other hand, whose
incomes are high and who hold comparatively few bonds pay more
in the way of income tax than they receive in the way of interest.

It must be said, however, that this sort of cool weighing of the
real effects of loans and interest plays little part in the thinking of
the ordinary bondholder and the ordinary taxpayer. Almost all
people have a feeling that a tax is a net loss, an interest receipt a
net gain. They regard a tax as an unwelcome net burden. Let it
be assumed, for example, that in a situation such as that outlined
in the preceding paragraphs the amount of interest payable to each
taxpayer is exactly the same as the amount of income tax payable
by him (as regards that income) . Then there is no loss to anyone,
no gain.! Yet most taxpayers would probably feel that they were

10f course, there will be the expense of collecting the taxes and distributing the
interest; a real burden, of which the concrete form is that government officials are
engaged in this task when they might be engaged on work of more substantial
serviceableness. Expenses of collection and administration, however, are a small
fraction of the total sums involved.
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burdened. They would regard the interest receipt as a natural,
proper, satisfactory income; the tax payment as unnatural, un-
welcome, irritating. And if some taxpayers received less in inter-
est than they paid out in taxes they would be even more aggrieved,
whereas if the interest receipts of others exceeded their taxes they
would not be at all correspondingly mollified. This state of mind
is quite absurd and quite understandable. It is the natural result
of the usual attitude of the possessing classes toward taxation and
the government’s doings, toward property and the income from
property.

§ 3. Another form of savings used in investment stands midway
between those for production in the stricter sense and those for
consumption, This is investment in durable goods suited for im-
mediate use, of which dwelling houses let for hire are the most
important type.

The hiring of a dwelling brings about an exchange of present
means for future means and the emergence of a premium, in es-
sentially the same way as in the simplest loan at interest. The tenant
normally pays as rental a sum sufficient to reimburse the owner or
landlord for repairs, depreciation, and such charges as insurance
and taxes; and he pays him in addition a sum which constitutes a
net income to the landlord and is the interest on his investment.
(We leave out of consideration for the present the land on which
the dwelling stands; its relation to the gross rental will be con-
sidered in the chapters following.) The landlord at the outset has
present means or savings at his disposal—the sum which he ap-
plies to building the house. If the rental which he receives were
just enough to bring him back this same sum, covering the
eventual return of his capital (and also repairs and other current
charges) , he would get from the tenant or series of tenants pre-
cisely what he gave. But this return is spread, by installments, over
a long time. We may suppose the house for example to last fifty
years, being worn out and useless at the end of that time. The full
repayment of the capital sum will then be completed only after the
lapse of half a century. A postponement of satisfactions on the
landlord’s part is necessarily involved and will not be accepted
unless thgre is some inducement—unless the tenants in the course
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of the years pay more than enough to repay the sum originally in-
vested; that is, unless interest is paid.

Where a building, or indeed any other concrete form of wealth,
is expected to last a very long time, depreciation (that is, the
gradual recovery of the capital sum invested) plays but a small
part and the rental, over and above repairs and expenses, is made
up almost solely of the interest charge. Strictly, the investor should
always face the fact of depreciation. Tho some forms of durable
consumer’s wealth, like a few forms of producer’s wealth, seem to
endure indefinitely, decay and depreciation eventually set in. In
many cases of such investments, however, it is probable that the
distant future when the capital sum will finally have to be replaced
is forgotten. The landlord in his calculations of rentals will often
reckon merely on interest, with allowance for repairs and other
immediate expenses but without allowance for the ultimate replac-
ing of the initial investment. In regions where population is grow-
ing, and especially in growing cities, this sort of real or apparent
miscalculation is fostered by an expectation that a rise in the value
of the land will offset the depreciation of the building—a phase of
the subject which is reserved for later consideration.

Turning now from the conditions of supply to those of demand,
we find a situation essentially similar to that appearing in the de-
mand for producer’s capital, tho it may seem more complex. The
demand for house room and the like is similar to that for other
present satisfactions. House room is constantly compared with other
utilities and exhibits the same gradations of demand. The dwell-
ing yields shelter and it may satisfy the love of beauty. It ministers
also in no small degree to the love of distinction, for here is one
of the most familiar forms of display. The more of these gratifica-
tions are offered the lower will be their marginal vendibility and
their price. Suppose that dwellings were the only available form
of investment and that all the sums saved were turned into this
channel; we may reason that, as a steadily increasing supply of such
sources of satisfaction was offered, the amounts which purchasers
would pay for successive installments of them would grow less.
Still supposing them to be the only form of investment, we may
reason further that the decline in rentals would not cease until
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investors (those building dwellings for hire) came to the con-
clusion that it was no longer worth while to abstain from the im-
mediate use of their means in the process of providing house room
for tenants or, to speak more carefully, when the last or marginal
investor came to this conclusion. The case would again be one of
the equilibrium of supply and demand.

