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PREFACE 

THERE are some scientific problems such. e.g., as 
,the .. Squaring of the Circle" in inathematics, 
which seem to have engaged the attention of 
humanity since the very earliest stages of civilisation, 
but of which the definite solution has been reserved' 
for the efforts of the present age. 

The problem of Interest belongs to this class. 
Indeed we find it dealt with as early as modern 
historical rese9.rch is able to go back; and it reflects 
at every step of its- development the attainments 
and the aims of contemporary life. Economic 
investigations of the last two or three centuries 
have thrown 1igh~~H-I~o~ every'side of the 
problem; and, to C'ohstAtt't: ~ ·tl}eory, there hardly 
remains more than to present, as a consistent and 
systematic whole, what is already known as a 
multitude of scattered observations. . It is incum· 
bent upon the present generation to bring about 
this final solution of a problem which -has claimed 
so large a part of the efforts of previous ages. 

We devote considerable energy to the discovery 
of the North Pole or to the exploration of the 
deserts of Asia. We do not do this for any im
mediate practical benefit, but simply because 'We 
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cannot rid ourselves of tp~ -fet:lio:g. that ~e are 
bound to know the globe on, which it 'is our lot to 
dwell. Is it not, then, even more urgent that ,we 
should comprehend the natlire of Interest, and 
enable ourselves to, trace the causes and effects of a 
phenomenop so intimately connected with our every
day life? 

The problem of interest presents, however, not 
,only and not even primarily, this historical or 
philosophical aspect. I t is most emphatically a 
practical problem. In its earlier stages the dis
cussion of interest turns essentially on what we now 
call usury. Though this side of the problem has 
lost its previous pre-eminence, it still remains an 
important subject for practical politics, and we 
cannot hope to deal with it- profitably without 
thoroughly knowing the nature of the evil and the 
end we wish to attain. In our days the problem of 
interest has, to a great extent, changed its nature 
and has become principally a problem of social dis
tribution. Looked at from this point of view, 
interest can of course be studied only as an integral 
part of the problem of Distribution, which is again, 
as we shall see, only a side of a problem to which 
we shall have to pay special attention, the general 
problem of Prices. 

I t also follows from this modern view of the 
problem of interest, that we can never hope to get a' 
really good grasp of what is called the Social 
Question, without having thoroughly penetrated 
into the nature of interest. The Socialist School of 
the (9th century has largely identified the Labour 
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Caus~ "wlt~' the aboJitiof\ of interest ~ and the whole 
mQdem discussion of the Social Question has, 
mainly in consequence of this error, become so 
interwoven with allusions to the effects of interest 
and the right or wro~g of it, that we cannot, at the 
present moment, enter on any investigation of the 
wages question without stumbling at almost every 
step on the problem of interest. This shows, per
haps better than anything else, the eminently 
practical value of a right theory of interest. 

To write such a theory has seemed to me of such 
paramount importance that I have felt justified in 
devoting to the task the greater part of the last six 
years. The final issue of these efforts is given in 
the present volume. Some preliminary results have 
been published already; and for the more intricate 
questions of the theory, the reader is referred to these 
publications. The work that has to be gone through, 
in order to get to the bottom 9f the interest questi,on, 
is not always of the very lightest kind; but I have 
endeavoured to make the present exposition of the 
matter as simple'as possible, and I have not included 
in the text anything that might prove an obstacle. 
to the ordinary reader. 

I have devoted the first chapter to a survey of 
the historical developmen~ of the theory of interest. 
11'1. this I have not tried to give anything like.a 
complete history of the problem, my main purpose 
being to state the results hitherto obta;,.ed, and in 
this way to make the present investigation profit by 
the efforts of three centuries. 
, Th~ positive ~heory of interest is prec€ded by a 
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chapter on the general theory of prices, 'with a view 
particularly to show what is the 'purpose ~n.d the use 
of prices, and thus establish their social necessity. 
For some of the more difficult points of this theory, 
the reader is referred to three papers that I have 
published in the "Zeitschrift fUr die gesamte Staats
wissenschaft" during the last three years. 

This foundation being laid, interest can be treated 
as a price determined by the demand for, and the 
supply of, a certain service. The causes governing 
the demand and the supply of that service, are 
examined in th.e two following chapters, and these 
contain, in fact, the central part of the theory of 
interest. The relations of interest to money are 
shortly discussed in the fifth chapter. I t is par
ticularly necessary to touch upon this side of the 
problem, .because the general theory of prices has 
been built upon the assumption that a money scale 
can be taken for granted. 

The necessity of interest having been established, 
so far as the present form of social organisation is 
concerned, by the investigations of the third and 
fourth chapters, I proceed in the sixth chapter to 
prove that interest would have to be paid even in a 
Socialist Community. Hence it follows that interest 
is an absolute element of economic life. This 
chapter is a short summary of my book .. Das Recht 
auf den voUen Arbeitsertrag" (Gottingen, 1900). 

In the final chapter, I endeavour to show that an 
accurate theory of interest is not merely the concern 
of ,a handful of scientific economists, but fl. matter of 
great practical importance. For it gives us a clear 
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and adeCJ,uate conception of the old problem of usury 
as well 'a5 • .af the more modern and more general 
problem of social distribution, and therefore it takes 
us far on the road towards the solution of these 
weighty problems. 

I have to express my grateful acknowledgments 
to the many friends who have corrected the 
English text or otherwise assisted me in pre
paring this volume for the press. Professor Smart 
has read the MS. as well as all the proofs, and I 

. feel very much indebted to him for many useful 
suggestions and criticisms. 

This book is 'published with a subvention from the 
. Swedish Government's ".Fund for the Publication 
of Scientific Works." 

G. C. 

DJURSHOLM, STOCKHOLM, SWEDEN. 

July, 1<)03· 
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THE NATURE AND NECESSITY 
OF INTEREST 

CHAPTER I 

OUTLINES OF THE HISTORICAL DEVELOPMENT OF THE 
THEORY OF INTEREST 

§ 1. The Canonist v£ew of tnterest 

CRITICISM cannot be very fruitful unless the critic 
really tries to come to a deeper understanding of the 
views of those whom he means to criticise, ana 
unless he starts from the assumption that they have 
had some reason for their opinions. This is true 
even with regard to the Canonist view of interest. 
Cettainly, the rigid suppression of interest by the 
mediceval Church m,ust at first sight seem very 
strange to a modern mind: we naturally feel in
clined to look upon this prohibition as an outcome 
of mere narrowness and folly. But mOre careful 
investigations show that there are ~ very plausible 
explanations and even some sensible grounds for the 
mediceval policy against interest. Historical writers 
tell us that, in those times, the great majority of all 
loans were made for unproductive purposes, and 
thus had the' character of a tempoFary assistance to 
persons in bad economic conditions. Bentham has 
pointed out how, under such circumstances, the 
borrower is generally an object of popular sympathy, 

B 
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the lender not.1 This general sympathy gains not 
only in strength, but even very materially in reason, 
if, as so often was the case, in medireval times, the 
lender is a rich man in a somewhat monopolistic 
position, oppressing the poor and ignorant borrower 
by gradually depriving him of the very means of 
gaining his livelihood.2 Thus, as Ashley remarks, 
"the Church, caring for the masses of the' people, 
for the weak and the stupid, might think it well to 
maintain a prohibition which imposed no restriction 
on the activity of the traders in the towns, who were 
well enough able to take care of themselves. The 
original prohibition had really aimed at preventing the 
oppression of the weak by the economically strong. S 

One might ask nowadays if it would not, for this 
purpose, have been a better policy to have regulated 
interest and' prohibited an excessive rate, than to 
have altogether prohibited any loans, except those 
few which might be granted gratuitously. We must, 
however, remember that interest in general could be 
at that time condemned as a sin against the Law oi 
God j while interest above the rate of 6 or 10 per 
cent. could not be. Thus we may not find it quite 
unreasonable that the Church, compelled to choose 
between prohibiting interest on the one hand, and 
giving up every restriction on transactions in loans 

1 "Those who have the resolution to sacrifice the present to 
the future, are natural objects of envy to those who have sacrificed 
the future to the present. The chlldren who have eaten their 
cake are the natural enemies of the children who have theirs." 
.. It is the general interest of those with whom a man l1ves, that 
.his expenses should be at least as great as his circumstances will 
bear." Defence ()f Usury, London 1787; Letter X. 

2 .. By far the greater part of the population of western Europe 
continued to be engaged in the old unchangmg pursuits of agricul
ture: a declaration that payment could be taken for the loan of 
money would have meant the delivering them into the hands of 
the spader." Ashley, w.J.. An Introductton to Enghsh Economic 
History and Theory. London 1893, Part II. Ch. VI. 

S Ibid. 
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on the other, regarded the former alternative as the 
only possible one; and we may perhaps even admit 
that the policy of the ChurcH, under the given 
circumstances, added more to "the sum total of 
human happiness" than it took from it. 1 

Many a severe critic of the Church, from the time 
of Bentham to that of Lecky,2 has probably over
looked, or at lea..§t,undervalued, the rational grounds 
for the interest policy of the Canonists. But we 
must not, therefore, push our rehabilitation of the 
Canonists too far. Even if we admit that there was 
some practical advantage in their policy, it is impos
sible not to recognise in what an exceedingly bad 
position the theory of interest was thereby placed. 
The Canonists defended their case by two methods 
which have always proved fatal to the development 
of strong and clear reasoning, viz., by Soph£stry, 
the worst degeneration of human thought, and by 
Appeat to Author£ty, the suppression of thought. 

The necessity of carrying on business with 
borrowed money became more and more frequent 
and urgent as trade developed during the latter part 
of the Middle Ages. Thus the Canonists saw them
selves forced, not only to tolerate many forms for the 
payment of money-advances, but also to invent 
distinctions between those forms and the "usura," 
the payment for the mere use of money. For this 
purpose it was that the whole arsenal of sophistical 
argument was brought into action. What was by 
nature one thing was, by artificial distinctions, split 
up into many. And thus were created conditions 
extremely unfavourable for scientific investigations 
into the nature of interest.3 

1 Compo Marshall, Principles of Economics, Vol. I., 4th Ed. 
Book VI. Ch. VI. § 2. 

I Compo LeeRY, HIstOry of the Rise and Influence of the 
Spirit of Rationalism in Europe, 1865. 

8 We might accept Ashley's opimon that it never was the aIm 
B 2 
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The most important cases where payment for a 
loan could be claimed, 1 were the discounting of 
bills and the lending of money to a business man 
under the form of partnership in his business. To 
these were added two other cases, which were of 
such a nature that they could not fail, as time went 
on, to draw attention to the substantial unity of all 
payments for the use of .capital. 

First. The lender had a right to compensation for 
any loss which he could prove that he had suffered 
in consequence of the loan. This compensation is 
the original meaning of our modern term "interest." '}. 
The right to compensation for the " damnum 
emergens" was first recognised j afterwards also that 
for the" lucrum cessans." Nothing could be better 
calculated to establish the common nature of the 
interest on a person's own trade-capital and on the 
money he lent to other persons, than this right to 
compensation for a gain which the lender would have 
been able to make, had he not lent his money. This 
became still more evident when, as in Genoa, the 
opportunity of discounting bills was generally re
cognised as a ground for claiming the lucrum cessans. 
Thus "interest" more and more became the general 
term given to payments for business-loans, whilst 
" usury" was restricted to signify the payment for 
money-advances made for consumption. 

of the Canonists to suppress loans for business purposes; but' 
this concession, though It puts the practical policy of the Church 
in a more favourable light, does not in the least lessen the strength 
of the argument here advanced. Compo Ashley, loco cit. p. 
437-38. 

1 For fuller account of these cases, see Cunningham, The 
Growth of English Ihdustry and Commerce, Vol. II. Cambridge 
1892; Askley, loco CIt.; and especially, Enliemann, Sturuen in 
der Romanisch-Kanonistischen Wirtschafts- und Rechtslehre, 
Band 2, Berlin 1883. 

2 It was a general rule that "Interesse non debetur nisi ex 
mora." "The total result of the movement of thought," says 
Ashley (loc. cit. p. 402), "was this: that any merchant .•• 
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Second. I t was a common practice to sell and 
purchase rent-charges on land. l This opened up a 
wide field for the capitalist to make his money pro
ductive, and at the same time made it possible for 
every land-pwner to borrow capital at interest. And 
as agriculture was the main sphere for the u,se of 
capital, this form of loan went a long way to clear 
up popular opinion as to the essential nature of a 
payment for the advance of money. In Germany, 
wh,ere the purchases of rents were most common, 
the language adopted the word Zins (= census = 
rent) as the general expression for all recognised 
forms of payment for loan. 

Thus practice had already prepared the ground 
for a brClader view of the problem of interest j and 
when finally there came conscious opposition to the 
interest-policy of the Church, the defenders of the 
rights of the lenders had' little more to do than to 
remove the dualism between the payment for the' 
simple use of money and the interest on capital, 
created by mediceval economic policy and defended 
with mediceval sophistry. Still the quarrel had to 
go on for more than two centuries before the arti
ficial distinctions of the Canonists were definitely 
obliterated, the essential unity of the problem recog
nised, and thus the foundation laid, upon which a 
scientific theory of interest could be built. 

could, WIth a perfectly clear conscience, and without any fear 
of molestation, ·contract to receive periodical mterest from a 
person to whom he lent money; provzded only that he first lent 
it to hlffi gratuitously, for a period whIch mIght be made very 
short, so that techmcally the payment would not be reward for 
the use but compensatIOn for the non-return of the money."
A good illustratIOn of medireval sophistry! 

1 "What was actually sold (in the begmning) was a rent
charge already in eXIstence. • . . From this it was. an easy 
transItion to the sale of a rent-charge -which had not eXIsted 
before, but which was first created by the contract; and thIS 
practice speedIly became very general" (Afhley). 
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At the same time, the general movement to
wards freedom of thought began to replace mere 
appeal to authorities by real investigation and 
independent thinking. For the theory of interest, 
this signified that such quotations as " Mutuum date 
nihil inde sperantes" from the Bible, or "Pecunia 
non parit pecuniam" from Aristotle, or later inter
pretations of such quotations, or meanings read 
into the ¥athers, could no longer be referred to as 
ultimate grounds for accepting the one or the other 
opinion about interest. And thus the exertions of 
thinkers were directed to the far more fruitful work 
of investigating the advantage~ or disadvantages 
of a low rate, or, generally, the consequences of 
alterations of the rate. F rom this point there is 
a continuous chain of evolution up to the modern 
theory of interest. 

Thus we may say that the two principal factors 
which created Modern Times, viz., the economic 
revolution and the emancipation of thought, also 
supplied the necessary conditions for a scientific 
treatment of the problem of interest. 

§ 2. Interest a market price, determined by supply 
and demand. 

The secular power which at the beginning of 
Modern Times succeeded the ecclesiastical, soon 
found it necessary to replace the old prohibition by 
a regulation of the rate of interest. As the old 
distinctions between different kinds of interest could 
no longer be maintained, it became necessary to 
adopt another line of separation between what 
should be regarded as right and what as wrong in 
loan-contracts. And it was very natural to choose 
a certain fixed rate of interest as drawing this line. 
Thus we frequently find a maximum rate of interest 
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stipulated in the medireval Italian republics and in 
France. In England Henry VIII. breaking for 
the first time with the prohibition of interest, 
decided (1575) that anything under IO per cent. 
should be regarded as a fair rate of interest. 

Doubtless there were good reasons for a policy 
which, on this new line, tried to resi?t the monopoly 
of the money-lenders, and give the economically 
weak some protection. The lover of historical 
parallels might find an analogy to this policy in the 
modern programme of a Minimum Rate of Wages, 
or the" Living Wage." Certainly-this programme 
corresponds better to the most urgent t:leeds of 
modern society than does the traditional prohibition 
of. usury which seems again to be attaining popu
larity in some Continental states. But, in' the six
teenth centurYh the Fixed Rate of Interest could 
probably with better right claim a central position 
in the policy of t>rotecting the weak. The Eixed 
Rate p1ust have had a tendency to put an end to 
that kind of competition which sought to balance 
every insecurity by a higher rate of interest; and 
thus to force lenders to careful selection of the best 
securities for their loans. And it would probably 
be of. great interest ~or a historical student to trace 
how far this policy aided in "levelling. up" the 
general character of the securities offered, just as 
we now expect the "Common Rule" to do with 
the character of labour.l 

The maximum rate of interest in England was 
reduced from 10 per cent. to 8 per cent. in 1624, 
then to 6 per cent. about t 6 5 I, confirmed in 166o, 
and to 5 per cent. under Queen Anrfe. A modern 
mind is disposed to look upon these successive legal 
reductions \of the rate with very much doubt as to 
·their real efficiency and value. But we should 
always remember, in dealing with economic life in 

1 Compo Sidney and Beatrice Webb, Industrial Democracy. 
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those times, that we 'have not to do with a state of 
free and highly developed co.nipetition, nor with a 
" market" such as modern economic theory postu
lates. Most probably there was'a strong tendency, 
as regards a large part of loan-contracts, to fix the 
rate of interest at the legal maximum; and we can 
imagine that, even in the cases where ultimately 
a lower rate was stipulated, the bargain began at 
this maximum as a starting point and was in some 
degree influenced thereby. In no case can we assume 
that there was a precisely determinate rate which 
"demand and sapply" would have fixed mechani
cally, had there been no restrictions upon the market. 
Thus we must admit the possibility that the reduc
tions. of the legal rate may have had some real 
influence in the direction of securing better condi
tions for the borrowers.l But the probability of 
such an effect must have diminished very consider
ably ~ith every new reduction of the rate, and of 
course it gradually disappeared as trade became 
more complex and loan-contracts more frequent, i.8., 
as the ideal conditions of the "market" were 
gradually realised. 

But though we might thus admit that the policy 
of regulation of interest did, on the whole, work 
to the advantage of the society of the time, our 
judgment cannot be the same about its effects on the 
development of a scientific theory of interest. For 
the custom of regulating the rate by government 
edicts made people look upon interest as a thing 
that could generally be regulated by human will, and 
diverted public attention from the deeper causes 
which determine the rate of interest, and which it 
should be the very object of the theory of interest to 
explain. Thus, the earlier writers of the seventeenth. 
century generally limited themselves to discussions 
about the advantages or disadvantages of a farth~r 

1 Compo p. 16, note 4. 
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reduction of the legal rate, without penetrating to 
the heart of the problem. Still they were able to 
find some conneCtions between the variations in 
the rate of interest and other economic phenomena; 
and thus some knowledge was gained which became 
useful as a real theory of interest began in time to 
aevelop. . 

We shall perhaps get the best conception of this 
change of view if we observe how the problem of 
interest-which the Canonists had treated "with 
more wit than wisdom "-presented itself to the 
genius of Bacon. For him it consists in an inquiry 
into the disadvantages and advantages (observe the 
order !) of money-Iepding on interest. On "the one 
side, this system 

(a) "Diminishes the number of traders --on their 
own capital; • 

(b) Impoverishes the active merchant; 
(c) Contracts the volume of trade, and so of the 

- revenue; 
(d) Concentrates wealth in the hands of a few; 
(e) Lowers the seIling price of land; • 
<f) Checks manufacturing enterprise; 
(g) ,Eats up old estates." • 

But on the, other side, it 
(a) "Encourages trade on borrowed capital; 
(b) Prevents forced sales and foreclosures; 
(c) To abolish interest is to abolish lending 

altogether.:' . 

Bacon concludes that too high a rate of interest 
should be prohibited; but there snould be left to the 
capitalist "sufficient inducement to make those 
advances which are so necessary for the steadiQess 
and the life of commerce." 1 

In the discussions of the following-century, Bacon's 
arguments of the first group were frequently used to 

1 Essay of Usury, 1612. 
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prove the advisability of an abatement of the legal 
rate of interest. Thus Sir Th. Culpeper complained 
tha;t "the high rate of Usury makes Land sell so 
cheape." 1 And Sir Jos£an Child returned often in 
his writings to this point.2 One good result of these 
discussions was the statement of the truth that the 
rate of interest regulates the number of years' 
purchase given for a piece of land. But Ch£ld 
thought that the real wealth of the kingdom could 
be augmented by a reduction of the rate of interest, 
and that accordingly such an increase lay within the 
immediate reach of governmental power. And this 
evident absurdity, which was sharply criticised by 
Thomas Manley,S probably did much to clear up 
opinions about the objective nature of interest. 

Sir Th. Culpeper had taken up the argument that 
a high rate of interest (IO per cent.) makes "men 
grow laaie in their professions, and become Usurers.'" 
But it was answered, by the friends of freedom of 
interest, that this need not diminish the whole 
volume of trade; for the possibility of borrowing 
money gives an "opportunity to the younger and 
poorer Merchants to rise in the world, and to enlarge 
their dealings." 6 Thomas Manley answers the 

1 A Tract agamst Usury. Presented to the High Court of 
Parliament. London 162 I. 

2 Brief Observations concerning Trade and Interest of Money. 
London, 1668.-A short Addition to the observations concerning 
Trade and Interest of Money. London 1668. 

8 Interest of Money Mistaken. Or a Treatise proving, that the 
Abatement of Interest is the Effect and not the Cause of the Richtts 
of a NatIOn. . . • London 1668. 

4 Loc. cit. Ch,ld took the same view: merchants .. when they 
have gotten great wealth, leave trading" and lend out their money 
at interest, "the gain thereof being so easy. certain and great; 
whereas in other countries, where interest is at a lower rate, they 
continue merchants .from generation to generation, and enrich 
themselves and the state." 

~ Thomas Nun: England's Treasu.re by Forraign Trade. Or 
the Ballance of our Forralgn Trade IS the Rule of our Treasure, 
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question why cannot th'e lender ju!lt as well make 
6 per cent. himself, when the borrower is sup
posed to gain more, by saying. "This were very 
true, admitting all men were of equall "brains and 
education, to traffick itlll one sort or other. . . . 
'Tis much better for the publick that experienced 
Traders hire money, and employ it, than sit still, 
whilst commerce is manag'd by the unskiIlfull .... " 1 

This line of thought was fruitful, because it showed 
that there was a market for the Use of Capital as 
well as one for Business Ability. And the great Free 
Trader, Sir Dudley North, followed up the idea in 
these words: "Now as there are more Men to 
Till the Ground than have Land to Till, so also 
there will be many who want Stock to manage; 
and also (when a Nation is grown rich) there will he 
Stock for Trade in many hands, who either have 
not the skill or care not for the trduble of managing 
it in Trade. But as the Landed Man letts his 
Land, so these still lett their Stock; this latter is 
call'd Interest, but is only Rent for Stock, as the 
other is for Land." 2 

There was, even in this period, some analysis of 
the supply and demand side of the capital market. 
North tried to show that the supply of capital must 
be encouraged by a rise in the rate of interest, and 
thus entered upon a question which is of the utmost 
importance for our problem, but on which-even 
after two centuries of discussion-sufficient light has 

London ~664. [Included in the" Early English Tracts on Com
merce," ed. MacCulloch, London 1856, Reprint, Macmlilan and 
Co. 1895]. 

1 Th. Manley: Usury at six per cent. exammed, and found 
'unjustly charged by Sir Th. Culpeper, and J. C., with many 
Cnmes and OppresslOns, whereof 'tis altogether innocent. 

2 SZII Dudley North' Discourses upon Trade; princIpally directed 
to the Cases of the Interest, Coynage, Chppmg, and Increase of 
Money. London 169I. [In the "Early Enghsll Tracts on 
Commerce," ed. MacCulloch, London 1856J p. 517. 
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not been thrown. North remarks that" high Interest 
will br~ng Money out from Hoards, Plate, &c., into 
Trade, when low Interest will keep it back ... So 
that it cannot be denied but the lowering of Interest 
may, and probably will,· keep some Money from 
coming abroad'into Tcade; whereas on the contrary 
high Interest certainly brings it out."l Far deeper 
into the very hear~ pf the problem of the supply 
of capital entered the clear-sighted Sir William 
Petty.s He saw that there must be some'relation 
between the period of time for which human beings 
generally could be supposed to provide and the 
rate of interest. And though he did not grasp 
the whole bearing of this idea, later theorists on 
interest would have clone well to pay more attention 
to his reasoning. The following quotation will give 
its essence: "H?-ving found the Rent or value of 
the_ usus fructus per annum, the question is, how 
many years purchase ... is the Fee simple naturally 
worth? " As it cannot be infinite "we must pitch 
upon !'lome limited number, and that I apprehend to 
be the number of years, which I con.ceive one man 
of fifty years old, another of twenty-eight, and another 
of seven years old, all being alive together may be 
thought to live j that is to say, of a Grandfather, 
Father, and Child; few men having reason to take 
care of more remote Posterity: for if a man be 
a. great Grandfather, he himself is so much. nearer 
his end, so as there are but three in a continual 
line of descent usually co-existing together j and as 
some are Grandfathers at forty years, yet as many 
are not till above sixty, and szc de ct.eterzs." 

" Wherefore I pitch the number of years purchase, 
that any Land is naturally worth, to be the ordinary 
extent of three such persons their lives. Now in E ng
land we esteem three lives equal to one and twenty 

1 Loc. cit., p. 519-520. 
2 A Treatise of Taxes and Contributions. London 1667. 
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years, and consequently the value of Land, to be about 
the ~ame number of years purchase. Possibly if 
they thought themselves mistaken in the one (as the 
observator of the Bills of Mortality thinks they are), 
they would alter in the other, unless the consideration 
of the force of popular error and dependence of 
things already concatenated, did hinder them." 
Hence he concludes that ".the least (the natural 
standard of Usury} can be, is the Rent of so much 
Land as the money lent will buy." 

What principally occupied the economists of the 
seventeenth century was, however, not the supply 
side of the capital-market, put the demand side, z:e., 
froIl). their point of view, the 'influence of variations 
of the rate of interest upon the volume of trade. 
Sir Thomas Culpeper remarked that every business, 
enterprise or invention which promised to yield less 
than ten per cent. on the capital invested was pro
hibited under a rate of interest of ten per ceIJt.1 
And the. younger Sir Thomas CuljJeper,2 taking up 
this argument, concluded that an abatement of the 
legal rate wiU enable improvements in agriculture 
and '4revive our'dying Manufacture." The advo
cates of free interest recognised this effect of a 
high rate, but they; tried to show that the real order 
of cause and effect was the reverse: "as plenty 
makes cheapness in other things, as Corn, Wool, &c., 
when they come to Market in' greater Quantities 
than there are Buyers to deal for, the Price will fall ; 
so if there be more Lenders than Borrowers, Interest 
will also fall; wherefore it is not low Interest makes 
Trade, but Trade increasing, the Stock of the 
Nation makes Interest low." 8 However, Thomas 
Mun seems to hav'e arrived at a fairly clear con-

1 Loc. cit. ' 
2 A Discourse shewing the many Advantages wruch.will accrue 

to thiS Kmgdom by the abatement of Usury. London 1668. 
B Sir Dudley North, loco cit. 
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ception of the mutual dependence of both factors, 
and is thus in advance of many economists of our 
own day.1 

Though the original object of all these discussions 
was to state the probable effects of alterations in the 
rate of interest, they could not but create and gradu
ally develop a new conception of the nature of 
interest itself. Every new insight into the connexion 
between the rate and other economic factors pointed 
to the fact that interest was in reality influenced and 
determined by these factors i and thus could no 
longer be looked upon as a matter of deliberate 
policy, but as an objective phenomenon of economic 
life. This view manifests itself in the expression 
.. natural," which from this time plays a prominent, 
though not always a Fortunate part in writings on 
political economy, meaning by that a state of things 
not influenced by legal restrictions. Sir William 
Petty's ideas on this matter had already attained a 
remarkable maturity: his words "the vanity and 
fruitlessness of making Civil Positive Laws against 
the Laws of Nature" are an acute expression of his 
view.2 Th. Manley maintains "the natural lowness 

I England's Treasure, p. 179. "We might conclude, contrary 
to those who affirm, that Trade decreaseth as Usury encreaseth, 
for they rise and fall together."-Yet Ch,ld maintained his vIew 
[A New DIscourse of Trade, 2nd Ed. London 1694J: "I think it 
will be out of doubt, that abatement of Interest is the Cause of 
increase of the Trade and Riches of any Kingdom." He gives 
himself much trouble to show that thIS had been the case in 
Holland also; and though the Dutch had not at that time any 
legal restrictIOn of interest, he held that they had made it their 
I, policy" to keep theIr rate of interest three or four per cent. 
lower than in other countries! 

2 Loc. cit. Petly places interest on the same footing with agio 
-in exchange: "Now the questions arising hence are: what are 
the natural Standards of Usury and Exchang~? As for Usury, the 
least that can be is the Rent of so much Land as the money lent 
will 'my, where the security is undoubted j but where the secunty 
is Ct sual, then a kind of ensurance must be enterwoven with the 
simple .natural Interest, which may advance the Usury very con-
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of Interest to be the effects of riches." I And we 
have already s~en how clearly North stated his 
views on interest as a market price; an.idea which 
he emphasizes in speaking of the " universal 
Maxime, that as more Buyers than Sellers raiseth 
the price of a commodity, so more Borrowers than 
Lenders will raise Interest;" or of" theiprice, which 
the Reason of Trade settles." gIn the same year as 
North's work was published, John Locke wrote his 
" Considerations of the consequences of the lower
ing of interest and raising the value of money," 
where he showed himself a decided advocate of the 
new.view.B From that time all serious investigations 
into our problem started with the assumption of a 
market, where the rate of interest was determined by 

scionably unto any height below the Prmcipal itself." This IS 
indeed a remarkable instance of acute analYSIS of the nature of 
interest. Pelly takes up the companson with exchange in hiS 
., Quantulumcunque concerning Money" (wntten 1682, publ. 
London 1695; Select Collection of scarce and valuable Tracts 
on Money; ed. MacCulloch, London 1856): "Qu 28. What is 
Interest or Use-Money 1 Answ. A Reward for forbeanng the use 
of your own Money for a Term of Time agreed upon, whatsoever 
need you self may have of It m the mean while. Qu. 29. What 
is Exchange 1 Answ. Local Interest, or a Reward given for havmg 
your Money at such a Place where you most need the use of it." 
The same parallel is use<l by Rice Vaughan: A Discourse of com 
and comage; the first Invention and Use of Money, London 
1675 [m the above named Collection]: "there are many kmds 
<of usury) of which the most refined is that of Exchange, which is 
~ix'd With an usur)' of place, as that is of tIme." 

1 Manley. Interest of Money Mistaken. 
2 North: loco Cit. p. 522. 
S Works, Vol. V. London 1823, p. 7: "But that law cannot 

keep men from taking more use than you set (the want of money 
bemg that alone which regulates Its price) wIll perhaps appear, if 
we consider how • . . Impossible it IS to set a rate upon Victuals, 
in a time of famine; for money being an universal commodity, and 
as necessary to trade as food is to hfe, everybody must have it, at 
what rate that they can get it; and unavOIdably pay dear, when It 
is scarce."-p. 67: it is Impossible through the method of £<>5al 
enactment to reduce interest under" the natural rate of interest." 



16 NATURE AND NECESSITY OF INTEREST CHAa. 

demand and supply. Thus the discussion on interest 
had already in the seventeenth century taken its. 
stand on tp.e general ideas which later on took 
shape in the economic theory of Free ,Trade. 

We should have no adequate grasp of this whole 
discussion if we assumed the advocates of legal 
restrictions to have absolutely neglected the influence 
of objective economic factors upon the rate of 
interest. Sir Th. Culpeper thought that an abate, 
ment of the legal rate would increase trade and 
therefore "money;" "and it is the plenty of money 
wJthin the Land that maketh money easy to be 
borrowed;" he thought also that the abatement 
would diminish the number of borrowers j ·and on 
these grounds it would be possible to maintain the 
10Vl(er rate. l Sir Jos. Child holds that" the matter 
in England is prepared for an abatement of In~ 
terest ; "2 and he is so far from igqoring the forces 
of "nature," that he expressly states: "Nature 
must and will have its course;" and even quotes 
the authority of Petty for this sentence.8 And a 
century later such a decided advocate of the freedom 
of interest as Sir James Steuart showed himself 
clear-sighted and fair enough to recognise that the 
legal abatements of the rate in England might have 
had some real effect. 4 • 

1 A Tract against Usury, etc. 
2 Brief Observations, etc. 
S In the "Suppliment."-Compare also Th. Manley's reply to 

these authors (Usury at six per cent., etc., Preface) where he 
denies that matters were prepared for an abatement of the rate: 
the Dutch" have nothing hinders their taking 20 per cent. but 
theIr vast riches, and prosperity: but here WIth us, and in all 
countries where money is scarce, how dIfficult IS 1t to restrain 
interest within its legall bounds, not occaslOned, surely, so much 
through the rapine and severity of the lender, as by reason of the 
scarcIty of money, and multitude of borrowers; so ripe are affairs 
with us to be wedded to higher interest, and so fervent nature is 
to have its course." -

4 AI} Inquiry into the Principle of Political (Economy, London 
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§ 3. Interest pa£d for the use of Capt"ta/, not for tlee 
use of ffoney. . 

Once it was recognised that Interest was a price, 
detern;tined like all otIter prices by demand and 
supply, three different subjects naturally presented 
themselves for further investigation, viz. : 

(a) The mechanism of the market, where supply 
and demand meet to determine interest; and 
the nature of the factors operating, 

(b) on the Supply Side, 
(c) on the Demand Side of that market. 

In the next period of the history of our problem, 
which, broadly speaking, may be said to be that 
of the eighteenth century, the investigations as to 
the first subject were far more successful than seems 
to have been generally recognised. There was be
sides some vagueness in the idea of interest which had 
to be Temoved; and in this period two important 
steps were taken to do this, and thus to arrive at 
a more accurate and definite conception of the very 
subject of the discussion. 

The first of these, steps was to disentangle the 
old confusion between money and capital. As loans 
are generally made in money. it was very natural to 
look upon material money as the essential object of 
the transaction, and to ascribe the variations in the 
rate of interest to its abundance or scarcity. Hence 
such expressions as .. cheap" and "dear" money, 

1767. It is an essential condition for a market-rate that borrow
ing is .. frequent and familiar." .. Were we to suppose a state, 
where borrowing and lending are not common, and where the 
laws fix no determmate interest for money, it would hardly be 
possible to ascertain the rate of it at any time." This was the 
case in old times ••• "It was impossible for any statesman to 
determine any just rate of interest" (p. 116 etc.). 

c 
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which still remain familiar in the language of com
merce and banking. According to Locke, interest 
is paid for the" use o£ money." "In money there 
is a double value" ~ (a) "it is capable, by its in~ 
terest, to yield . . . a yearly income: and in this it 
has the nature of land;" (b) "it is capable, by ex~ 
change, to procure" commowties: ., and in this it has 
the nature of a commodity." 1 "The natural value 
of money, as it is apt to yield such a yearly income 
by interest, depends on the whole quantity of the 
then passing money of the kingdom, in proportion 
to the whole trade of the kingdom, i.e. the general 
vent of all the commodities. But the natural value 
of money, in exchanging for anyone commodity, is 
the quantity of the trading money of the kingdom 
designed for that commodity, in' proportion to that 
single commodity and its vent." J Very much the 
same view was taken by Montesqu£eu. He saw that 
intere~t was a price determined by supply and de
mand, but he thought that money was the essential 
object of the bargain, and called interest the "price 
of money." S The same misapprehension made the 
elder Mz'rabeau fall back upon the old condemnation 
of interest on the ground of the "barrenness" of 
money. He calls the laws of Mercantilism for 

1 Locke, Some Considerations, etc. p. 33-34. 
I. I/Ju/. p. 46. 
8 Montesquieu, CEuvres Completes, ed. Laboulaye, Paris, 1877. 

T. 5. Espnt des Lois, Livre XXII. ch. VI.: "VInca Garcilasso 
dit qu'en Espagne, apres la conquete des Indes, les rentes, qui 
etoient au denier dix, tomberent au denier vingt. Cela devoit 
etre ainsi. Une grande quantite d'argent fut tout A coup portee 
en Europe: blentot moins de personnes eurent besoins d'argent j 
Ie prix de toutes choses augmenta, et celui de l'argent dimmua ; 
la proportion fut donc rompue, toutes les anciennes dettes furent 
eteintes. On peut se rappeler Ie temps du Systeme (Law), ob. 
toutes Ies choses avoient une grande valeur, excepte l'argent. 
Apres Ia conquete des Indes, ceux qui avoient de l'argent furent 
obliges de diminuer Ie prix ou Ie louage de leur marchandise, 
c' est A dire, l'interet." 
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retaining money in the country ridiculous; the 
nature of money is to serve as an instrument 
for bargaining; but money has no other value, and 
therefore it is wrong to claim interest.l 

David Hume seems to have been the first to bring 
light into this confusion.1 He remarks that" Low
ness of interest is generally ascribed to plenty of 
money," and tries to disprove this opinion: "Were 
gold rendered as common as silver, and silver as 
common as copper, would money be more plentiful, 
or interest lower ? ~' No..." unless we imagine 
that the colour of the metal is of any consequence." 
II The greater or less quantity of (money) in a 
state has no influence on the interest. But it is 
evident that the greater or less stock of labour and 
commodities must have a great influence; since we 
really and in effect borrow these, when we take 
money upon interest." Here a distinction was made, 
which proved to be of the highest importance for 
the further development of the theory of interest. 
This theory has since proceeded on the assumption 
that money is merely an arbitrary form for loans with 
which interest has nothing to do, and that this form 
may therefore be neglected in investigations into 
the causes governing th~ Capital market. No doubt 
this hypo.thesis has been very fruitful by isolating 
the problem of interest from that of money, but it 
now seems time that we should ask ourselves how 
far it is consistent with the facts. Already Hume 

1 ridor Biquetti, Ma,quis de Mi,a/Jeau, Plnlosophie Rurale, 
Amsterdam, 1766, Ch. VI. : "L'attachement que Ja detention 
forcee inspire pour ce metal dam; Ies Nations, Ie fait paroltre·plus 
precieux que sa valeur de compensation avec les autres richesses, 
et provoque Ie goilt de l'avarice, l'ennemie secrette du fisc. II 
devient rare en consequence, et des-IorS, au lieu de l'avoir en 
~change, pour Ie donner de meme, ce qui est sa vraie fonction, 11 
faut l'acheter pour s'en procurer l'usage." 

I Essays, Moral, Political, and Literary._ Part II. (pubL 1752) j 
Essay IV. Of Interest. [Works, London, 1826.] 

C 2 
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had seen that it was not. He says: "All augmen
tation (of the quantity of money) has no other effect 
than to heighten the price of labour and commodi
ties .... In the progress towards these changes, the 
augmentation may have some influence, by exciting 
industry; but after the prices are settled, suitable to 
the new abundance of gold and silver, it has no 
manner of influence." This clear distinction between 
dynamic and static conditions, between a state of 
movement and a state of equilibrium seems to do 
the highest credit to the analytical power of Hume; 
certainly our modern science would gain much if 
it observed this distinction more strictly. And 
if it is true that the use of money materially 
alters the conditions of the problem of interest, 
we would do well not to claim for our present 
tbeories that they are more than preliminaries to 
a theory of real interest as we find it in the actual I 

market. 
It would only be fair to the earlier authors to 

recognise that they were in their circumstances 
right in ascribing to the quantity of money som~ 
influence on the ~ate of interest; 1 though they 
generally gave this influence too prominent a. place 
in their explanation of interest, and even mis
understo.od its character. 