Other forms of consumer’s wealth present the same phenome-
non. Pianos, the furniture in lodgings, theatrical costumes and
the like—all illustrate the principle. Wear and tear and al-
lowance for depreciation are more obvious and play a larger part
in these than in dwellings, and interest forms a smaller proportion
of the gross rental. The civilized man’s repugnance to miscellane-
ous and indiscriminate use of his possessions sets limits to the
spread of such hiring and letting; but anything which by custom
can be passed readily from one person to another, like a dwelling
or a piano, may cause a return to arise in the way of an interest
payment.

Consumer’s wealth of a durable and transferable kind thus offers
still another way of investing present means and of securing an
interest return. The whole mass of savings put aside for investment
is to be compared with all the opportunities for utilizing them—in
production, in loans for quick consumption, in consumer’s capital.
These combine to make up the total demand which is to be set
against the supply of savings. No one of the various opportunities
is necessarily dominant. But they are by no means of equal quan-
titative importance. Except for public borrowings, loans of the
spendthrift type are comparatively small in modern communities.
Durable forms of consumer’s wealth, of which dwellings are typical,
present a much ampler opportunity for the investment of savings,
and one which enlarges steadily with an increase in population and
in general prosperity. The operations of production, the construc-
tion of elaborate plant, the possibilities of increasing the efficiency
of labor by applying it over time, form the most important of
all. In this sense loans for production may be said to dominate
the market in modern times and to settle the return to all kinds of
capital and investment.

§ 4. We are now prepared to give an answer to a set of questions
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suggested at an earlier stage, which have to do with the relation of
producer’s wealth to consumer’s wealth, and the definition of capi-
tal.* Matters of definition, tho not in themselves of the first impor-
tance, repay discussion because they compel reflection on the es-
sentials of the things defined.

Producer’s wealth and consumer’s wealth are similar, in that
they are both instruments. Both serve to provide utilities or grati-
fications. They differ as to the time at which the utilities will
emerge. Producer’s wealth brings no utilities in the present; all of
its effects are to appear in the future. Consumer’s wealth brings
utilities in the present. But not all of its utilities are so bought:
it sheds them, so to speak, continuously thruout its existence. The
longer it lasts the longer will the process continue. Some of its
utilities are thus also future, and the more of them in proportion
as it is durable.

The most general statement of the conditions under which in-
terest arises is that it results from an exchange of present things
for things future. This proposition, more or less foreshadowed in
the discussions of a long series of economists and sharply formu-
lated late in the nineteenth century by the brilliant Austrian
economist Bohm-Bawerk, applies to all the various operations in
which a surplus appears for him who makes loans or advances. It
applies no less to operations which involve consumer’s wealth
than to those which involve producer’s wealth. From this point of
view the one is capital as much as the other. In both cases “true”
interest arises, due to the fact that the present ordinarily outweighs
the future in attractiveness, and that those who have present means
at command will not postpone enjoyment of them unless some in-
ducement in the shape of premium is offered. So far as the prob-
lems of distribution are concerned, consumer’s wealth and pro-
ducer’s wealth thus present similar phenomena. Either of them may
yield interest and so lead to the emergence of a set of persons who
have an income from accumulated means and who need not work
for their living—a leisure class.

Tho thus similar in the essential relations of present to future,
the two forms of wealth yet present differences in other respects.

1 See Chapter 5 and also Chapter 51, below.
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There is an obvious difference in the nature of the social advan-
tage secured from the possession of present means. That advan-
tage, in the case of producer’s wealth, is found in the increase in
the productiveness of labor because it is applied in the “capital-
istic” way. The demand for producer’s capital and the ability of the
users of capital to pay interest depend on factors which do not
bear on consumer’s capital or on interest derived from consumer’s
capital. The progress of invention, the growing effectiveness of
larger plant and more costly tools, the possible limits to the in-
crease in output from more laborious preparation—all these are
questions which must be considered with reference to capital in
the narrower sense. They do not present themselves with regard
to consumer’s wealth.