The question, For what is interest paid? was 
taken up again, a few years afterwards, and treated 
in the most successful way, by the eminent French 
economist Turgot. He rejects the old idea of a 
" price of money" and defines interest as the prite 
given for the use of a certain quantity of value 
during a certaz'n time-a formula never afterwards 

1 Compo Steuart, loco cit. Book IV. Ch. 7: "A statesman has 
it in his power to increase or diminish the extent of credit and 
paper money in circulation, by various expedients, which greatly 
influence the rate of interest" • • • "interest falls in proportion to 
the redundancy of money to be lent." 
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surpassed in clearness and definiteness.1 He 
shows how this price is fixed by demand and 
supply, I and he gives special attention to the causes 
which govern the demand for capital. What he 
has to say on this subject is, even in our days, of 
the highest value, and should ·not be neglected by 
any serious student of the theory of interest. He 
puts capital, i.e. the use of a certain quantity of 
value during a certain time, as a factor of produc
tion on the same line with the other factors, and he 
shows in the most brilliant way how the extension 
which a nation ca,n give to its enterprises of agri
.culture, industry, and commerce, is limIted by the 
current rate of interest.s He knows that a buyer of 

1 Sur 1& Formation et la Distribution des Richesses (1766) 
[<Euvres de Turgot T fig. I, Paris 1844]. 

§ 78. "Au marche, une mesure de bIe se balance avec un 
certam poids d'argent; c'est une:! quantite d'argent qu'on achete 
avec la denree ; c'est cette quantite qu'on apprecie et qu'on com
pare avec d'autres valeurs etrangeres.-Dans Ie pret a l'mteret, 
l'objet de l'appreciation est l'usage d'une certame quantite de 
valeurs pendant un certam temps. Ce n'est plus une masse 
d'argent qu'on compare a une masse de bIe; c'est une masse de 
valeurs qu'on compare avec nne portion determinee d'elle-meme, 
qui devient Ie prix de I'usage de cette masse pendant un certain 
temps." 

I .. J'ai deja dit que l'interet de I'argent prete se reglait, comme 
celui de toutes les autres marchandises, par la balance de l'ofl're 
a la demande. Ainsi, quand il y a beaucoup d'emprunteurs qUI 
ont besoin d'argent, l'interet de l'argent devient plus haut; quand 
il y a beaucoup de possesseurs d'argent qui en ofl'rent a preter, 
l'interet baisse" (§ 7S). 

8 § 88. "Si l'interet est a cinq pour cent, toute terre a defricher, 
dont les .produits ne rapporteront pas cmq pour cent, outre Ie 
remplacement des avances et la recompense des soms du cultlva
teur, restera en friche; toute fabrique, tout commerce qui ne 
rapporteront pas cmq pour cent, outre Ie salaire des peines et les 
nsques de l'entrepreneur, n'existeront pas." 

§ 89. .. On peut regarder Ie Jlrix de l'interet comme une espece 
.de niveau au-dessous duquel tout travail, toute culture, toute 
industrie, tout commerce cessent. C'est comme une mer repandue 
sur une vaste contree: les sommets des montagnes s'elevent 
au-dessus des eaux, et rorment des lies fertiles et cultivees. Si 
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land does not increase the demand for capital; that 
this dema!ld is increased only by economic progress. 
He thoroughly understands the mutual dependence 
of the various factors in the problem and goes 
perhaps deepest when he points to the competition 
of the various branches of production for the use 
of capitaP 

Of course it was impossible for Turgot, in dealing 
with this side of the problem, not to state that 
capital cannot be used in industry, unless it yields 
at, least the same rent as the capitalist is able to 
secure for himself by buying land. Out of this a 
modern Austrian critic, Bohm-Bawerk, has con
structed what he calls a "fructification theory of 
interest" -the theory that the possibility of gaining 
rent from land is the cause of interest-and has thus 
made it easy for himself to pass over the profound 
investigation of one of the greatest geniuses who 
worked in our science in the eighteenth century as 
hardly more than a simple confusion of thought.2 

B 

I t indeed may be doubted whether such criticism 
is more -discreditable to the author himself or to 
those students who have accepted him as an 
authority without taking even the simplest precau
tions to obtain confirmation of his statements. 

cette mer vient a s'ecouler, a mesure qu'elle descend, les terrains 
en pente, puis les plaines et les vallons, paraissent et se couvrent 
de productions de toute espece. Il suffit que l'eau monte ou 
s'abaisse d'un pied pour inonder ou pour rendre a la culture de 
plages immenses." 

1 § 83. "Il est evident que les produits annuels qu'on peut 
retirer des capitaux places dans ces dIfferents emplois sont barnes 
les uns par les autres, et tous relatlfs au taux actuel de l'interet de 
l'argent." 

2 The present writer is indebted to Prof. Marshall for some 
very suggestive remarks on this point. 

a E. von Bohm-Bawlrk, Geschichte und Kritik der Kapital
zinstheorien. 1St ed. Innsbruck 1884; 2d ed. 1900. The quota
tions in the following are from the English translation by Prof. 
Smart j but the second German edition has been consulted_ 
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Adam Smitk does not seem to have added any
thing of special importance to the theory of interest. 
But he stated the results already won in simple 
and clear language and gave them the whole weight 
of his authority; and these results accordingly were. 
from his time, accepted as definite. He placed 
himself entirely at the point of view of natural 
science as opposed to the old view of economic 
policy, and tried to inquire, generally, into the 
"nature and causes of the wealth of nations;" and, 
specially, into those of interest. He looked on the 
problem of interest as essentially a problem of 
price i 1 and thus it was enough for him to state that 
interest is necessary. 

(a) in order to call forth a sufficient supply of 
capital j 2 

(b) because the necessity of advances leads to a 
never ceasing demand for capital. 8 . 

On neither of these points was his analysis very 
profound; but his different explanations were in 
consistence with· one another and with the general 
conception of interest as- a market-price. The dis-

~ "As the quantity of stock to be lent at interest increase~. 
the interest, or the price which must be paid for the use of that 
stock, .1ecessaTuy diminishes." [Wealth of Nations II., 4] "When 
the stocks of many rich merchants are turned into the same 
trade their mutual competition naturally tends to lower its profits; 
and when there is a lIke increase of 'stock in all the different 
trades carned on in the same society, the ifame competition 
must produce the same effect in them all" [Ibid. I. 9]. 

2 .. Something must be given for the profits of the undertaker 
of the work, who hazards his stocks in this; adventure ...• He 
could have no interest to employ them, unless he expected f~om 
the sale of their work something more than what was sufficient 
to replace hiS stock to him" [Ibid. I. 6J. 

8 "In all arts and manufactures the greater part of the work. 
men stand in need of a master to advance them the materials 
of their work, and their wages and maintenance till it be com
pleted" [Ibid. 1.8]. 
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tinction between the problem of interest and that of 
money was upheld by Smith with his usual clear
ness, l and here, as in the question of the influence 
of interest upon the value of land, he took very 
much the same position as Turgot.2 

§ 4. Subdzvision of Profits into Interest and 
n Profits of Enterprise." 

I t had been the rule to use the term "Profits" to 
denote the total net earnings of a business man irrespec
tive of whether these were to be ascribed to his capital 
or to other sources. On this point a deeper analysis 
was necessary for a successful study of pure interest 
and of the causes which determine it. I t would be 
misleading to suppose that the earlier economists 
did not understand the difference between business
profits in general and that part of them which is 
properly interest on capital; Adam Smith tells us 
expressly that, in his time, double interest was 
considered a fair rate of profit. 8 But they did not 
carry out this distinction consistently, and they 

I .. Almost all loans at interest are made in money, either of 
paper, or of gold and silver; but what the borrower really wants, 
and what the lender really supplies him with, is not the money, 
but the money's worth, or the goods which it can purchase •.• 
By means of the loan, the lender, as it were, assigns to the 
borrower his right to a certain portion of the annual produce 
of the land and labour of the country, to be employed as the 
borrower pleases. The quantity of stock, therefore, or, as it is 
commonly expressed, of money whIch can be lent at interest in 
any country, is not regulated by the value of the money, whether 
paper or com, which serves as the instrument of the different 
loans made in that country" [ibid. II. 4]. 

2 "The ordmary maricet price of land ••• depends everywhere 
upon the ordinary market rate of interest" ; but there are some 
reasons why people generally content themselves with less interest 
when buying land [IbId. II. 4]. ' 

3 Wealth of Nations, I. 9. 
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never isolated ~he problem of pure interest. Under 
such circumstances, it was of course impossible to 
arrive at an accurate analysis of the factors wbich 
operate either on the demand side or on the supply 
side in determining the rate of interest. 

The credit of having introduced the conception of 
pure interest into the science is due to J. B. Say.l 
He separated the functions of the capitalist from 
those' of the "entrepreneur," capital from business 
ability, and interest from the reward of such ability. 
In England these distinctions were immediately 
adopted by Tooke, 9 but it was a long time before 
they completely took hold of English economic 
literature, and we may, even in .our days, trace the 
insufficient analysis of the earliej· economists in the 
fact that the English language has no adequate 
word for the French" entrepreneur" or the German 
" Unternehmer." 

Say has also given a very complete and profound 
analysis of -the mechanism of the market in which 
interest is determined, and thus provided the general 
scheme into which every explanation of particular 
points or sides of our problem must be fitted as 

. parts of an organrc whole. Therefore, to get an 
adequate idea of what Say has done for the theory 
of interest, it is necessary to go back to his general 
price-theory. 

In this theory the ideas of the Free-Trade-school 
as to the process by which prices are governed, may 
be said to have found their classical expression. 
Say starts from the wants of the individual, as these 

1 Traite d'economie politique. The three first editions of this 
famous work were issued in 1803,1814, and 1817; in .the last of 
these important alteratio~ w~re made. T,he qu?tations in ~he 
following are from the edItIon Issued by Say S son In 1841 (Pans). 

B Tooke, HIstory of Prices, Vol. II., London 1838 ; p. 357· 
[This pas3age is extra;cted from th~ .. ConsIderatIOns on the State 
of the Currency," WhICh were publIshed In 1826]. '-
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are expressed in his will and his capacity to pay for 
the means of satisfying them. As a matter of fact, 
every individual makes a certain classification of his 
wants, liable to alterations according to the variation 
of prices. Thus a certain demand is created for 
every article, and as this quantity varies with the 
price, there is no sense in speaking about demand 
without adding: at this or that price.1 The means 
of satisfying the wants are produced by a process, 
of which the elementary factors are the "productive 
services," viz.: personal services, the service of land 

1 Loc. cit. Livre II., Ch. I. Say has common sense enough 
not to trouble himself, in an economic investigation, with the 
physiological or psychical causes of human wants: "Nous ne 
considerons encore ces besoins que comme des quantites donnees, 
sans en rechercher les causes."-" Chaque individu, ou chaque 
famille ... sont obliges de faire une sorte de c1assement de leurs 
besoins pour satisfaire ceux auxquels ils attachent plus d'import
ance, preferablement a. ceux auxquels ils en attachent moins .... 
N ous ne considerons encore ce c1assement que comme une chose 
de fait et d'observation." ... "De la. nalt pour chaque produit 
une certaine quantite recherchee et demandee en chaque lieu, 
quantite qui est modifi<~e par Ie prix auquel il peut l!tre fourni ; 
car plus 11 revient cher au producteur en raison des frais de 
production dont il est Ie resultat, et plus, dans la c1assdication 
qu'en font les consommateurs, il est recule, et se voit preferer tous 
les produits capables de procurer une satisfaction plus grand pour . 
Ie m~me prix."-When the price rises, "non seulement Ie nombre 
de consommateurs diminue, mais chaque consommateur reduit 
sa consommation. 11 est tel consommateur de cafe qui, lorsque 
cette denree hausse de prix, peut n'l!tre pas force de renoncer 
enti~rement aux douceurs de ce breuvage. II reduira seulement 
sa provision accoutumee .... "-" Telles sont les causes generales 
qui bornent la quantite de chaque chose qui peut l!tre demandee. 
Et comme cette quantite varie suivant Ie prix auquel e1le peut 
etre offerte, on voit que 1'0n ne doit jamais parler de quantite 
demandee sans exprimer ou supposer convenue cette restriction: 
au prix ou l'on peut se la procurer."-It is difficult to see what the 
modern theory of final or marginal utility, and particularly that of 
the Austrian school, has added, of real value for the theory of 
prices, to this clear statement of the demand as a /unction of the 
price; but we shall see later on how much inferior the Austrian 
school is in giving an adequate account of the general mechanism 
of the market. 
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and the service of capital The demand of every 
individual for a commodity is limited by the amount 
of services he can afford to give in exchange. The 
supply of the commodity is limited by its cost of 
product£on. This is the aggregate value of all ser
vices necessary for the production of the commodity. 
No commodity can long be produced at a lower 
price, and thus the price of a commodity, depends 
on the cost of productiQn. But, on the other hand, 
the demand for a special article is ultimately a 
demand for the special productive services which 
are required for putting it on the market; and thus 
the value of the productive services, a.nd conse
quently that of the commodity itself depen.ds on the 
demand. l To have, in this general manner, for the 
'first time, stated the mutual dependence of demand, 
pdce, and cost of production does .the greatest 
honour to J. B. Say. Unfortunately the importance 
and the real bearing of this discovery have not been 
sufficiently recognised, and thus an immense amount 
of work has been wasted, particularly in the latter 
part of the nineteenth century, on controversies as 
to the order of cause and effect which a more 
thorough study of the work of Say would have 
made superfluous. 

After this it is clear that all prices, those of the 
commodities as well as those of the productive 
services, are regulated by one and the same ~arket. 

1 .. Ainsi, lorsque quelques auteurs, comme David Ricartio, cnt 
dlt que c'etalent les Crais de production qui reglalent la valeur des 
prodUlts, ils ont eu raison en ce sens, que jamals les prodUits ne 
sont vendus d'une maniere suivie a un prix inCerie~r a leurs Crais 
de production; mals quand ils ont dit que la demande qu'on Cait 
des produits n'mfiuait pas sur leur valeur, ils ont eu, ce me semble, 
tort en ceci, que la demande infiue sur la valeur des services 
productifs, et, en augmentant les frals de production, Cleve la 
valeur des produits sans pour tela qu'elle depasse les Crals de 
production." {Ibid. p. 322; compo Cours complet d'economie 
politique, Tome IV., Paris 1829; pp. 149-150]. 
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In this market, the possessors of the productive 
services are the sellers; the consumers of the pro
ducts, the buyers.1 The demand for each special 
service is the One base of its value; the supply of it, 
varying according to different motives, is the other 
base. 

It is now time to look at the position of interest in 
this process of price-determination. After having, 
in a somewhat too absolute manner, cleared interest 
from the influence of money,2 and also from the 
element of an insurance premium for risk, Say 
proceeds to isolate the function of the (apitaNst, 
whom he defines as "the person who makes the 
advances/'s What is advanced, he describes, in the 
words already used by Turgot, as a certain sum of 
value. 4 Now such advances are, as a matter of fact, 

1 "Les raisons qui determinent la valeur des choses .... 
s'appliquent indilferemment a toutes les choses qui ont une valeur" 
-therefore also-" aux services productifs que rendent l'industrle, 
les capitaux et les terres dans I'acte de la production. Ceux qui 
disposent de l'une de ces trois sources de la production sont 
marchands de cette denree que nous appelons ici servites protiuclifs ; 
les consommateurs des produits en sont les acheteurs." [Livre II., 
Ch. v. p. 349]. 

2 Tralte d'economie politique, II. g; p. 396: "C'est done 
bien a tort qu'on se 5ert du mot intll'et tie "argent • •• Law, 
Montesquieu, et Ie judicieux Locke lui-m~me ... s'y sont trompes. 
. . . La theorie de I'inter@t est demeun~e couverte d'un voile epais 
jusqu'A Hume et Smith qui I'ont leve."-" Le fait est que I'abond
ance ou la rarete de l'argent, de la monnaie, ou de tout ce qui en 
tient lieu n'inBue pas tiu tout sur Ie taux de l'inter@t, pas plus que 
I'abondance ou la rarete de la cannelle, du froment, ou des etoffes 
de soie." [po 394]. 

S La portion retiree par Ie capitaliste, par celui qui a fait des 
avances, quelque petites et quelque courtes qU'elles aient ete, 
s'appelle profit tiu capita!." (p. 351]. 

4 "L'inter@t des capitaux pr@tes, mal a propos nom me interet 
tie t'argent, s'appelait auparavant usure (loyer de l'usage, de la 
jouissance), et c'etait Ie mot propre, puisque I'inter@t est un prix, 
un loyer qu'on paie pour aVOIr la joulssance d'une valeur." 
[P·384]. 

"Ce qu'on pr@te est une valeur accumulee et consacree a un 
placement." [po 3941. 
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necessary for all production, and are, therefore. one 
of the productive services whose prices are. deter~ 
mined in the general market. l This is in short Say's 
theory of interest; it is, as we see, the groundwork 
of a theory, and, as such, of the highest value; but 
it left to coming generations a vast field of work in 
exploring the special causes which determine the 
supply and demand of that particular service called 
advance of capital. 

§ 5· Interruption of tlte Development of the Theory of 
Interest. 

Realising tha~ a general theory of demand and 
supply was not enough to explain the actual 
rate of. interest, R£cardo proceeded to find some 
particular fjuant£taHve relations between the different 
factors influencing the capital-market. Laying much 
stress upon the natural tendency of population to 
increase along with the means of subsistence, he 
thought that the wages of labour were, practically, 
fixed between very narroW" limits. Further, the 
product of agriculture on ~he worst land taken into 
cultivation, the margz'nal agriculture, had to be 
shared between the labourer and the capitalist. And 
as the labourer had to get his traditional necessaries 
of life, the share of the capitalist seemed to be fairly 
wen determiped by the natural productivity of the 
marginal land. As population increases, this pro
ductivity decreases, and consequently the "profits" 
decrease. But" as soon as wages should be equal 
to ... '. the whole receipts of the farmer, there must 

1 .. L'impossibilite d'obtenir aucun produit sans Ie concours d'un 
·capltal met les consommateurs dans l'obligation de payer, pour 
chaque produit, un pnx suffisant pour ~e l'entrepreneur qUI se 
charge de sa production, pUls~e acheter Ie servIce de cet instrument 
n<!cessaire." [po 383]. 
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be an end of accumulation; for no capital can then 
yield any profit whatever, and no additional labour 
can be demanded, and consequently population will 
have reached its highest point. Long, indeed, before 
this period, the very low rate of profits will have 
arrested all accumulation." And again: .. Long 
before this state of prices was become permanent, 
there would be no motive for accumulation; for no 
one accumulates but with a view to make his accu
mulation productive"; and the "motive for accu
mulation will diminish with every diminution of 
profit." 1 

Malthus objected to Rz'cardo that he exaggerated 
the adjustment of population to the means of subsist
ence; the shares of labour and capital always depend 
on their relative scarceness,. "when capital is really 
abundant compared with labour, profits must be 
low, and no facility of production can occasion high 
profits, unless capital is scarce." 2 Had anyone at 

1 Ricardo, Principles of Pohtical Economy, ed. MacCulloch, 
Ch. VI. Compo Bohm-Bawerk's criticism of Rit:ardo: "That the 
claims of capital may exert this limitmg influence Ritardo himself 
allows, as we have seen, in the very extreme case where profit 
threatens to disappear altogether. But naturally those circum
stances to which capital owes its existence in general put forth 
theIr energies not only In the very extreme cases, but permanently. 
They do not SImply prevent the entire disappearance of profit; 
they keep it constantly in competition with the other factors, and 
help to determine its amount. So that profit no less than wages 
may be said to rest on independent determining grounds. To 
have entirely ignored these grounds is the decisive blunder of 
Ricardo." (CapItal and Interest, p. 94.) 

2 Malthus, Principles of Political Economy, London 1820 j 

Summary.-Malthus' theory of interest must be looked upon as 
a part of his general theory of prices, which is built on a broad 
view of the mechanism :of the market. The dIfferent factors ot 
production are paid "on account of their rarity, and the conse
quent rarity of the effects produced by them." DIstribution is a 
SIde only of the general process by which prices are fixed. The 
price of a product is the sum of the prices of the means of pro
duction, "the price of each of these component parts being 
determined exactly by the same causes as those which determine 
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that time understood how to sum up the results of 
this discussion between Ricardo and Malthus he 
might ha/ve done it in thr.ee points: ' 

I nterest is determined by the principle of supply 
and demand j 

The supply is regulated by the tendency of accu
. mulation to diminish when the rate of interest 

diminishes; 
The Q,emand is regulated by the tendency. of 

the natural productivity of land to diminish 
when the population in~reases. 

The two latter of these would have been good 
starting points for further investigations into the 
forces' operating on the supply and demand of 
capital. Unfortunately the continuity of the de
velopment wal? now interrupted for a long time. 
Malthus had a good conception of the mechanism 
of the market, and had grasped the mutual depend
ence of the different factors operating in it j and 
though he did not perhaps state these ideas in so 
definite a form.as J. B. Sa)', yet he gave them a 
very prominent place in his theory of politi~al' 
economy. Just the opposite was the case with 
Ricardo: the average careless reader was very 
likely to overlook what he had to say about supply 
and demand, and to take his statements about the 
mitural standard of wages and profits in a far more 
absolute sense than the author had intended to 
give them. It was the greatest of misfortunes, a~ 
regards th~ further development of economic science, 
that Malthus' "Principles of Political Economy" 
were soon left in the background; whilst those of 
the price of the whole." It is obvious, therefore, "that we can· 
not get rid of the principle of demand and supply by referring to 
the cost of production." Interest is the "remuneration for that 
part of the production contributed by the capitalist, estImated 
exactly in the same way as the contributio. of the labourer," i.e. 
according to the principle of demand and supply. 
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Ricardo succeeded in winning an exceptional autho
rity. And the carelessness with which Rt'cardo was 
read was extraordinary. 

Thus it happened that the former steady progress 
of the theory of interest was now interrupted for 
half a century, serious investigation being replaced 
by two theoretical systems, diverging greatly from 
one another, but alike in that they were both founded 
on mere empty speculation and that both claimed 
the- authority of Ricardo. The one of these systems 
is what has been called "scientific" Socialism. 

Ricardo had discussed a hypothetical state of 
things, where the" use of capital," necessary for the 
production of any commodity, was strictly propor
tional to the labour wanted, and where therefore 
the value of any commodity was proportional to, and 
measured by, the quantity of labour bestowed upon 
it on the margin of production. This highly arti
ficial hypothesis was accepted by the Socialists, 
omitting all the reservations which Ricardo had by 
no means failed to state; and the central formula 
of the Ricardian theory of valu~ was falsely given 
out to mean that the value of any commodity was 
equal to the quantity of labour bestowed upon it.1 

Gradually the word value was alienated from its 
original meaning of a virtual price, and with Marx 
it seems rather to signify some kind of I!!ysticalJIuid 
Ifsse~_. intQ_ the ...materia..-.by_JaJ).o.J1r_~!15i _by_Jat;?otlJ 
a one. But if labour made up the whole of the 
value of any commodity, there was of course no 
room left for the capitalists' claim of a snare in that 

1 "Wealth is produced by labor: no other ingredient but labor 
makes any object of desire an object of wealth. Labor is the 
sole universal measure, as well as the characteristic distinction of 
wealth." William Thompson: An InquIry into the principles of 
the Distribution of Wealth most conducive to Human Happiness. 
London 1824.-Among non-socialIstic writers, Ma&Culloch seems 
to have contnbuted most to this false interpretatton of the theory 
of Ricarao. 
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value; and it is difficult to understand why the 
Socialists troubled themselves with further demon
strations of the wrongness of interest. 

Marshall' has pointed out that history partially 
repeated itself in the attempt of the Socialists to 
defend the poor against the capitalists in the field 
of production, just as the Canonists had defended 
them against being overcharged in loans for con
sumption.1 I t may be added that history repeated 
itself also in respect to the two principal methods 
used by the Cananists: appeal to authorities, and
sophistry. T,he absolute confidence and the complete 
lack of criticism with which the Socialists appealed 
to the authority of R£cardo in the question of the 
nature of value, or, later on, to that of Marx in 
general, were never surpassed by the Medireval 
Church when claimi1Jg the ,authority of Art"stotle or 
of the Bible. And as for mystic phrases and sophis
tical reasoning, Marx recaIls to one's mindthe worst 
of what the scholastic age pr9duced. It is indeed 
deplorable that such methods should be looked upon 
as the criterion of .. scientific Socialism," as the 
Germans still love to call it. 
. Other Socialists repeated other faults with which 
this survey of history bel.s already made us familiar. 
The most common of these was to look on interest 
as a mere outcome of the monetary system. To do 
away with money was t;pe great aim of th~ " exchange
banque .. of Proud han ,. by such means he promised 
to save the people "the discount" to the amount of 
400 million francs, and the mortgage rent. of about 
1,200 million francs, which otherwise would have to 
be paid to' "monetary parasitism"; and thus in_ the 
future (. the peasant would borrow at the same rate at 
which the merchant would discount, i.e. gratuitously.'" 

1 Pnnciples of Economics, Vol. I., 4th Ed. Book vr. Ch. VI. § 3· 
II Proudkon, R~sume de la question soclale, Banque d'Echange 

(1849). 
D 
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There is, however, one point in the socialistic 
writings on interest which seems fitted to throw 
some light on the problem and give some direction 
to the scientific treatment of it. That is the asser
tion that, in a socialistic state, nothing of the nature 
of interest on capital would exist. To disprove this 
proposition, or, better, to find the necessary and 
sufficient conditions under which the socialistic state 
could dispense with interest on capital altogether, is 
a task which forces us to a careful investigation into 
some of the deepest and most interesting questions 
concerning the demand side of the capital-market. 
For this purpose we need first of all to know what is 
meant by a "socialistic state" and in what manner 
this state would calculate the prices of the different 
commodities. To have cleared up ideas on this funda
mental point is the merit, not of W£ll£am Thompson 
and Marx, but of Robert Owen and Rodbertus.1 

The theory of interest was at the same time 
diverted to another unfruitful line of highly hypo
thetical controversy, namely the discussion of what 
is commonly known as the Wages Fund Theory. 
To everyone accustomed to think on economic 
questions, it is plain enough that general progress, 
specially the growth of population and the rise in the 
standard of life of the working classes, must in some 
measure depend upon the supply of capital. The 
advocates of the Wages Fund Theory treated the 
explanation of this connection very lightly: the 
function of Capital was to serve as a "Subsistence 
Fund," advanced to the labouring class. The 
amount of this fund was fixed irrespective of the 
demand. And the demand was simply the arithme
tical product of the number of labourers and the 
average of their earnings. Thus, as soon as one of 
these factors is supposed to be constant, every in-

1 Comp. Cassel: "Das Recht auf den vollen Arbeitsertrag. Eine 
Einfuhrung in dIe theoretische Oekonomie." 
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crease. in the other is strictly limited by the supply 
of capltal. 

Among the innumerable a priori assumptions 
upon which the Wages Fund Theory was built, we 
have here only to point out those which seem to be 
of special importance for the theory of interest. 
Supposing a society to have a definite sum to 
advance in the form of wages, and supposing also 
the number of the population given, it does not 
follow from that that anything is known as to the 
standard of wages. The theory implied however 
two other assumptions which were nOt expressly 
stated; namely 1st, that the period of advances was 
the same in all branches of production; 2nd, that 

• this period was constant and equal to one year, the 
period of production in agriculture. But if we 
jiuppose a certain capital advanced as wages to a 
certain number of labourers for one year, then of 
course the yearly wage of a single labourer is 
determined by a simple division; while, so long as 
no assumption is made as to the length of the period 
of advance, the yearly wages of the single labourer 
remain undetermined. 

The first of these assumptions is an outcome of 
the vicious habit of reasoning on averages and -means, 
where' we should, and very well could, go to the 
actual facts So long as this custom prevails-and 
it prevails still in our science to a very great extent 
-we cannot expect to understand phenomel'!a which 
are the very effects of the variety and non:uniformity 
'of real economic life. And, more particularly, so 
long as we continue to substitute an average period 
of investment for the really infinite variety of such 
periods in different branches of production. we 
cannot hope to detect the influence which a fall in the 
rate of interest has in directing !h~ ~en!!ral den:and 
for commodities (and therefore soclal productIOn). 
preponderantly towards such commodities as require 

D 2 
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comparatively a greater amount of that productive 
agent named "Use of Capital." The second of 
the assumptions referred to, viz. that the average 
period of advance is constant, seems to have had for 
a long time all the force of a tradition, in hindering 
economists from seeing that the period of advance 
which is most economical at any particular rate of 
interest necessarily varies with that rate. And it 
was not till the genius of Jevons definitely broke 
with the old tradition, that economists began to 
appreciate the bearing of this truth on the theory of 
interest. 

Equally unfruitful was the Wage·s Fund Theory 
in investigating the forces which govern the supply 
of Capital. Its advocates adopted the Smith
Ricardz"an formula that accumulation would ulti
mately be checked by a continuous fall in the rate of. 
interest; but they gave this statement a much more 
absolute meaning than it had had before. They held 
that every attempt of the labourers to extract higher 
wages must necessarily lead to a fall in the rate of 
interest and this to a decrease of accumulation and 
of the sum total advanced as wages; so that the 
wages would again be reduced at least to their old 
level. This highly hypothetical reasoning contains, 
among others, the supposition that every fall in the 
current rate of interest would weaken the induce
ment to save, and thus diminish the supply of 
Capital. But though the whole Wages Fund 
Theory essentially depended on this supposition, it 
does not appear that the advocates of the theory 
ever troubled themselves with serious investigation 
into the connections between the variations of 
interest and the accumulation of Capital. These 
connections therefore still remain to be examined 
before we can have a complete theory of interest. 

Thus the Wages Fund Theory in many different 
respects worked as a check on the development of 
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the theory of interest. Through adapting the 
results of their extremely abstract and hypothetical 
reasoning immediately to th~ questions of actual 
life, the suppurters of the theory did much to mislead 
economic and social policy; but it may be doubted 
whether they did not do still greater harm to 
economic theory, by discrediting it, for generations 
to come, in the eyes -of all practical men. • And the 
theory of interest has probably not suffered least 
through this general contempt for theoretical in
vestigations. 

§ lit For What £s Interest Paz"d? I. The Supply 
. .SJde. 

At the same time that these barren speculations 
. prevailed, there was already some beginning of the 
analytic work which was to be the positive con
tribution of the nineteenth c,entury to the theory of 
interest. This work may be said to have con
centrated itself on the question :-For what is 
interest paid? But the object of a bargain may 
always be look~d upon from tWQ different points of 
view: that of the seller and l:hat of the buyer. We 

"may ask, what is it that the seller gives? and we may 
ask. what is it that the buyer receives? Thus in 
the case of interest the object of the bargain very 
naturally presented itself under two different aspects: 
Some economists laid stress upon the analysis of the 
sacrifice for which the lender is compensated; while 
others confined their attention rather to the advan
tage for which" the borrower paid. It is convenient 
to follow the development of the theory according 
to this division of the sl1bject. But,we should 
always bear in mind that we have to deal here with 
two different sides of one and the same thing, and 
that an author who emphasises one side is not there
fore to be suppose~ ignorant of the other. 
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Let us begin, then, with the supply side. Senior, 
seeking to analyse the" Instruments of Production," 
divided them into three groups: " Labour," 
" Natural Agents," and" Abstinence." "Although 
Human Labour and the Agency of Nature in
depenqently of that of man, are the Primary Pro
ductive Powers, they require the concurrence of a 
Third Productive Principle to give to them complete 
efficiency. The most laborious population, inhabit
ing the most fertile territory, if they devoted all 
their labour to the produhion of immediate results, 
and consumed its produce as it arose, would soon 
find their utmost exertions insufficient to produce 
even the mere necessaries of existence. To the 
Third Principle or Instrument of Production, 
without which the two others are inefficient, we 
shall give the name of Abstinence." Having thus 
placed Abstinence, as a necessary factor of produc
tio~ on the same line as the other factors, Senior 
had to explain why Abstinence was scarce, so scarce 
that it must be paid for. " To abstain from the 
enjoyment which is in our power, or to seek distant 
rather than immediate results, are among the most 
painful exertions of the human will . . . of all the 
means by which man can be raised in t~e scale of 
being, abstinence, as it is perhaps the most effective, 
is the slowest in its increase, and the least generally 
diffused." 1 

To this clear statement Senior need only have 
added, in order to escape misapprehension, that 
interest is determined by the price which must be 
offered for the marginal abstinence; or that, though 
a certain quantity of abstinence may very well 
be had at a lower price and perhaps for less 
than nothing, a higher price must be paid, in
differently to all abstinence, in order to get 

1 Senior N. w.: Outlines of the Science of Political Economy, 
5th Ed. pp. 58-60. 
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the SIIjfi&imt quantity, £.e. a quantity which will 
satisfy the demand on the market. This, how
ever, he omitted to do, and thus it became an easy 
task for Lassalle to make the whole conteption of 
.. abstinence" ridiculous by representing the 
millionaires of Europe, the Rothschilds, e~ as 
ascetics ror the sake of society.1 The very word 
~". bstinence seems to assume an element of moral 
merit, and this IT.akes it unsuitable to be used in an 
objective analysis, where it is an ~s::ential condition 
that the what is should be strictly separatt:;! -f!"om 
the what C'NglzI to be. The confusion between these 
two questions has always proved to be exceedingly 
detrimental to the theory of interest; 'and for thiS 

reason it is after all not to be deplored that the 
term "Abstinence" became discredited and ulti
mately dropped out of use. i 

In France, Bastiat, though certainly not a very 
strong thinker, made some valuable remarks 0' _the 
special question which now oCcupies us, and showed 
himself very apt at finding good expressions for the 
function of the lender. .. To save is, deliberately to 
put an interval between the moment when the 

.services are made for tpe s9ciety, and that when the 
equivalent is received from it." This ajourne»unt 
is the object of exchange and the price of it is 
interest. The reason why this. service is scarce 

1 LassaOe, .. Herr Bastiat-Schultze von Delitzsch, der oekon. 
Julian, oder: Kapital und Arbeit." Berlin 1864. 

I Senio, himself was not quite satisfied with his term: II We 
are aware that we employ the word Abstinence in a more exten
sive sense than is warranted by comtnon. usage." He regarded 
abstinence not only as a productIve service, bu~ also as a factor, 
in the process by which prices are determined, in every respect 
cn the same line with "labour" and the" agency of nature": 
.. By the word Abstinence, we wish to express that agent, distinct 
from labour and the agency of nature, the concurrence of which 
is necessary to the existence or Capital, and which stands in the 
same relatIon to Profit as Labour does to Wages." (loc. cit . 

. p. 59·) 
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is given in the same manner as by Senz"or: In order 
to resolve to accumulate Capital, a man must indeed 
provide for the future and sacrifice the present 
for it.1 

Caz"rnes accepted Senior's term" Abstinence" ; but 
he adopted also the new, and probably the better 
term, postpon,ement. He regarded this as a sacrifice, 
th7 one of his two great groups of sacrifices, ICJ.bonr 
bemg the other. He even observed that,' whilst 
postp~nement i~ no proper sacrifice for the rich, still 
11 "wllt frequently demand the most rigorous self
denial" on the part of the poor. But, instead of 
drawing from this statement the natural conclusion 
that interest must be high enough to pay for the 
marginal postponement, he attempts to bring it 
into accordance with the a priori and entirely 
arbitrary formula with which he starts: ({ Cost 
means sacrifice." He tells us not to look upon 
"what is personal and peculiar"; "the sacrifices to 
be taken account of, and which govern exchange 
value, are, not those undergone by A, B, or C, but 
the average sacrifices undergone by the class of 
labourers or capitalists to which the producers of 
the commodity belong." This is false in substance, 
and seems moreover to reduce the doctrine of 
sacrifice, as the measure of cost of production, to 

1 Bastiaf, Harmonies Economiques!Z Ed. Paris 1851. The 
following quotation gives a good Idea of .Rasfiafs views and at 
the same tIme of his vivid style. A business man addresses & 

money-lender thus: "Vous avez droit a recevoir imm~diatement 
une valeur, et il vous convient de ne la recevoir que dans dix 
ans. Eh bien! pendant ces dix ans substituez-moi a votre droit, 
mettez-moi a votre lieu et place. Je toucherai pour vous la. valeur 
Jont vous etes cr~ancier; je l'emploierai pendant dix ans sous 
une forme productive, et vous 1& restituerai a l'~cheance. Par la 
vous me rendrez un service et comme tout service a une valeur, 
qui s'appr~cie en la comparant a un autre service, il ne reste plus 
qu'a estlmer celui que je sollicite de vous, a en fixer la valeur." 
[Ch. XV. De Npargne, p. 419.] 
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something still more arbitrary and mcompre
hensible. 1 

Cairnes had observed that the measure of 
abstinence was quantity of wealth into duration of 
abstinence. To this Macvane makes some objec
tions .which seem to be essentially wrong; and as 
the question of the- measure or dimensipn of 
abstinence is of the highest importance for a clear 
conception of this service, his reasoning seems to 
deserve a closer a~lysis. He says: "Now, the 
quantity of wealth abstained from is gauged by its 
value; and its value depends on its cost of produc
tion. If. then, we introduce abstinence as an 
element in determining value, and value as a factor 
ill the measure of abstinence. we are clearly guilty 
of using the thing to be measured as part and 
parcel of our stand~rd for measttring it."
.. Abstinence is not itself a primary fact of industry 
. • . the more fundamental fact is the length of 
time that must elapse between the outlay of labour 
and the possession of the finished product." 2 

Macvane therefore proposes to replace the term 
abstinence by the term Waiting-. By this be seems 
to mean that .. waiting" does not contain more than 
one element-is a .. quantity of one _dimension," 
the dimension of time. This is, of course, in
admissible; .. waiting a certain time" means nothing, 
when it is not stated what is postponed. Perhaps 
it is Maevane's intention that '-' waiting" should be 
taken to denote postponement of some concrete thing 
or enjoyment. But in that case we should have to 
give up the character of waiting as an arithmetical 
quantity, and this would make waiting a very 
useless conception. . But there is ~ still araver 

1- Cairnes, Some Leading Principles of Political Economy newly 
expounded; London 1874 (pp.' 88-95 anod p 60). 

I Quarterly Journal of Economics (Harvard Univel~ity) VoL I.; 
Boston 1887. MlU'Ilant. AnalySls of Cost of Production. 
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objection to such a definition of waiting. There zs 
very seldom a postponement of anything concrete ; 
the man who saves does not as a rule know what 
he would have used his money for, if he had not 
saved it; he simply postpones the consumption of 
a certain sum of value. Hence" waiting" is, as a 
matter of fact, measured by the product of such a 
sum of value and the time of waiting. This 
measure gives the ultimate definition of waiting; and 
waiting in this sense is one of the services which 
constitute the concrete costs of production. It 
seems to have been the aim of Macvane to find 
these costs as distinguished from their values or from 
what Marshal! calls H expenses of production." 1 It 
is interesting to observe how impossible it is, even 
if we go back to these very elements of the process 
by which prices are fixed, to dispense with the 
element of price itself. This seems to be a horror 
to Macvane as well as to so many other economists. 
But, after all, why should we trouble ourselves 
about this difficulty any more than a mathematician 
does, when he assumes the unknowns of his problem 
to be known and works with them until he arrives at 
that system of equations which ultimately determines 
them? 

The term waz'ting has been accepted by Marshall 
as equivalent to II postponement of enjoyment"; 2 

and thus we may perhaps assume the term to be 
definitely established in economic science, at least 
.so far as the Teutonic languages are concerned. 
To the French it seems most natural to adopt the 
term "ajournement" already used by Bastiat. Both 
terms signify the same, viz. the service of the lender, 
as measured by the product of the value postponed 

, 1 Marshall, Principl~s of Economics, Vol. I. 4th ed. Book V. 
Ch. III. § 2. 

2 Ibid. ok IV. Ch. VII. § 8; and Book VI. Ch. VI. 
-§ 3· I 
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and the time of waiting. Hence the .analysis of the 
question, .. for what is interest paid?" might be said 
to have reached a definite result as far as the supply 
side of the capital market is concerned. 