§ 5. When once the payment of interest is a familiar and ac-
cepted fact, it is extended to all cases where present means are in
one person’s hand and are turned over to another person. He who
has money to lend can always get interest on it. He who borrows
must pay for the veriest fraction advanced to him and for every
day of the advance. The competition and interaction of a highly
developed banking and credit system is always keeping the pos-
sessor of present means in some connection, immediate or remote,
with those who are the eventual users of capital and the ultimate
employers of labor; and in ordinary times interest can be unfail-
ingly secured on every scrap of disposable cash.

Here, as in so many fields of economic activity, the persons di-
rectly engaged are little aware of the significance of their doings.
The professional money lender knows by everyday experience that
he can always get interest on the money he has to lend and he com-
monly thinks of it as “‘earning” interest. He who borrows accepts
the need of paying interest as a necessary part of the world as it is
and does not stop to think that his own demand for present means
—in order, say, to buy a machine or a batch of materials or wares—
is part of the very situation that causes a return to the lender to
arise. Just as, under the division of labor, each individual worker
has no consciousness of the part he plays in the complex organiza-
tion of industry; just as, in the adjustment of foreign trade, each
merchant has no notion of his place in the mechanism—so neither
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individual lenders nor individual borrowers have the slightest
understanding of what underlies their bargainings. Economists
are often twitted with being theoretical and out of touch with the
facts of industry. Much more unpractical is the attitude of the
average business man, who is familiar with but one small corner
of the industrial world, contents himself with the most superficial
commonplaces, and knows so little of the essential problems that
he is hardly aware even of their existence.

§ 6. The minimum rate of interest, on the best security, differs
a little between different countries. For generations it was lowest
in England and sensibly higher in France. Until the close of the
nineteenth century it was higher in the United States than in most
European countries. As a rule, it is higher in new, prosperous, and
rapidly growing countries; lower in old countries that have long
been prosperous. The explanation is mainly to be found in the
varying conditions of supply and demand, in the race between ac-
cumulation and improvements at the time and place. In a country
like England, which enjoyed complete internal peace and high in-
dustrial prosperity for two centuries, accumulation was steadily
great; and notwithstanding the periodic sweeping away of large
amounts thru loans for war expenditure there was almost constant
pressure to find advantageous employment. France enjoyed similar
prosperity only after the close of the Napoleonic wars but, tho long
a rich country, it was not until the second half of the nineteenth
century that she had such an overflowing supply as England. More-
over, her huge public debt withdrew from productive use a larger
part of her people’s savings. From both countries there was in the
nineteenth century an outflow of money means for several genera-
tions, thru investments in regions where the demand for use in
production was great. Germany, whose industrial advance after
1870 was extraordinary, also reached the stage of fast-accumulating
resources and of overflow to other countries. From countries like
these the outflow was chiefly to the newer countries, whose own
accumulations were not yet great, whose resources were still not
fully utilized, and whose opportunities for using capital were large
and profitable. Such was the United States thruout the nineteenth
century. Canada, Australia, South Africa, Argentina, Chile, and
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other regions offered advantageous fields for investments from
older countries. Not the least striking transfer of accumulations
was that from the older part of the United States, along the North
Atlantic coast, to the West and latterly to the South of the country.
From New England a steady stream of savings flowed to the West
and enabled the latter section to provide itself with much-needed
capital.

If the transfer of savings from one country to another took place
without question or hesitancy, the rate of return on investments
would be the same in both. But it does not so take place. A loan to
a person at home or for use in an enterprise at home is made more
readily than one to a strange country. Something extra must be
paid by the borrower who has to deal with a lender on the other
side of a political boundary. Even where no political boundary
has to be crossed, but only a less familiar region entered, the same
sort of inducement must usually be offered; as when an Englishman
is asked to lend in Canada or Australia, or a New Englander in
Texas or Oregon. If the only supply in new and rapidly growing
regions were that from their own savers, the rate of return there
would be considerably higher than in fact it is. The inflow from
older countries brings it down, tho not to a rate as low as that
prevailing in those older countries.

The same sort of difference arises between familiar and un-
familiar investments within the same country and region. A large
city like Boston or New York can borrow on better terms than
a small town or municipality, even tho the latter be as near and
as solvent. A large railway corporation, whose securities are known
favorably to a wide circle of investors, can sell its bonds (that is,
contract its loans) more advantageously than a modest enterprise,
even tho the latter be no less secure. The activity of bankers and
traders and the publicity given by stock exchanges tend to lessen
differences of this kind, as they do those between countries, but
some differences still persist.

In all this process of transfer and tendency to equality, without
the attainment of complete equality, account must be taken of risk.
Investments in a new country, promising as they may be and likely
to yield in the end returns larger than in old countries, often con-
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tain elements of uncertainty in each individual case. Hence some-
thing in the nature of an insurance premium must be paid.