But much work remains to be done before we get 
a real knowledge of the manner in which the total 
amount of waiting depends on the rate of interest. 
As to such knowledge, we cannot pride ourselves on 
being much in advance of the English authors of the 
seventeenth century, such as Sir Josiah Child and 
Sir Wz'lltam Petty.] Writers who have entered 
upon the question have mostly confined themselves 
to remarks on the general under-estimation of future 
goods as compared with present, and the consequent 
necessity of paying)nterest in order to call forth a 
certaiq quantity of waiting. a Thus Karl Menger 
observes that the condition for enjoying the advan
tages of-capitalistic production is the willingness to 
provide for longer periods, and' proceeds to show 

1 Compo above p. 10 n. 4 and p. II etc. 
9 Among the earlier writers on this subject.lohn Rae should 

speCIally be mentloned as havmg made the most valuable obser
vations on the circumstances influencmg people's desire to save. 
[New Principles of Pohtlcal Economy,' Boston 1834.] Tbe best 
of these were quoted bY.lolm Stuart Mill (Prmclples of Pohtical 
Economy, Book I. Ch. XI.) and thus made familiar teL econo
mists. Bu~ Rae's general the6ry of interest is a failure, owing 
mainly to his assumptIOn that the desire of accumulat~on in any 
socIety may be expressed simply by the rate of interest at which 
people are willing to save, or, as he puts it in his somewhat 
strange terms, "by the length of the penod, to which the incli· 
nation of its members to Yield up a present good, .for the, purpose 
of producing the double of it at the expiration of that pedod, 
will extend." (Rae, Book ll. Ch. VI.] Of course there is, at 
every rate of interest, some desire to save; what the actual rate 
will be, is determmed by the demand for the use of Capital; 
hence the rate ,may vary considerably solely on the ground .t~at 
demand vanes, Mathematically, the total amount of walt!D~ 
s!!lll!!led in any soci~tI-Jp.~~gaided as a functiqn 9Uhe late 
o!mtem;;~ The deSIre of accumulation is then cb"Tacterised by 
the general form of this function and by its cO! »$, but not 
by the independent vanable, the rate of mterest. • 
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that this willingness is limited by circumstances 
connected with· the very nature of human life and 
mind. So far as the necessities of life (and indeed 
even those of efficiency) are concerned, the satis
faction of present wants must come first as a sznf! 
qua non. And, according to all that we know about 
the human mind, a present enjoyment is, as a rule, 
preferred to a future one of the same intensity.l 

The underestimation of future goods as compared 
with present is, however, no new discovery. I t has 
been familiar to most writers who have contributed 
to the progress of the theory of interest, though it has 
been expressed by them in different ways.2 What 
Menger proves is in fact merely that waiting, under 
certain economic conditions, must be a sacrifice. This 
statement does not, however, tell us very much. What 

1 Menger, Grundsiitze der Volkswirtschaftslehre, Wien 1871, 
"Die wirtschaftenden Menschen konnen ••• dadurch, dass sie 
die occupatorische Wirtschaft verlassen und zur Heranziehung 
von Guterl1 der hbheren Ordnungen zur Befriedigung ihrer 
Bedilrfnisse fortschreiten, allerdings die ihnen verfugbaren 
Genussmittel nach Massgabe dieses ihres Fortschrittes vermehren, 
aber nur mit der Beschrankung dass Sle in demselben Masse, als 
sie zu Gutern hoherer Ordnung fortschreiten, die Zeitraume 
hinausrucken, auf welche sich ihre vorsorgliche Thatigkeit 
erstreckt."-" In diesem Umstande Iiegt nun aber eine wichtige 
Schranke des wirtschaftlichen Fortschrittes. Auf die Sicherstellung 
der den Menschen zur Erhaltung ihres Lebens und ihrer Wohl
fahrt in der Gegenwart, oder der nachsten Zukunft erforderlichen 
Genussmittel ist stets ihre angstlichste Sorge gerichtet, eine Sorge, 
die sich in dem Grade abschwacht, je ferner der Zeitraum ist, auf 
weIchem sie sich erstreckt. Diese Erscheinung ist keine Zufallige, 
sondern im Wesen der menschlichen N atur tief begrundet. Soweit 
namlich von der Befriedigung unserer Bedurfnisse die Erhaltung 
unseres Lebens abhangig ist, muss die Sicherstellung der Befriedl
gung der Bedurfnisse fruherer Zeitraume notwendiger Weise jener 
der spatern vorangehen" • • . Auch "ein Genuss pfiegt den 
Menschen, wie alle Erfahrung lehrt, in der Gegenwart, oder in 
einer nahern Zukunft wichtiger zu erscheinen, als ein soIcher von 
gleicher Intensitat in einem entfernteren Zeitpuncte." (p. 127.) 

2 Mill expressly tells us that in China "a much lower estImate 
of the future relatively to the present" prevails (than in Europe). 
Book I. Ch. XI. § 3. 
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we want to know is how far such circumstances pre
vail in actual life; to what extent interest must be 
paid to balance the sacrifice of waiting; in one word, 
we must find ~uantztatzve. relations between the rate 
of interest and the total amount of waiting supplied. 

§ 7. II. The Demand Side. (a) Use 0/ Capital,· its 
ident£ty wz'th Wait£ng. 

. The most natural expression for the service re
ceived by the borrower is "use of capital." But 
this term is in itself vague and leads to the question: 
In what consists the liSe of capital? We have seen 
how Tu~gpt reduce-d the analysis of this use to ·its 
very ele.ments : the use of a c,ertain quantity of value 
during a certain time. ~ What we find now is a whole 
succession of German writers, in the middle part of 
the nineteenth century, entering ,on the problem 
without, as it seems, having appreciated the bearing 
and importance of Turgot's analysis. 

This school, of which Hermann is one of the first 
and most prominent representatives, starts from the 
consideratiori of a concrete use of a. concrete capital. 
Such use is, of cour~e, possible only In the case of a 
durable. commodity-one which is not consumed 
when used. The typical case which these w~ite!"s 
had' in their minds was therefore that of absolute 
durability; the, case of a commQdity which can be 
used continually without being destFoyed. Hertnann, 
in accordance with this view, puts .. capital" on the 
same line with "land." _ 

Such uses obtain on the market a certain price, 
and this price is interest. Hermann, .who seems to 
~have studied Say with care, gives it good exposition 
of the mechanism of the market, and explains how 
interest depends on the scarcity of certain uses of 
capital. This is not only correct, but is of some 
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value, because it gives to the principle of scarcity 
the prominent place that it deserves. But it is no 
ultimate explanation of interest. All we learn is 
that, by the action of supply and demand, prices are 
fixed on the market, for the use of a certain durable 
article as well as for that article itsel( The proxi
mate cause determining the price of the article is of 
course its cost of production; the proximate causes 
governing the price of the use are the demand for 
that use and its actual scarcity. But we are never 
told what relations exist between the demand, (Qr 
the use and the demand for the commo<;iitJ/'ritself, 
Or between the price of the former ana: the price of 
the latter, ";.e. between interest and capital-value. 
What we ultimately want to know, however, is just 
the causes governing the proportion between the 
sum paid as interest and the value of the capital, 
i.e. the rate of interest. Thus there is an essential 
defect in this whole analysis of interest. 

The nature of this defect becomes clearer if we 
proceed as we have just done and consider only the 
use of absolutely durable commodities. But the repre
sentatives of the Use-school could not of course 
confine their investigations to this limited field. 
They had to extend their conception of .. use" to 
cover all cases in which interest is paid. This they 
did by means of a series of highly artificial cases. 
There are some goods which possess a practically 
infinite durability, where only current repairs are pro
vided for. A well-built house is a good instance. 
When let under the condition that the occupier 
shall provide for necessary repairs, it affords a good 
example of an everlasting capital for the use of 
which pure interest is paid. From this it was but a 
step to go on to cases where, e.g. a machine is 
gradually worn out in the course of its use, and 
where, out of the price received for the products, a 
fund is gradually set aside to provide a new machine. 



HISTORICAL DEVELOPMENT 47 

In such cases we may imagine that there is a capital 
lasting for ever, but continually changing its mate
rial form. And, eventually. there is nothIng to hinder 
us from ext~nding this even to the case where the 
commodity, as, for instance, coal! is consumed at once 
by a single use: the capital, coal, is indeed, trans
formed into a capital of another form, but the capital 
continues to exist and is quantitatively unaltered., 

The reader will see how, under these artificial 
extensions of the original proposition, $he very con
ception of " use., of capital" is gradually transformed, 
becomes more and more abstract, and ends in being 
nothing more than a "dispositiOn over quantities of 
capital-goods during certain ~paces of time." This 
also was the point at which the Use-school ultima,tely 
arrived, the ,quoted formula being that accepted' 
by the writer in whom the whole school may be said 
to have culminated, Karl Menger. And thus the 
development ended in the same result as had peen 
obtained by Turgot more than a centu'ry before, 
'when he declared the use of capital to be .. the lIse 
of a certain quantitr of value during a certain time." 
In this conception we have the Use of Capital iso
lated as a true element of production; and from this 
point every further explanation of tbe role of capital 
will have to start. Especially should itbe observed 
that the part which capital plays in the concrete use of 
a durable article is to be .explained from its general 
function, and not inversely as the U se-school tried to 
do. 

I t seems as if even a superficial observer would 
be able to discover that the advantage which can be 
derived from, the disposition over a certain quantity 
of value during a certain time is of two different 
kinds' that there are two essentially different eauses 
which t make such' disposition necessary:, viz. that 
production' needs time and that consumptiort of 
durable goO?S needs time. . Yet very little attent~on 
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seems to have been paid to this fundamental dis
tinction. There are some technical characteristics 
of production which make it necessary, or at least 
advantageous, that a certain time should elapse 
between some of the acts of production and the 
obtaining of the final product. Therefore production 
needs use of capital. But, on the other hand, some 
forms of consumption are of such a nature that it is 
technically impossible to get the whole use-value at 
once 'out of a produced machine or commodity; 
hence such forms of consumption necessitate a 
certain quantity of waiting. 

Writers who have tried to carry the analysis of 
the use of capital a step further, have generally 
confined their investigations, in a very one-sided 
manner, to the first part of this distinction. That 
use of capital which enables us to put an interval 
between effort and result in production has, there
fore, been studied pretty thoroughly; but the bearing 
of this function of capital on the explanation of 
interest has been exaggerated. 

The analysis of the conception "use of capital" 
would not be complete unless it ended in a definition 
of the use of capital as an arithmetical quantity. 
The formula adopted by Turgot and re-affirmed'by 
Menger, however, is just such a definition: it follows 
immediately from it that the use of capital is a 

llantity of two dimensions, the measure of it being 
certain sum of value into the time of use. Now, 

lis is the same measure as that of waiting; and 
onsequently. we may infer that Waiting and Use of 
:apital denote the same th£ng. In fact, they signify 

one and the same productive service: "waiting" 
is used to express what is done by him who 
supplies the service, and "use of capital" to ex
press what is obtained by him who buys the service.1 

1 This identity of the two conceptions was certainly recognised 
by Jevons, who used in reference to them the terms, "abstinence" 
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recognition of the essential unity between wait-
md use of capital is, more than anything else, 
lated to do away, once and for all, with that 
Sm in the explanation of interest which indeed 
always to be found' in one-sided writers of 
):Ir rank but has been so pre-eminently em
sed by recent criticism. 

,The Demand Side; (0) Productt'vt'ty of tlie Use 
-J of Capital. 

/hen we see a machine automatically making 
!WS it is naturaf enough to say that the maljline 
Iduces.the screws, just.as we say-that the labourer 

.)duces the haRd-made screws. If we now, for 
e sake of simplicity. suppose such a machine to 

'st fof ever, we may say that the product represents 
.be )nterest on the machine. this being itself re
~arded as a concrete piece of capital. Hence we 
night conclude that the capital produces the interest. 
We. should then have what might be called a "pro
'uctivity theory ,0/ interest." There have always 

'd . "&/ll()unt of investment." , He gave, however, different 
~essions for their dImensions. The-dImenSIon of capItal 
l\ of value of commodIty) being M, that of time T;/evonsfound 
Ldlmepsion of investment to be MT. But for the dimension 

,lbstinence he put UT, U bemg the dimenSIOn of" final degree 
utlhty." It does not seem, however, correct to use such ;,\-. 
'Xl: It cannot be anything but fiCtitious, so long as we have 
really establi!Uled a method of directly measunng intensIties 

.,feelIng. The only measure of utlhty available for the econo-
t seems to be-the price offered for the commodity; and, If we 

. lpt this measure, we must replace U by M in the dImension 
~bstmence given by /evons. ThiS dimension becomes then 
ltIcal with that of investment of capitaL-The objections to 
resentmg .. utility" as an arithmetical quantity are gIven with 
re detaIl in "Grundnss einer elementaren Preislehre" by f Cassel. (Zeitschnft fur (lie gesamte Staatswissenschaft, 

• pmgen, 1899). ~ ~ 
L 
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been writers who emphasised this side of the functio 
of capital in production. But such a writer shoul 
not, for that reason, be supposed to be ignorant 0 

the fact that all prices, including interest, ar 
regulated, 4ltimately, by supply and demand. 

Lord Lauderdale may be taken as a representativ 
of this group of writers. He tells us, "that i 
every instance where capital is so employed as t 
produce a profit, it uniformly arises, either from it 
supplanting a portion of labour, which woul 
otherwise be performed by the hand of man j or fro 
its performing a portion of labour, which is beyon 
the reach of the personal exertion of man to ac 
compIish." This statement is not only in the main 
correct, but contains also in its second part an 
important truth which has been far too often over
looked by later writers. In accordance with this 
view. Lauderdale calls capital " productive." 
But he knows very well that the prices of its 
services are regulated, like all other prices, by 
supply and demand. "The actual profit drawn for 
the use of any machine when universally adopted, 
must be regulated on the same principle with the 
hire of a field, or the payment of an artist, or 
the price of any other commodity j that is, the 
proportion betwixt the quantity of machines that 
can be easily procured, and the demand for them." 1 

There is not much to be said agaznst this analysis. lI 

But it is not complete. It stops just where the I 
more special explanation of interest should begin. i 
The meaning is evidently that there is a market for: 
the productive services of machines and of othe~ 
concrete forms of capital as well as for these concret 

1 Lauderdale, An Inquiry into the Nature and Origin of Pubh 
Wealth. Edinburgh 1804, pp. 16r and 167. 

2 Expressly to deny the productivity of capital seems only, 
10 make the theory of interest more paradOXIcal and strange to 
practIcal men than It ought to be. 
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forms of capital themselves. But nothing i~ said 
about the particular causes which govern the pro
portion between price of service and price of capital. 
:rhus th~ ?efec.t of t?e .. Produ.ctivity Theory" of 
mterest IS Identical with that which we found in the 
last paragraph when dealing with the writers of the 
Use-school. This must necessarily be the case, for 
"the productivity of a concrete capital" is only a 
special instance of the use of a concrete capital; and 
the former conception is therefore as insufficient for a 
complete explanation of interest as we have found 
the latter to be. Hence there seems to be no 
reason for putting the "Productivity. Theory" iii a 
special category, and devoting special criticism to it. 

Every writer who makes the productivity of 
capital, in the concrete sense which we have given 
to the word here, the foundation of his theory of 
interest, must necessarily fail to give a complete 
explanation of his subject. But this need not 
prevent him from throwing valuable light upon 
particular points of the numerous connections 
between causes and effects which make up a com
plete theory of· interest. This truth is well illus
trated by "The Isolated State,", the famous work 
of v. Thunen. 1 The chief importance which this 
work has for the theory of interest lies in its clear 
recognition of the marginal productivity Of capital. 
It would be false to suppose that v. Thunen was the 
first to observe the necessity of taking account of 
differential quantities' in discussions on productivity. 
This view had permeated all the writings of Ricardo 
and, still earlier, had given its. special character to 
the work of Turgot. But v. Thunen gave to his 
conception of marginal productivity an arithmetical 
form, and this was undeniably a long step forward 
in the Clevelopment of the theory of interest. 

1 'lJ. Thunen. Der isohrte Staat in Beziehung auf Landwlft
schaft und Nationalokonomle. :md ed. Rostock 1842 - 63. 

E 2 
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Unfortunately the fruitfulness of v. Thunen's sug
gestion was not recognised, and could not indeed, 
be recognised until the analysis of the use of capital 
had given up the primitive idea of a concrete use, 
and fLrrived at the general conception of a use of a 
certain quantity of value during a certain time. 
The great merit of having, for the first time, com
bined this conception with the idea of the margin, 
is due to Jevons. 

Earlier writers, for instance Say, had taken it 
merely • as a matter of fact that production needs 
time, but there remained to be investigated the 
causes governing the amount of time that production 
needs. This investigation was fruitful, because it 
showed that the said causes were not of an ex
clusively technical nature, but had the most intimate 
connection with the price that had to be paid for the 
use of capItal, and that, accordingly, the question 
of how much time should be spent.in production, was 
only an integral part of the problem of interest. 

Jevons' views on,this side of the question may be 
summed up in two sentences.1 The sole function 
of capital is to enable the producer to put a certain 
interval between beginning and end of the production 
process. In this way the productivity of labour is 
considerably increased, and therefore something can 
be paid for the use of capita1. The price of thiS' 
use is, however, .not regulated by the total increase 
of productivity, but by that increase which is 
caused by the last extension of the production 
process. In accordance with this view, Jevons re
gards the productivity of the use of capital as a 
function of the time t, that the producer can afford 
to spend on the production. And, like v. Thunen, 
he holds that this function generally increases with 
t, but not so fast as t itself, i. e. while it is generally 
possible to get more out of the production, if more 

1 Theory be Political Economy, 2nd ed. 1879. 
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time is spent on it, each subsequent extension of 
time will cause a smaller increase of the produce
than before. 

Now, as the producer has to pay interest for his 
use of capital, he cannot extend the time of pro
duction indefinitely. He is bound by the condition 
that the productivUlr_QLth.e_margtnClLextension shall 
: ~~Y~.Lgo 13elow what he. has ta.pay_fQ!_tha.ll~tensiQ11 
1~ fortJ? _~~ in~~:est. Hence he must stop at the 
pomt where the Increase of the product is just 
swallowed up by' the extra interest he has to pay. 
For every flJrther increase of the time of produc
tion will, according to Jev01ls' general assumption, 
cause a still smaller increase of the produce. Con
sequently, when inter~st is high, such methods of 
production must be adopte~ as require relatively· 
less time; while i1 low rate of interest permits the
produc~r. to adopt longer and technically mOre 
efficient processes. Thus it is seen that the time 
which will be spent in the production of any com
modity, is one of the variables in the problem of 
interest, and cannot for this reason -be assumed: 

This deep analysis of the demand side of the 
capital market is Jevons' contribution to the theory 
of interest. But the chief statements in which he 
formulated his views were 'not quite accurate. It 
is not quite correct to say that the only use of 
capital is to enable the producer to put an interval 
between beginning and end of a production process. 
For as we have seen above, capital, or better wait
ing, may also be used to give time for the gradual 
consumption of a-durable commodity. Further, it 
is not true that the sole use of more capital, -even 
in the form of consumable goods,- is to make the 
time of production longer: an increase of capital 
may just as well be used for an extension of the 
total volume of production, without any altera
tion of the production pr~~ess or of the time it 
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needs. Hence it cannot be correct to represent the 
productivity of capital as a function of the time 
alone; it is just as much a function of the quantity 
of capital used. 1 

Everybody knows that interest is paid in propor
tion to the capital lent and in proportion to the 
duration of the loan, i.t. in proportion to the product 
Qf value and of time. Hence it is clear a priori that 
value and time must be symmetrical quantities in 
the theory of interest. A producer who pays for 
a certain quantity of waiting may use it in two 
different ways: he may enlarge his whole business 
without altering his methods, and thus use more 
capital; or he may adopt new and more roundabout 
processes, and thus use more time. In both cases 
he is limited by the condition that the productivity 
of the last increment of "the use of capital" shall 
be great enough to counterbalance the interest paid 
for th~t increment. Hence interest is governed by 
the marginal productivity of the quantity of capital 
as well as by the marginal productivity of the 
extension of the time of production. :I 

A theory which has to explain why and in what 
manner production needs capital. should not so 
emphasise one use of it as to overlook the other j 
if it does so, it will often find itself incapable of 
explaining, within its own sphere, simple events of 
actual life. Let us, in order to clear our thoughts by 
a concrete example, imagine a people in a primitive 

1 This is evident enough if we consider that waiting, or use of 
capital, is necessarily a quantity of two dimensions, the measure 
of it being" quantity of value x time," i.e. MT. The effect of 
this service must, therefore, be a functlOn of m and t and not of 
t alone. 

S Jevons regarded the productivity as a function of I alone; as 
a matter of fact it is a function of t and m and should be 
denoted by F (m, t). Interest is governed by the differential 

. 8F. 11 b 8F quotient 3m Just as we as y Tt. 
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stage of agriculture, where tools and machines are 
simple and few, and the capital of the country 
consists mainly of the annual harvest. In a good 
year this capital will be increased, and the increment 
will be used, not for an extension of the period of 
production, which remains constant and equal to 
one year, but for an extended cultivation of land. 
Probably .. the principle of diminishing returns" will 
come into force, and the rate of interest will then be 
regulated by the marginal productivity of the capital 
used in such extension of agriculture. A theory, 
then, which maintained that interest is governed, 
in all cases, by the productivity of the last increment 
of the period of production would not be able to give 
any explanation of such fluctuations of the rate of 
interest; at any rate the explanation would be 'very 
formal and not tell us much about the actual con
nection between causes and effects. Similarly such 
a theory would fail to explain a rise of interest 
caused by a simple increase of the population, sup
posing agricultural land of the same quality as that 
formerly cultivated to be abundant. Or, to go to 
the actual facts of our own age, such a theory 
would give us a very inadequate idea; of' all those 
fluctuations of interest, or differences in the rate of 
interest between different countries, which depend 
on differences in the rate of the g~9~~h ?f popula
tion or similar ~auses. 

§ 9. Bohm-Bawerk ani the Theory of Inferest. 

We have seen how, even by the seventeenth cen
tury, the problem of interest beg-an to be treated M 
a problem of supply and demand, and ho,! the foun
dation of a scientific theory of interest was thus 
laid. We h2.ve seen also how the mechanism of the 
market on which interest is determined was studied 
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with considerable success by writers of the eighteenth 
century, particularly ~ Turgot and Say.' how the 
nineteenth century brought a long series of investi
gations into special questions relating to the supply 
side or to the demand side of this market; that the 
study of particular details did not involve a complete 
overlooking of other details, nor of the general con
nections between them; but that many of the writers 
to whom we owe valuable contributions to these 
investigations inclined to regard as the whole theory 
that which was in fact only the explanation of a 
special point in it. Thus although much important 
work was done, scarcely anyone had understood 
how to make the full use of it, i.e. to give ever}' 
particular truth its organic place in a systematic 
theory of interest. 

Such was the situation when the Austrian 
economist Bo'hm-Bawerk set himself to write on 
broad lines a history of the theory of interest and 
afterwards a positive theory of his own. The 
general drift of the critical part of this work may be 
described in a few words. Bbhm-Bawerk through
out represents as an independent theory that which 
is in reality only an explanation of a special part of 
the problem of interest-and indeed is very often 
clearly stated as such by the writers in question. 
Thus he succeeds easily enough in proving that 
this so-called theory fails to give a definite solution 
of the problem. In this manner he' is able to 
dispose of the majority of his predecessors. But 
there are, as we have seen, some writers who have 
had a more comprehensive view of the problem, and 
have therefore entered upon more than one of the 
special sides of the theory. These writers are, in 
Bbhm",Bawerk's view, only inconsistent. He who 
holds two different theories at once, cannot, of course, 
be anything but illogical. Hence it follows that 
precisely those writers who have done most for the 
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development of a systematic theory of interest, are 
represented by Bohm-Bawerl as eclectics, picking 
up pieces of every theory just as it may be con
venient, but incapable of consistent thought. Sa)' 
is full of contradictions, because he thinks that the 
use that can be made of capital in production is a 
factor determining interest just as much as the 
scarcity of the services of the saver. Malthus is 
classified as an advocate of the "productivity theory," 
though he has pointed out clea.rly enough that 
interest depends just as much on the scarcity 
of capital as on its productivity; Bbhm-Bawerk 
thinks" the remarks relating to .the scarcity "too 
lzihtly sounded to drown" those relating to the pro
dUctivity! Adam Sm£'lh is of course not less guilty 
of contradictions, l and Samuel Read, who wrote in 
1829 to defend the old theory of qemand and 
supply against Rz"cardo's theory of labour as the 
standard of value, and· who took a co~prehensive. 
view of the factors determining interest on both 
sides of the market, is classified as an eclectic/2 In 
this group we find also, among English writers, 
fohn Stuart Mz"ll and Jevons, among German, 
Roscher: I t may be admitted that the essential 
merits of Roscher' did not lie in strong and 
systematic thinking, but it seems hard that he 
should be accused of inconsistency. and contradic:' 
tion on the ground that, having observed that" the 
price paid for the use of capital naturally depends on 
the relation between supply and demand, especially 
of circulating capital," he should think himself 
obliged to give some reasons why neither supply 
nor demand would permit the rate of interest to 
sink to nil. "The legitimateness of interest,'" he 
tells us, "is based on two .unquestionable grounds : 

1 Compo above p. 23. 
2 Read, Political Economy; an Inquiry into the natural grounds 

of right to vendible property or wealth. EdInburgh 1829 
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Qn the real productiveness of capital and on the real 
abstinence from enjoyment of it by one's self." A 
decline of the rate of interest is checked, for example, 
in the first instance, by "every extension of the 
limits of productive land;" in the second instance, 
by the fact that "there are numberless persons 
who would rather consume their capital, or invest it 
in hazardous speculations than put it out at interest 
at I per cent. a year." 1 These very sensible re
marks show how much indeed Roscher had learned 
from the history of the theory; and Bohm-Bawerk's 
treatment of him affords a rather typical instance 
of how incorrect and misleading his criticism 
generally is. 

The weakness of this criticism is, however, itserf 
a fact for which we must seek some plausible ex
planation. Why should so diligent an investigator, 
with such very extensive knowledge of the 
literature, be unable to trace even the main lines of 
the development of the theory of interest, or to 
recognise what the individual writers have con
tributed to its organic growth? Why should he 
so often fail to understand even the general 
position of the authors whom he undertakes to 
criticise? 

The key to this question, and at the same time to 
Bonm-Bawerk's positive theory of interest, seems to 
lie in his view of value. The following words, with 
which he begins his review of Menge1-, throw a 
strong light on his whole position: 

"The superiority of Menger to all his predel 
cessors consists in this, that he builds his interest! 

\ 
1 Roscher, Principles of Political Economy, transl. from the I 

13th (1877) German edition, by Lalor, Vol. II. New York 1878.\ 
Sec. 188 and 189. " A loan which pays no interest IS a donated \ 
use of capital. Interest may be called the reward of abstinence" ! 
.•. is a passage characterIstic of Roscher's comprehensive view\ 
of the subject. 
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theory on a much more complete theory of value,
a theory which gives an elaborate and satisfactory 
answer to the very difficult question of the relation 
be-tween the value of products and that of their 
means of production. Does the value of a product 
depend on the value of its means of production, or 
does the \ralue of the means of production depend 
on that of their products? As regards this question 
economists up till Meng-er's time had been very much 
groping in. the dark. I t is true that a number of 
writ!!rs had occasionally used expressions to the 
. effect that the value of the means of production was 
conditioned by the value of their anticipated 
product; as, for instance, Say, Riedel, Hermann, 
Roscher. But these expressions were never put 
forward in the form of a general law, and still less 
in the fortn-of an adequate logical argument. More
over, as must have been noticed, expressions are to 
be found in these writers which indicate quite the 
opposite view; and with this opposite view the great 
body of economic literature fully agrees in re
cognising as a fundamental law that the cost of 
goods determines their value. 

But so long as economists did not see clearly 
on this preliminary question, their treatment of 
the interest problem. could scarcely be more than 
uncertain groping. How could anyone possibly 
explain in clear outline a difference in value 
between two amounts-expenditure of capital and 
product of capital-;-if he did not ~ven know on 
which side of the relation to seek for the cause, and 
on which side for the effect? ~ , 

To Menger, then, belongs the great merit of 
having distinctly answered ~his preliminary q~esti<?n. 
In doing so, he has defimtely and fQr all tIme 1l1-

dicated the point at which, and the direction in 
which,ihe interest problem is to be solved. 

His answer is this: The value of the means 
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of production is determined always and without 
exception by the value of their products." 1 

Surely it is not necessary to criticise this. A 
writer who holds such narrow views on value, who 
thinks that the chain of cause and effect in 
economic life can be followed out only in one 
direction, is necessarily incompetent to sit in judg
ment on authors who worked on far broader lines. 

Even in cases where the idea of mutual de
pendence was not stated with such conscious 
clearness as it was by Turgot and J. B. Say. the 
general views of the author must very often be 
supposed to have been in accordance with this 
fundamental idea. But Bohm-Bawerk sets him
self in express opposition to it, and must, therefore, 
to say the least, fail to give a fair representation of 
the writers he criticises. Indeed, under such 
circumstances, Bdhm-Bawerk's whole hist.ory of the 
theory of interest could not fail to be misleading in 
its general drift and misleading also in almost every 
detail. 

Moreover, if it be true that the problem of interest 
is one side only of the general problem of prices, 
and if it be true that supply and demand are variable 
factors of this problem, mutually governing one 
another, but ultimately governed by elements be
longing partly to the exterior world, partIy to the 
world of human minds, then anyone who fails to 
grasp these fundamental truths must necessarily 
be incompetent to produce a systematic theory 
of interest. It cannot be denied that many valuable 
contributions to the theory of interest are due to 
writers who have not been quite clear as to the 
general mechanism of the market, but have worked; 
out some detail of the problem. Bohm-Bawerk, 
must, however, be judged from another point of. 

1 Capital and Interest; pp 209, 210. Compo also Menger,\ 
Grundsatze der Volkswirtschaftslehre, p. 123. 
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vie'Y: he claims to g~v:e a new.and complete theory 
of lI~terest; he positively rejects every previous 
soluti?n of the problem on the ground that it does 
not give the whole explanation. Hence if he him~ 
self fails to give a systematic and complete theory, 
he has at least failed of his own purpose. The 
sincere critic, however, will have to go through his 
work to see if there are not some details which 
might prove useful as stones wherewith to complete 
the edifice for which the foundation was laid 
in the seventeenth century, and which has been 
building continuously, with more or less success, 
throughout the two subsequent ·centuries. 

What then is Bohm-Bawerk's positive theory' of 
interest? The central formula by which he claims 
to give an explanation of the phenomenon of interest 
is the "undervaluatt"on qf future goods in relation to 
present." 1;'his formula is however ambiguous and 
has, in fact, two different meanings even with Bohm
Bawcrk himself. First it means the same thing as 
earlier writers intended to express when they ac
centuated the fact that abstinence means sacrifice; 
and there are instances when this thought was 
formulated in very much the same words as those 
used by BOhm-Bawerk. Thus Baitiat says: "In 
order to decide to accumulate a capital you must 
provide for the future and sacrifice tl>;e present for 
it." And we have seen how Menger formulated 
the same idea in the words: a present enjoyment 
is, as a rule, preferred to a future one of the same 
intensity (p. 44). 

Nor does Bohm-Bawerk seem to have added 
much to the analysis of the real conditions of 
waiting, or to our knowledge of the effects of 
variations in the rate of interest upon the quantity 
of waiting offered. Yet, as we have already seen, 
it was just at this point that a further inves,tigation 
into actual facts was most urgently needed. 
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But the" undervaluation of future goods" IS als( 
taken by Bohm-Bawerk to mean the final result 0, 

all the forces acting on the market. The" under
valuation" m this more general sense is however nc 
explanatlOlt of the phenomenon of interest The 
mere fact that interest IS paid shows that present 
goods have a hIgher "socIal value" than future 
ones. To give the grounds for the eXIstence of 
interest IS therefore qUIte the same as to expla1l1 why 
future goods have a lower value Thus Bohm' 
Bawerk's great formula turns out to be nothmg mort 
than a scheme by wlllch the theory of mterest can bt 
worked out We may say that" tnierest 1S an agz< 
obtazned by present goods tn exhange .for future oltes " , 
the problem then IS to study the forces act1l1g on 
both sIdes ot this exchange ThIS manner of statmg 
the problem Of Interest, whIch has been announced 
and even bebeved m as a great discovery, is how
ever neIther new nor profitable. \Ve have founei 
the same idea m the comparison between 1I1terest 
and agIO m exchange, whIch was usual m the seven
teenth century 1 And Bentham wnte" .. Those 
who have the re;,olutlon to sacrlficc the present to 
future, are natural objects of envy to those who 
have saCrificed the future to the present" , and III 

another place he stdtes the whole problem of mterest 
more suggestIvely 111 thIS form "Puttmg money 
out at mterest, ,,, exchangmg present money for 
future" 2 

I t would of course have been profitable to take up 
such a formul,l If It had helped forward the SCIentific 
treatment of the problem But the very OppOSltf 
seems to be the case If the theory of mterest IS a SId(' 
only of the general theory of pnces, then, naturally 
we must try to give our problem such a form that 
ll1terest may be said to be a prtce paId for a certalIf 

1 Comp above p l4 n 2 
2 Bentham, Defence of U&ury, Letter X and Letter II 

(, 
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object, and this very transaction would therefore be 
described as a sale or purchase, not as an exchange. 
N ow, the analysis of mterest had been, as we have 
seen, already brought so far long befor .. Bohm
Bawerk's time; it had been stated that interest is a 
price paid for waiting or-what we have found to 
be the same-for the use of capital. Hence we must 
coriclude that Bohm-Bawerk's formula represents, 
niost distinctly, a step backwards 

His analysIs of the reasons for the undervaluation 
of future goods is also, as we m1ght expect, very 
insufficient He gives three such reasons. Of 
these the first two represent undervaluatlOn In the 
subjective sense in which we have just used the 
word, the third reason 1S expressed In two ways: 
present goods are technically superior to future 
because they help us to produce a greater quantlty 
of goods; and they are supenor because th1s product 
has a higher value than a product obtained by the help 
of the future goods The first statement has a 
meamng only when precisely the same commodities 
are produced by two processes of d1fferent length; 
for only under thiS Suppos1t10n is a companson 
between the1r quantities possible. But this suppo
sltlOn excludes by fdr the greater part of the cases 
where capital is uset!, what 1S produced by more 
roundabout methods is almost always other com
modities, or at least commodities of another qualrty ; 
and here the products can be compared only through 
the medIUm of their prices. The second statement 
implies a comparison between values, which include 
an item for Interest, i e Just that aglO wh1ch should 
be explamed. Thus Bohm-Bawerk has not isolated 
the elementary reasons for the existence of the agio
as he claims to have done 

St111 less has he succeeded m showmg how these 
reasons work together. There IS no sharp line of 
division between the forces 'which ~t on the supply 
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side and those which act on the demand side of the 
capital-market. The lack of a clear grasp of the 
mechanism of this market is most conspicuous when 
Bdhm-Bawerk goes on to speak of the grounds 
regulating, quantitatively, the rate of interest. 
These are, curiously enough, not the same as 
the general grounds for the undervaluation of future 
goods; seven new grounds are enumerated, but 
it is not clear in what relation they ~tand to the 
former, nor what position they occupy in the gefleral 
market. l • 

Particularly incomplete is the analysis of the fac
tors working on the demand side. The single 
reason given for the use of capital is the technical 
productivity of an extension of the period of produc
tion. Even on this point, on which Bdhm-Bawerk 
himself lays so much stress, his work seems not to 
have advanced our knowledge very much. After a 
criticism of Jevons' theory which can only be charac
terised as unfair, he makes use of all the essential 
points in it-even the defects which we have ob
served above-for his own theory. And he even 
aggravates some defects of Jevons l investigations 
by emphasising the conception of a "period of 
production." A precise definition of this very vague 
idea is of course impossible. ·We do not know, and 
can never know, wheJ;l the latest fruits of our pre
sent efforts will ripen. Just as little do we know 
about the distribution over past centuries of the 
efforts whose results we now enjoy. Moreover, this 
last question is quite irrelevant so far as the rate of 
interest is eoncerned. Whether it has taken a long 
or a short time to build a railway or to provide a 
certain quantity of coal, is of no economic importance, 
once these things are there. All economic motives 
lie, at any given moment, in the future or the 

1 Compo Bo'mz-Bawerk's criticism of Malthus; Capital and 
Interest, pp. 151-~52. 
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present,. so do the causes which govern the rate 
of interest. 

"The period of production" might perhaps be 
ma~e a fruitful ~onc:eption ~( there was only one 
penod of p.roductlon In all dIfferent branches of in
dustry. But we know that this is not the case not 
even approximately; on the contrary it is o~e of 
the most essential points in the theory of interest 
that different branches of production require very 
different amounts of II use of capital." Only when 
we have a clear insight into this fact are we able t(J 
understand how alterations in the demana for com
modities influence the total quantity of waiting de
manded and therefore the rate of interest:l Thus 
it seems much better from all points of view to base 
the theory of interest directly on our actual know
ledge of the amounts of waiting required in different 
industries and of the variations of these amounts 
with the rate of interest, rather than to base it on an 
average which has no correspondence with reality. 
. The last· part of Bbhm-Bawerk's work seems, 
however, to indicate some real progress as com
pared with the writers to whom we have referred 
above. In it he puts the whole probleIlJ. on a 
broader basis and extends his investigations so as 
to embrace the vyage~ of labour. His conclusion 
is that .there are certain connections between the 
standard of wages, the rate of interest, and the~ 
"length of the perioq. of production" i this latter 
is determined by each producer, account being 
taken of the two other factors, so as to make the 
whole produ~tion as- cheap as possible. But owing 
mainly to the idea that the sole function of capital 
is to lengthen the period of production, Bohm
Bawerk's statement of this important truth is one
sided and, though extremely abstract, not very cle<l;.r. 
A student familiar with the "principle of substitu-

1 Compo above pp. 35-36. 
F 
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tion " t would express it somewhat in the following 
manner: There are generally in every branch of 
production some cases where hand-labour or machin
ery may be used with equal advantage. The use 
of machinery may, however, as will be explained in 
detail in the positive part of this book, be resolved 
into labour (of making it) and waiting. Hence it 
may be said that in such cases labour and waiting 
will be substituted for each other in certain propor
tions. How much shall be used of each of these 
services depends of course on their prices. I f, for 
instance, wages rise, there will be a certain tendency 
among employers to use more machinery, i.e. to 
substitute waiting for labour; the demand for wait
ing will increase, and its price, the rate of in~erest. 
will have a tendency to rise. . 

All this is nothing more than is within the daily 
experience of the ordinary business man: by spend
ing a little more capital he is able to reduce his 
wages bill relatively to the output j only he has 
then to charge more to the account of interest. 
Whether he will choose such a course or not will 
generally in a certain degree depend on the prices 
of labour and waiting; but also on other circum
stances which in a great many cases have the 
deciding influence. Economic science cannot, 
therefore, be satisfied with the a jJriori assumption 
that the substitution of the use of capital for labour 
is merely a question of prices; it is its obvious duty 
to inquire into the actual conditions of such substi
tution. Instead of doing this, Bohm-Bawerk gives 
us a series of tables composed of hypotlletical figures 
-a series which proves nothing to the mathematic
ally trained economist, and will probably be found 
still more wanting by the empirical economist, who 
above all, looks for facts. 

1 Compo Marsltall, Principles of Economics, Book V., Ch. 
IlL, § 3. 



HISTORICAL DEVELOPMENT 67 

The principle of 'substitution evidently affords 
only one relation between wages, interest, and the' 
demand for labour and capital, and is, therefore, 
only a subordinate part of a complete explanation 
of interest. Bohm-Bawerk and his followers have 
endeavoured to build their whole system on this 
relation, and have, therefore, arrived at a highly 
artificial theory which has little to do with~ actual 
life. 

This survey has-if one may presume to say so 
-corrected some false ·conceptions with regard to 
the past history of the theory of interest which have 
been widely accepted on the authority of Bohm
Bawerk. And if the outlines here drawn up truly 
represent the development of human thought on the 
subject of interest, they will perhaps prove of some 
use for further and more detailed historical research. 
But the principa1 ai~ of this chapter nas been to 
state what has been done hitherto for the explan
ation of interest, and thus to obtain some gu~dance 
for answering the question of what remains to be, 
done. 

The most important ach,ievement hitherto ob
tained by the discussion, which has been going on 
for so tnany centuries, is that the question, For what 
is interest paid? may now be regarded as definitely 
settled. It is stated, once,for all, that interest is the 

rice aid for an inde endent and element f;Jdii:. 
() produdzon which may e called either waitin or 
'!.,se 0 £1 a ,accor mg 0 ,e pomt 0 Vlew rom 
which It IS looked at. . 