Unattractiveness tends to keep high the returns from some forms
of lending. Pawnbrokers’ loans are usually made, as has already
been remarked, under circumstances which prevent the full effect
of competition from being felt. But even if made at rates resulting
from complete knowledge of market possibilities by borrowers,
they would doubtless be higher than ordinary loans, since such
lendings are not in social esteem. Similarly, dwellings and tene-
ments let to the poor commonly yield a return higher than the
current rate, even after allowing for the risks of non-payment and
the considerable expenses of management and collection. There is
an aversion to dealings that involve real or seeming pressure on the
necessitous. Tho “philanthropy at four per cent” has caused
model dwellings in cities to be offered to the poor at rentals that
yield the owners no more—possibly a shade less—than could be
secured in other ways, such operations have reached but a small
part of the field, and it still remains true that investments of this
kind ordinarily secure a return above the current rate. For similar
reasons business premises used in American cities for the retail
sale of liquor seem to secure an unusual return: a certain discredit
attaches to this sort of investment.

§ 7. What, in conclusion, of the justification and social signifi-
cance of interest?

In the older English books on economics interest was often said
to be the “reward of abstinence.” The phrase has been ridiculed—
a Rothschild or a Vanderbilt or a Rockefeller abstains and de-
serves a reward! It has succumbed to the ridicule and has disap-
peared. The clear-headed among the older economists probably
never had in mind a moral connotation in the phrase but those who
tried to popularize their theories often did. It has gone quite into
disuse.

Other terms have been suggested which are supposed to have no
justificatory implication. Such are preference for present goods
or time preference, impatience or (by antithesis) patience, and
waiting. The last—waiting—would seem the best. It merely states
a fact which appears in the making as both consumer’s and pro-
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ducer’s capital. If one wishes to take a further step and reason on
the basis that there is ordinarily, tho not necessarily, some initial
irksomeness, something unwelcome in the choices that lead to the
making of capital, “waiting” is a brief, non-committal, semi-tech-
nical label; analogous to “labor” to denote activity of a kind which
is not necessarily unwelcome but is usually undertaken and main-
tained because it leads to an eventual pleasurable result.

No moral judgment, then, is implied when it is said that interest
is the return for waiting. The person who possesses present means
may have got them thru doings which are condemned alike by
the law and by our moral feelings, such as outright robbery; or in
ways which, while within the law, are yet repugnant to moral feel-
ings, like sharp bargaining with the ignorant or unfortunate. On
the other hand, a man may have acquired means for investment by
arduous and effective work which others have gladly paid for. It
is all one when we put the question what happens when he
exercises his choice between saving and spending. The waiting
may be of a kind deemed meritorious, as when one provides
for wife and children; or it may mean an idle heaping up from
superfluous income, animated by mere rivalry in money making
and in ostentatious and tasteless display. It is all one, so far as the
strictly economic theorem goes. The essence of this is that present
possession is preferred to future, and that present resources will
not be exchanged for future resources unless some inducement be
offered. Here is a mere fact; whether it squares with moral desert
is quite a different matter.

This cold-blooded attitude, apparently indifferent to any moral
judgment, is repugnant to most people. Their minds turn first to
the question, is interest right? They do not separate their moral
questionings from that which is the first matter for the economist—
how explain the phenomenon. And in their moral questionings
they rarely apply any well-defined principle of ethics, but only
general notions about even-handed justice, equal treatment, the
injunctions of religion.

§ 8. Interest seems to have been an inevitable outcome of the
system of private property and free exchange. It appeared in early
and simple societies, and grew in volume and importance with the
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greater complication and efficiency of the processes of production.
At the outset it arose chiefly in the simple form of loans for con-
sumption. With the development of our modern communities
loans for production have come to play a greater and greater part,
until now they are the dominating form. As we survey the tangled
course of economic history and the slow but accelerating advance
in material welfare, it is hard to see how the private accumulation
of capital under the stimulus of interest could have been dis-
pensed with. In so far, it may be adjudged to be “‘just”; it served
to promote material welfare.

To say that interest has been indispensable in the past is not to
say that it is forever indispensable, still less to say that it was or is
to be deemed welcome without qualification and in every aspect.
On the purely utilitarian reasoning something is to be said against
it as well as for it. Thru its concomitant effects on inequality it is
not in accord with the goal of maximum satisfaction. Those who
have saved and waited have usually been favored persons with
means much above the average. Waiting may have been a sacrifice,
in the sense that postponement of present enjoyment is commonly
irksome. But it has not always been a heavy sacrifice. 