All that remains to be done, as r~gards the theory 
is, therefore, to explain the causes governing this 
price; and all discussions of the subject will hence
forth have to be based on the general theory of 
prices. This theory will therefore, first of all, claim 
our attention. 

F 2 



CHAPTER II 

ON PRICES IN GENERAL AND ON INTEREST 
CONSIDERED AS A PRICE 

§ I~ Value and Price. 

" VALUE" is a somewhat vague conception. 
Writers on economics have from time to time tried 
to give it a more definite meaning, and several kinds 
of value have been defined, as, for' instance, "value 
in use" and "value in exchange." But these de
finitions have generally suffered from a lack of 
accuracy and precision, and much ambiguity re
mains as to the meaning to be attached to the 
word. Consequently a gr~at deal of work has 
been spent in barren discussions and contro
versies about the nature of value and the causes. 
governing it. 

This could not be othe:,wise. Whenever" value" 
means anything else than price, it refers to psycho
logical processes, to intensity of feelings or will. 
But these forces, though indeed very real, are not 
capable of objective measurement; and, therefore, 
the idea of value will never acquire that arithmetical 
definiteness so urgently needed for a conception 
which should serve as the foundation of a science 
dealing with quantities. I t may indeed be said that 
the vagueness of the term .. value" has induced 
people to speak on general questions of economic 
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theory in· a most careless manner; and from the 
confusion thus caused the science has greatly 
suffered. 

The most radical and effective cure for this evil 
would of course be to do away with the whole 
theory of value. Fortunately this is quite possible. 
There is. in fact. no reason at all why we should 
commence the study of economics by a separate 
theory of value. We may with great advantage 
begin at once with an explanation of prices and the 
general causes governing them. For there is no am
biguity as to what is meant by price. It is familiar 
to everybody. Price. besides. is in itself a genuine 
arithmetical conception. such as a quantitative 
science, like political economy, requires. In fact, 
money is for every individual a sort of scale by the 
aid of which he is able to classify his different 
desire,s according to their importance. and even in 
some degree to measure this importance. The 
measurement may be very imperfect, hut still it is 
that which regulates the economic actions of the 
individual; and' the various desires of the indi
viduals, estimclted in money, form in reality the 
foundation for the settling of prices. I t is, there
fore, enough for the economist to start from these 
individual money-estimates, and we need not, as 
economists, trouble ourselves with the physi.co
psychological processes which lie behind them.' 

It should also be observed that" value JJ is never 
anything else than a hypothelical przce, a price that 
would be agreed upon under certain conditions. 
For instance, the shopkeeper. announcing that he 
will sell his stock .. below value, JJ thereby wishes to 
intimate that he will sell below the prices he would 
have obtained ·under -normal conditions of the 
market. And the "value-in-use JJ of the theoretical 
economist means-where it has any distinct mean
ing-the highest price that an individual would 
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offer for a commodity, were it not to be had for 
less. Suppose we take up all conceptions of value 
in political economy and examine them, we shall 
invariably find that they mean nothing more than 
a price that would be reached under certain cir
cumstances; but as these circumstances are seldom 
defined with sufficient accuracy, it is no wonder 
that so much ambiguity prevails about the meaning 
of the word. 

From what has just been said it follows that there 
can be no reasonable theory of value which is not 
in'cluded in a general theory of prices. And there 
can be no subject within the scope of political 
economy which can be better explained by aid of a 
preliminary study of value than by an inquiry limited 
to the explanation of prices. . 

There is, however, one difficulty which deserves 
to be mentioned in this connection. H ere, and 
throughout what follows, we shall regard money 
only as a scale for economic estimates. N ow, if 
this scale itself be liable to variations due to the 
material medium serving as money, the theory of 
prices cannot be complete without taking notice of 
these variations. This seems to be one of the 
reasons why it has been thought necessary to make 
a s~parate theory of value: such a theory should 
explain the relative values of commodities, irrespec
tive of any common measure of value or medium of 
exchange. But if a theory of money is included, 
as it ought to be, as an integral part of the general 
theory of prices, there is no room for objection; and 
we have the great advantage of founding our reason. 
ing on clear conceptions and measurable quantities. 
Accordingly in wha~ follows we shall, to begin with. 
take our scale of money for granted. and on this 
assumptioh try to investigate the nature of interest 
and the causes governing it. Then we shall have 
to add a special study of the nature of money and 
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of the influences of variations in the money-scale on 
the'rate of interest. Only when we have done this 
will it be possible to stelte the problem of interest 
in its purest form. 

There is anothet..~and perhaps still more promi
nent reason which has caused people to lay stress 
upon a separate theory of value. Prices are in a 
certain sense expressions for the actual economic 
conditions of society. But men urgently want to 
know more than what prices are actually paid, or 
how this or that service zs remunerated; they want 
to know what prices should be paid, what is the 
rz"ght reward of -the different services; in other 
'words, they want to know the value of the different 
commodities and productive services. Hence the 
insistence on an independent theory of value. This 
is specially apparent in Socialist theory. Ac
cording to the Socialistic school, labour, in the 
present conditions of society, does not get its just 
reward; the working man .is wrongly deprived of a 
part of "the whole produce of his labour." On this 
ground the Socialists construct a new theory of 
value which, in fact, is nothing but a theory of 
prices in an ideal state, where the labourer would 
get "the whole produce of his labour." 

Even in popular language, "value" mostly indi
cates a price which would be fixed if everything 
were as it ought to be, i.e. in an ideal state of 
things. .. Value" .in this sense may therefore, 
shortly be said to denote ideal price. 
. If we can imagine a society where all. prices, those 
of commodities as well as those of productive ser
vices, are fixed in the most just and adequate manner, 
the study· of those prices must tell us. everything 
we want to know about "soda! value." (By this 
term we shall understand simply a price in such an 
ideal state of ~ocial economics.] Now every theory 
of prices must necessarily, in order to simplify the 
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matter, start from some general assumptions as to 
the prevailing economic conditions; and it seems 
very natural to use the ideal conditions as such a 
starting-point. If we do'this, our general theory of 
prices will explain everything that would be ex
plained by a separate examination of "social values." 

§ 2. On the ideal system of pnces. 

We have seen that the social value of any ser
vice rendered to the community means the price 
that such a service would fetch under an ideal 
system of price-determi\flation. N ow the question 
arises: is there any such definite ideal? and if so, 
what is it? In order to answer this question we 
have naturally to ask first, why should there be any 
such thing as price? what is the purpose of attach
ing certain prices to commodities and productive 
services? is there any necessity for doing so? or is 
this custom perhaps merely an outcome of our 
present social arrangements? 

A few simple remarks will clear up this point. 
First as to prices put on commodities. Their 
purpose and their social function are to regulate the 
consumption of commodities. The world is not so 
rich that every demand can be satisfied. Hence it 
is necessary that the demand should in some way be 
checked and brought into accordance with the supply. 
This might conceivahly be done in the way sug
gested by the Comrrlunists, who propose that the 
community itself sho:old regulate n0t only the pro
duction but also the individual consumption of its 
members. If all members of the community were 
to eat at the same table, there would of course be 
no difficulty in regulating the demand; the commu
nity would simply hcive fixed what everybody should 
consume. But if we wish to avoid this extreme 
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regulation and most objectionable interference with 
our private life! there is no other line open to us 
but the regulation of. demand by means of prices. 
This method of regulation can, as we all know, be 
made quite effective, and it has in addition the 
~reat advantage of being extremely elastic and of 
Imposing upon the individual the slightest coercion 
possible. When we put a 'Certain price on a com
modity, we are in fact selecting those individuals 
whose desire for the commodity is strong enouO"h to 
induce them to pay this price; the commodity is 
offered to them to the exclusion of all others. This 
system enables the individual himself to decide" to a 
certain_extent -on his consumption; and may be said, 
in a certain sense, to serve as a selection of the 
most important needs to be satisfied. 

J t may be objected that the willingness to pay a 
certain sum for a commodity depends very much on 
the power to pay, and does not always indicate the 
real importance of the need. But this is all objec
tion. against the distribution of income. not agains.t 
the fixing of t~e same price for commodities of the 
same kind. If the poor cannot satisfy very urgent 
needs while the rich can satisfy desires of trifling 
importance. this evil should not be met by selling 
commoditie~ cheaper to the poor than to the rich. 
but' by increasing in some way the income of the 
poor. To offer some commodities or services to the 
poor under the usual price is practically the same 
as increasing his income while -at the same time 
compelling him to use it in a certain way. This 
may be good policy in some exceptional instances; 
but when we are tracing the general drift of economic 
and social develqpments we need not take notice of
such cases. 

We may, on these grounds; regard it as an ideal 
of social economy that a uniform price should be 
paid for one and the same item of any commodity. 
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The principal purpose of this ~rice is to cut off such 
demand as cannot be satisfied. Hence the reason 
for a price is always the scarcit;, of the supply. 
Were the supply so great as' to satisfy every 
demand, there would be no reason for a price; 
and we should not call a thing, supplied in s~ch 
abundance, a "commodity" or reckon it among 
" economic goods." 

But prices have generally an influence on the 
supply also. A higher price put on a commodity 
causes a larger part of the productive services of 
society to be used in the production of that com
modity. Thus a system of prices serves as a 
regulator, not only of the consumption but also 
of the whole production of the community. For 
this purpose it is, however, convenient that the 
system of prices should be, extended to the factors 
of production as well. We must regard as "factors. 
of production" everythin&/ that is required in the 
productive process, and is moreover so scarce, 
relatively to the total demand for it, that a price 
must be set on it in ory' r to check the demand. 
This price must obviousl be uniform, so that the 
same price is paid for th same productive service, 
whether it be used in one branch of production or 
in another. I f no such uniform price ',were fixed, 
there would be no guarantee against the use of the 
service being pushed further in one line of pro
duction than in another and thus against the 
demand for a special article being satisfied dis
proportionately, and at the cost of the demand for 
other articles. Hence we may conclude that a 
right direction of social production requires uniform 
prices to be fixed for all productive services 
as well as for commodities. This holds good even 
in a socialistic state, which has taken over the 
whole productive process on its own account i 
though in this case the fixing of prices, for every-
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thing that is not ready for consumpti9n, is merely 
a matter of bookkeeping. 

The fundamental reason why a price should be 
put on a primary factor of production is the scarcity 
of that factor. Of many factors, however, the 
supply may increase if ,stimulated by a higher 
price. This is, in some degree, the case with labour 
and other personal services. Thus price may be 
regarded as that which must be offered in order to 
call forth a sufficient amount of such services. But 
this function of prIces is generally only of secondary 
importance; and should rather be put somewhat 
in the background in the first exposition of the 
theory of prices. 

The idea in, attaching prices to the factors of 
procfuction is of courS,e. that these prices shall be 
used in computing the cost of products; and it is 
implied in what has been said that the prices of the 
products should be determined by their cost of 
production. I t is also to be understood that the 
economy of the society in question is so directed 
that there is no surplus of articles- unsold nor of 
productive services which cannot find employment. 

Thus the consideration of the 'question, For 
what purpose are prices' needed? leads us to the 
conclusion that prices are an. ind~spensable element 
in social economics. Moreover some general prin
ciples for the determination of prices may, as we 
have seen, be derived .from the very idea ~of this 
process. These principles, which will be referred 
to in what follows -under the name of the "Cost
principle," are to be regarded, in an objective 
sense, as the ideal for every system of prices.! 

1 It should be observed that there is always some room for 
what may be called the "Communistic prt~clple." In mod~rn 
towns, for instance, streets are cTeaned and lighted, bridges bUIlt, 
the services of police and firemeit supplifld, Wlthou~ any specIal 
charge being made for the use of such conveniences. The 
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To everyone familiar with the views of the 
classical school of Free Trade, it is obvious that 
the ideal system of prices just defined is the same 
as what this school regarded ~s the ultimate end of 
all economic policy. I t re~ects the greatest credit 
on the Free-trade-theory to have given us, probal;>ly 
for the first time in the -history of economic science, 
a clear conception of what should be aimed at as 
the ideal with respect to prices; and it cannot be 
doubted that the theory was right on this point. 
Weare only too much inclined to overlook this 
fact, because we have foupd that the me~ns by 
which d)e"Free-traders thought it possible to attain 
their ideal are quite insufficient for the purpose. 
We know to-day that what we have called the 
~ost-prin'ciple can never b~ realised by Free Com
petition alone. We know that Free Competition 
is in many cases, impossible, and that the classical 
assumption of free competition throughout the 
entire economic society is an illusion. The modern 
school of social reformers has given economic 
policy a much broader scope and has taken a great 
many different social forces into its service. I tis, 
however, interesting to observe that all new lines of 
economic policy, adopted by the social reformers, 
which promise anything for the future, tend, so far 
as prices are concerned, merely to work out the 
classical ideal of a system of prices. We may in 
fact say that the first aim of modern social policy 
is to realise the "social value" of every factor of 
production, specially, of course, that of labour in 
possibi~ity of applying this principle is, however, necessarily in 
the mam confined to objects of social consumption such as those 
just. named. And as society always has, in the last instance, to 
decide whether the usefulness obtained is worth the cost incurred. 
the Cost-pnnciple is never wholly suspended.-The "Cost
principle" indeed is not quite an adequate term; but it seems 
impossible to find a word which wIll cover the whole of our ideal 
principles. 
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all its different degrees. At the same time there 
is, no doubt, ~ much wider. scope for social policy; 
very m~ch mIght be. done In the way of increasmg 
the socIal value of labour, e.g. through education in 
the ~ro~dest sense of the word, through regulating 
populatIon, etc. 

Take for instance the modern Trade- U nion
policy. Sidney and Beatrice Webb, the leading 
writers on this subject, have pointed out that the 
centre of this policy lies in what they call the 
.. Device of the Common Rule." But the aim of 
that qevice is obviously to make of all labour of 
the same kind that uniform market-article postulated 
by classical economists. And the ideal of a system 
of prices as regards labour is, according to the 
authors of "Industrial Democracy," ~ttained, when 
all labour is organised in open Trade Unions exclu
sively relying on the policy of the Common Rule. 

In a certain sense we may speak of the labourer 
himself as "produced." and consequently also of 
the cos~ of production of labour. I t was one of the 
most disastrous fallacies of the old theory that free 
competition would be enough .to secure to different 
degrees of labour such ,wages as- would cover the 
cost of production of that labour. Modern social 
policy recogQises that it is not, and therefore 
steadily looks out for new methods, such as, e.g., the 
fixed Minimum Wage, by which to realise the ideal 
of the Cost-principle as regarqs the lowest ranks of_ 
labour. 

And if we look at that special price which is the 
subject of-the present investigation. we shall find 
that the aim of modern policy in respect to the 
interest-prob,Iem is to realise, as far as possible, a 
market-rate of interest for every loan, and to 
prohibit loans of such a character that no market
rate whatever is applicable-to them. -. Thus even 
in this case the Cost-principle, and more specially 
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the uniformity of prices, m~y be said to be the 
central point of the policy adopted. 

Association in one forn} or another between 
business enterprises is one of the most prominent 
characteristics of modern economic life. Writers 
on social policy do not tak1 an altogether adverse 
attitude towards these combmes. They admit that 
some kind of association may be necessary in order 
to prevent competition from forcing down prices 
below the cost of production; but they insist that 
the community should pr~vide some guarantee 
against the prices being, by aid of monopolies, 
pushed above the cost of production. In all this 
they are simply applying fhe rules of the Cost
principle. 

By these and other mkans-among which it 
should never be forgotten. that competition is the 
most important-modern I society is continually 
approaching a state of things where prices are 
regulated in accordance with the principles ex
plained in the beginning of this paragraph and 
deduced from the very purpose of prices. Speak
ing very broadly, prices are already, in modern 
society, regulated on these principles. It seems 
therefore natural for th~ economist who has to 
explain the general causes governing prices to 
make the Cost-principle' his starting-point. If he 
proceeds on the assumption that prices are regulated 
according to this principle, he will be able to show 
what are the causes governing the "social value" 
of the various commodities and of every factor of 
production. And this is, after all, the first point 
which most of us expect economic science to 
explain. 

Next we may ask: Why do some factors of 
production not come up to their social value? why 
are some paid considerably above that value? And 
finally: How shall we manage to bring prices into 
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con~ormit~ with social value? . The last question 
carnes us mto the field of practical economic policy. 
In a book which has for title the Nature and 

. Necessity .of Interest, we shall have something to 
say about interest-policy. But our main task will 

. nat~rally be to examine the causes governing the 
SOCial value of that service for which interest (is 
paid .. In order thoroughly to clear up this difficult 
question, we must first devote some attention to the 
causes which govern prices in general, assuming 
that these prices are regulated in accordance with 
the Cost-principle. 

§ 3. General causes governing prices. 

In an ideal state of things, prices are, as we saw 
in the last paragraph, subject to the following 
conditions : ....... 

(I), uniformity of prices of commodities; . 
(2) equality between these prices and the cost of 

production; 
(3) uniformity of prices of factors of produqion; 
(4) equality between demand and supply: 

Now it is ·contended that these prin~iples are, 
generally, sufficient for the complete determination 
of prices. This can be proved mathematically by 
showing that the prices may be regarded as the un
known in a complete system of simultaneous equa
tions ; and in this manner the general nature of the 
relations connecting the different economic factor~ 
will probably be best explained. But the ordinary 
~tudent will c;ertainly prefer another way. To put 
the matter in its simplest form: Let us suppose a 
society, regulated by the Cost-principle, to have 
arrived at a state of equilibrium. W_e have then, 
in order to prove th.a,t our conditions are sufficient 
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for determining the price~ only to show that no 
price can be altered withoiIt the equilibrium being 
disturbed and forces counteracting the alteration of 
the price being brought into play. This is however 
obvious enough. The Cost-principle requires that 
the price of a product shall not differ from the 
aggregate prices of the necessary factors of pro
duction. Hence it is enough to consider the prices 
of the primary prod'hctive factors. 

If the price of such a factor is increased, the 
price of every commodity the production of which 
depends on this factor must, according to the Cost
prin~iple, also increase. But then the demand for 
such commodities will generally fall off, and therefore 
also the use .of the factor in question. Moreoverl it 
happens that the higher price paid for the productive 
services stimulates the supply of that service. In 
the state of equilibrium, the demand had just 
covered the supply; now, the demand being smaller 
and the supply greater, the equilibrium is necessarily 
disturbed, and there are forces brought into play 
which tend to reduce the price of the productive 
service. This reasoning applies-at least theore
tically-so long as there is any deviation from the 
equilibrium price. Hence the counteracting forces 
will not rest before the old equilibrium is restored. 

Similarly, if the price of a factor of production is 
too low, it will prove impossible to satisfy the in:' 
direct demand for the factor of production which 
arises from the aggregate demand for all commodities 
in the production of which the factor is used. The 
scarcity of the factor will inevitably force its price 
up to the former level. l 

1 It may be objected that t~o Iowa price of one factor can be 
balanced by too high a price of another factor, so that the price 
of the product, and therefore the demand for it, will be unaltered. 
This is conceivable when both factors only are used together and 
in invariable proportions to one another. But as soon as such 
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From these very simple observation~, it follows 
that every price depends, in the first instance, on the 
scarcity of that for which the price is paid in com
parison with the demand for it. This universal 
principle will in what follows be referred to as the 
Pnnciple of Scarcity. 

Land is a factor in the production of corn. But 
this factor is not uniform, the fertility of different 
pieces or. land being very unequal. Consequently 
there. cannot be a uniform price for the use of land. 
If two acres of land are used for growing the -same 
kind of crop, there will be a difference between the 
prices paid for the productive services of the two 
acres exactly corresponding to the difference in the 
harvests yielded. an equal amount of labour having 
been bestowed upon them. Generally, when two 
similar factors of production serve the same purpose 
but with unequal efficiency, the difference between 
the prices fetched by the two factors corresponds to 
the difference in the produce, other circumstances 
being equal. Thus i11 the determination of prices 
a new principle is introduced which might be called 
the Differentia! Princzj>!e. But this principle does 
not, as seems to have beep commonly supposed, 

• cancel the principle of scarcity or make' it inap
plicable. The higher price of the better land is not 
the result of the casual existence of a poorer piece 
of land; an .the contrary, the poorer land tends by 
competition to lower the price of the richer. -And 

obviously exceptional conwtions are not satlsfied. every variation 
of the price of one factor must lead to vanations of the price of 
some products and therefore disturb the eqUlhbrium.-There are 
far more general exceptions from the proposition of the text: for 
some commodities \lnd services-such as, e.g., those olTered by 
rulways-the cost of production cannot be exactly determined; in 
such cases prices may be arbitrarily fixed between certam hnuts. 
But, obVlously, exceptions of thiS kmd do not essentially affect t~e 
prices of the main classes of productive agents and are of a qUlte 
secondary importance in the general problem of social distributlOn. 

. G 
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the price that land of any quality fetches essentially 
depends on the scarcity of land of that quality. 
The old doctrine is this: If there is poor land of 
all grades in abundance, cultivation will be extended 
to a point where the crop does not do more than pay 
the other factors of production, and the price paid 
for the use of such land will be nil. The price paid 
for the use of a better piece of land will then be 
equal to the difference between the produce of such 
a piece of land and that of the poorest land brought 
under cultivation. This is all very true. Only, we 
should not imagine that we have found in this an 
independent principle determining prices; for the 
margin to which cultivation is extended is not fixed 
beforehand, but depends wholly on the scarcity of 
the richer land in comparison with the demand for 
corn. Thus in all cases we come back ultimately 
to the principle of scarcity. 

The higher reward obtained by a factor of pro
duction of higher efficiency according to the 
differential principle is of course a source of income 
to the owner of the factor. If the factor is a 
durable instrument of production, such as land, this 
income will be periodical and is then called rent. 
But the differential principle is in no way essential 
to the conception of rent; the ultimate ground for 
the payment of a rent being always the scarcity of 
the service afforded. 

Land is the chief, but by no means the single 
instance, of a factor pf production fetching a rent. 
High class business ability is. generally very scarce, 
and is so essential for the prosperity of large enter
prises that a high price is paid for it. In so far 
as this price is paid periodically it may be called a 
rent. We pay rent also for the use of produced 
goods, such as for instance houses, on account of 
their scarcity; were they not scarce w~ should 
never pay anything for their use. 
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T~ere is another complication of the principle of 
scarcity to be taken account of. We have hitherto 
assumed that the methods of production are m
variably fixed, so that the quantity required of 
every separate factor for the production of a certain 
quantity of a commodity, may be regarded as given 
beforehand. This is not so In reality. One factor 
of production may generally within certain limits 
be substituted for another; how much shall be used 
of each of them depends on their prices. The 
cheaper a factor is, the further it will, other things 
being equal, push its way in the process of pro
duction. The most important case is the substitu
tion of machinery for labour, with which we shall 
be . occupied in the following chapter. Where 
labour is dear, it. will be good -economy to substitute 
machinery to a large extent; where again labour 
is cheap, in many cases it wiIl..not pay to introduce 
the same machinery. 

There is a very simple. rule for the economy of 
such a substitution. To take a concrete example; 
Bituminous coal and anthracite may for many pur
poses be substituted for one anot~er. WhicK f':leI 
shall be used is in such cases wholly a question of 
price. Supposing certain prices to have issued in 
a state of equilibrium. it will be economically 
necessary to use bituminous coal for some purposes, 
anthracite for others. But there will, presumably, 
be some cases where it does· not matter which fuel 
is used ~ a certain quantity of bituminous coal does 
technically the same service as another-quantity of 
anthracite. these quantities may then be indifferently 
substituted for one another, provided that they cost 
the same. 

Hence the general 'rule that the quantit~es which. 
in the production process, may be substituted for' 
one another at a "point of substitution" must bear 
the same price. In ~ther words, that factor of pro-

G 2 
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duction of which a grea.ter quantity must be taken, 
~ust be cheaper in proportion. Or: the prices of 
two factors of production must be in inverse pro
portion to the quantities which may, indifferently, 
be substituted for one another at a point of sub
stitution. 

This rule does not, as economists sometimes 
seem to think, afford an independent ground for 
the determination of prices. I t would .do so if the 
points of substitution were fixed beforehand. But 
they are not. How far a certain kind of service 
will push its way in different branches of production 
wiLl always ultimately depend on its scarcity. There
fore the principle of substitution does not, any more 
than the differential principle, annihilate the funda
mental principle of scarcity, but merely modifies 
its application. The principle of substitution implies, 
just as does the differential principle, an extra con
dition that prices must satisfy. But such an extra 
condition is also necessary in order that prices 
should be determined i for the methods of produc
tion which we had. oriflnally, assumed as fixed, are 
in reality variable; and the new conditions afforded 
by the principle of substitution only correspond to 
the greater number of variables thus introduced 
into the problem. 

What has been ~aid will perhaps be enough to 
make clear the general manner in which prices are 
determined. But some few remarks should be 
added in order to facilitate the application of the 
theory to the discuspion of actual problems. 

The innumerabl~ causes influencin.5 the price of 
an article may be divided into those that act on the 
demand for the article and those that act on the 
supply of it. We should, however, in using this rule, 
remember that there are always several causes 
which affect the price of an article, although they 
do not appear to have any influence on the demand 
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or supply of that article. A few consecutive bad 
harvests, e.g., will raise the price of corn. The O"eneral 
demand of the working classes accordingly ';.,ill be 
altered, these classes being compelled to spend a 
larger part of their income on food. Their demand 
for most products of manufacture will decrease, and 
this again will cause a number of factory labourers 
to be thrown out of employment or cause their 
wages to be lowered. This example shows that 
there are, generally, connections between aU eco
nomic forces, and that we cannot limit our discussion 
to the causes directly affecting the demand or the 
supply. If we would study the forces governing 
the price of a special artkle, however, it is always 
sufficient to' investigate all -the causes which may 
have an iI!fluence directly or indirectly on the 
demand or the supply of that article. This rule, 
which considerably simplifies the whole investiga
tion, holds true, of course, even in respect to a 
factor of production. And we shall apply it when 
we now proceed to consider more specially that 
particular factor of production for which interest 
is paid. 

§ 4. On Interest conszaered as a przee. 

A "factor of production" has been defined as 
something which is required in the productive 
process, but is so scarce that the supply of it would 
not be sufficient, unless the demand for it. were 
checked by a, suitable -price being exacted for it. 
There are of c:'ourse innumerable factors of pro
duction. But they may be conveniently arranged 
in certain large groups, of which "labour" is the 
most conspicuous. I t is not, however, our task in 
the meantime to give a complete analysis of all the 
factors of production; we shall have to confine our 
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attention to an examination of that specific factor 
for which interest is paid. 

All economic goods may be divided into two 
categories, those which satisfy our wants in being 
consumed at once, and those which afford a series 
of useful services before they are worn out. Food 
is an instance of the former category, houses of the 
second. This line of subdivision is one of the 
most fundamental in economic science. The price 
paid for an article of immediate consumption is of 
course the same as the price paid for the use of 
this article. This is not so in the case of an article 
belonging to the second category. The price paid 
for the single useful service it affords is one thing ; 
the price paid for the article itself is quite another 
thing. . 

The ultimate purpose of every durable article is 
to afford useful services. These services may be 
said to be the commodities actually demanded. 
The article itself is, from this point of "view, merely 
a necessary instrument for obtaining these com· 
modities. Technically, the process of production 
ends when the house, the ship, or the machine is 
built, or the furniture made; but, economically, the 
process cannot be said to end before it has reached 
its ultimate purpose, that is to say, before the 
concrete service for which a price is paid by the 
consumer, is ready for disposa1. The services are 
in reality the product; and everything that is 
required in order to produce them is, from the 
economist's point of view, a factor of production. 
N ow of course it is necessary to wait before all the 
services of which durable goods are capable, can be 
got out of them. It is logically impossible to ex
haust a durable article at once. If we could avail 
ourselves .of all the useful services which a house 
may yield in the course of future years at the very 
moment it is built, there would be nothing more 
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required than to build the house. But as we cannot 
-as such a supposition is altogether against ~om
mon sense-waitz"ng' becomes an indispensable factor 
of production of that most useful service which a 
house affords. Similarly with all other durable 
articles, whether their services be demanded by the 
immediate consumer, as in the case of a' house, 
or by the producer, as in the case of a machine': 
we shall invariably find waiting to be a nece~!jary 
condition in order to obtain the services rendered 
by durable goods. -

Supposing a set of workmen have built a house, 
they may _themselves wait for the money that"the 
use of the house will bring in year after yeC!r for a 
long time to come. But they may not be willing 
to do so; they -may prefer to get the reward of 
their labour at once ~ in this case they may find 
another person willing to take over the function of 
waiting in their place. This man will then buy 
the house; the workmen will immediately get their 
wages; and the buyer will settle down to wait. 
This shows that waiting is a quite separate function 
of economic life. I t may be taken over by any 
one who chooses to" do it; but there can be no 
doubt about the fact that somebody must do it. 

So far. we have found waiting to be necessary 
for the consumption of durable goods. It may be 
added -that this purpose is by far !he most important' 
source of the demand for waiting. But it is not 
the only_ one. There - is another reason which 
makes'waiting a necessary element in the economy 
of society. This reason is that production, in t~e 
proper technical meaning of the word, takes time. 
Some labour, a,s e.g. that of domestic servants, is 
of immediate use. But most labour must l:te per
formed some time, be it long or short, before the pro
duct on which it is bestowed is ready. If labourers 
were willing to wait till tha! moment, they would 
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get the price of the product to distribute among 
them' they would have, to use a famous term, 
u the' whole produce of their own labour." But 
generally they do not care to wait, indeed, in most 
cases, cannot wait; and they have to find another 
person to wait in their stead. 

I t should be observed that we are not, so far, 
concerned with the question whether anything 
should be paid for. thi~ waiting. The only thing 
here insisted upon is {that waiting is necessary, 
partly on the ground that the consumption of 
durable goods takes time, and partly on the ground 
that production takes time. Between the moment 
of sacrifice and that of enjoyment a time must 
elapse; he who has made the sacrifice must either 
himself wait for the reward, or he must find some'
one else to do it. This necessity is founded on the 
very nature of things and is not in the slightest 
degree dependent on social institutions or on any 
incidental circumstances of our present society. 
Neither does it seem to have been doubted byany
body; and the only reason why this point has been 
dwelt on at some length, is its fundamental import
ance for the whole argument of this book. 

In what follows the term" capital" will be under
stood to embrace all produced goods except such 
consumable goods as are already in the hands of 
the consumer. I t might be doubted whether 
durable goods whose services are of immediate use 
to the consumer, and which are already in. the hands 
of the consumer, should be termed capital or not. 
They will in what follows be counted as capital, when 
the services and the goods themselves, according 
to prevailing customs in our society, may belong to 
different persons. Accordingly, houses will be re
garded as capital; clothing in the hands of the 
consumer • not. The reason for this distinction 
is that, in the former case, the consumer has not 
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necessarily himself to take over the function of 
waiting, while, in the second case, he generally 
does so. Waitin.r for the sake of personal con~ 
sumption of clothing does not influence the market 
for ~aiti~g any more than labour for personal 
exerCIse mfluences the labour-market. It is there
fore convenient not to count this sort of waiting 
But we have seen, in the first chapter. that waiting\ 
is always synonymous with "Use of Capital." 
This being so, consistency requires that, -in cases 
where the necessary waiting is regularly taken over 
by the actual consumer, and is therefore not counted 
as waiting, the corresponding durable goods should 
not be regarded as capital either. 

Produced goods are, as we have, seen, of two 
different kinds: durable goods and consumable 
goods. According to this subdivision, capital is also 
subdivided into two categories : fixed and circulating 
capital. -

We have found that waiting must be regarded 
as a separate factor of produc_tion. It is also an 
independent or primary factor in this sense, that it 
cannot be reduced to more elementary factors. 
Coal is undoubtedly a fa~tor of production, but not 
an independent one: it is produced by other factors, 
principally labour. But waiting cannot in this 
manner be resolved into more elementary factors; 
it is a human exertion of quite a separate and 
particular character. 

That waiting, as a factor of production. must be 
put on the same footing with all other independent
factors, is obvious from the fact that it can ,be 
substituted for other factors. - - W ~ shall have to 
examine this,question at length in the next chapter; 
here a single example' may be sufficient for illustra
tion. Everybody knows that machine labour may 
be substituted for hand labour. Th. trvice afforded 
by the machine is not, however,' an ipdependent 
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factor of production, but may be resolved into the 
waiting necessary for obtaining the consecutive 
services out of the machine and the labour which 
the production of the'machine has required. (We 
may for the sake" of simplicity assume that no other 
factor has been used in the production of the 
machine.) Supposing the machine to last for ten 
years, a tenth part of that labour is consumed 
every year, and this tenth part is substituted for 
a certain amount of the former manual labour; but 
the rest of that manual (labour is substituted by 
waiting. I 

Further, waiting is a very important factor of 
production. It is desirable that we should have, 
in discussing the problePl of interest, a general 
idea of the rUle which this factor plays in different 
branches of production. We have then to re-' 
member what was established in the first chapter; 
that waiting, being synonymous with use of capital, 
is a quantity of two dimensions, measured by the 
product of a certain sum of money multiplied by a 
certain time, the unit for the measurement being the 
waiting for one pound over one year. Thus a com
pany working with a capital of one million pounds 
uses yearly a quantity of waiting of one million 
'units. The total yearly expenditure of the company 
will give a sufficient idea of the importance of all 
other factors of produc~ion taken together. And 
the comparison between, the total capital employed 
and the total amount of expenditure will show the 
quantity of waiting used for every pound of expen
diture. If such comparisons are made for different 
branches of industry, they will afford reliable in
formation as to the relative importance of waiting, 
or use of capital, in these branches. 

The following figures are taken from the " Report 
to the Board of Trade on the relation of wages in 
certain industries to the cost of production (189 I) ... 
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(N 0 more decimals have been quoted than has 
!:>een tho~ght necessary for the present purpose, and 
In the third column no decimals have been, calcu
lated.) 

Total Total Use of capua! 
Descriptwn of .ndustry. expend., captta! per l-expen, 

ture. emploJled. d.l,we. 

Firm of Cloth manufacturers 
£I,OOO'S £IOO,OOO'S £ 

:il5'6 oor7 2/3 
Five Coal Compames 650 1'4 2 
Gas manufacture, total ... 11,262 60 5 
Tramways in the U.K. .. 2, 267 13'7 6 
London and Indm Docks .•• '" 1,188 16'1 14 
Millwall Dock Co. ... 131 1'82 14 
Southampton Dock Co. ... 70 149 21 
Sixteen RaIlway Companies ... 36,200 718 20 
Elght Metrop. Water Companies 661 14'6 22 
Canals and Nav.gatiDns not 'flelonging 

to Ratlway Companies. 
Total; UnifedlGngdom ... 949 24'3 26 

43 
53 

BIrmingham Canal Navigations .. . 
Aire and Calder Navlgation .. . 

84 36 
46 243 

Regent's Canal" City and Docks 
Railway Co .... 61 

It will be seen at a-glance that waiting is a com
paratively.small item ,in industries. which work with 
much circulating capital, ,but relatively little fixed 
capital. such as cloth manufacturing j 1 but that 
waiting becomes a more important factor in branches 
of production where fixed capital is used to a larger 
extent. This is in complete accordance with what 

1 According to the German Census of 1895 the following 
numbers of persons were employed, on an averaget by _ capital 
of one mIllion marks {about £50,000): 

In the oil and soap industry ... 
" "chemical .. 
.... metal " 
" " machine .. 
.. " glass tt 

" .. textile " 
This gives an idea of the relatIve importance of 
Waiting in dlfferent manufacturing branches. 

38 
57 

184 
167 
196 
201 

lahoUI and 
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was said above; that by far the;, greater part of all 
waiting is required on t e ground that the con~ 
sumption of durable go ds takes time, a com~ 
paratively small quantity f waiting being required 
on the ground that produ tion takes time. 

If the quantity of wai ing required in different 
branches of production were in nearly the same 
proportion to the labour ~anted, we might imagine 
that, although a price h~d to be paid for waiting, 
this 'Yould have no influence on the relative prices 
of commodities. We should then have a theory of 
prices in Ricardian stylf!, for we could assert that 
prices of commodities are ultimately regulated by 
the amount of labour bestowed upon them. But 
the figures quoted provel that any such assumption 
is in the most striking I contradiction with facts. 
The proportion of the waiting to the labour embodied 
in a commodity or a service is liable to the most 
extreme variations; hence, if a price be paid for 
waiting, it must have a very material influence on 
the relative prices of commodities. 

We have defined interest as the price of waiting 
or of the use of capital. It would seem that this 
price should, like all other prices, be expressed in 
the unit of money, e.g. in pounds. But as the very 
service which is paid for is itself measured by a 
certain sum of money used during one year, the 
price of the service will be determined as a certain 
fraction of this sum.1 For this reason the price of 
waltmg or the use of capital is quoted as a "rate," 
as so much "per cent." This circumstance should, 
however, not be allowed to obscure the fundamental 

1 Waiting is of the dimension Money x Time (Mx T). 
Interest is, as a price, of the dimension Money. Hence the 

rate of interest is of the dimension M = T-I. This is the 
MT 

result alre/i.dy arrived at by /evons (Theory of Political Economy, 
2nd ed.). 
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fact that interest ~ a real price to be placed on the 
same footing as all other prices. 

Having thus traced the general characteristics of 
the special factor of production called waitinO", we 
now arrive at the central point in the probl:m of 
inte~est. Waiting is a necessary condition of pro
duction,. or, "more generally, of the ,satisfaction of 
human wants. There is no doubt about this. But 
is it also necessary that anything. should be paid for 
waiting? In this question lies the whole problem 
of inter~st_i. for interest is the price paid for waiting. 
The mere fact that waiting is necessary does not 
prove that interest is also necessary. Sunshine and 
air are undoubtedly indispensabI~ elements Qf pro
duction; but 'nothing is. paid for them. Why then 
may not waiting be had for nothing? There are 
plenty of rich people who do not &acrifice anything 
by postponing the enjoyment of part of theif means, 
i.e. by waiting. On the contrary, it is a great ad
vantage for tliem to get an opportunity to do so. 
Why then should they be paid for it? 

The answer to these and all the similar questions, 
which together make up the total problem of 
interest, is in principle Vyry simple. I n the case of 
a factor of production being scarce when offered 
gratuitously, a price must necessarily be paid for 
that factor. The purpose of the price is to check 
demand and stimulate supply, and therefore Jhe 
price must be brought up to the level where it 
causes demand and supply to meet. Consequentfy, 
all we have to prove is that waiting would be scarce, 
if no price, or no sufficient price, were paid for it. 

As a matter of fac~ at the presenuime a price is 
paid for waiting. We shall have to examine the 
causes governing this price. We have already seen 
that these causes may be divided into two groups, 
those • affecting the demand for waiting _and those 
affecting the supply of' waiting. Accordingly, our 
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investigations on this question will be divided into 
two chapters. In the nex~ chapter we shall have to 
examine more carefully the different sources of the 
demand for waiting, and, particularly, to study how 
this demand, in its different aspects, is affected by 
the principal forces at work in the organic develop
ment of economic life. Similarly, in the succeeding 
chapter, we shall have' to examine the causes 
governing the supply of 'raiting. The necessity of 
interest being a central point in the argument of 
this book, we shall have to devote special attention 
to the question: what would happen, if the rate of 
interest fell to a very low level ? We shall find 
that both demand and supply would thereby be 
affected so seriously that the downward movement 
of the rate would necessarily be brought to a stop. 
There are, in fact, strong reasons for believing that 
the rate of interest will never, for any length of time, 
sink below I l or even 2 per cent. If this can be 
shown, the necessity of interest may be regarded as 
established. ,( 

Throughout this whole I discussion, we shall assume 
that there is only one price for waiting so long as 
the conditions of waiting are the same. In other 
words, ,we shall assume that' the perfect market 
which is required by the Cost-principle has been 
established. There are in the present world several 
forces which compel certain borrowers to pay much 
more interest than they would have to pay if an 
ideal system of prices prevailed. We shall not, in 
our general discussion of interest, take any account 
of such forces; but limit ourselves to those which 
might be supposed to be at work in a society where 
the Cost-principle is strictly enforced. It is easier 
to do this in the case of interest than in the case of 
any other factor of production; because the market 
for the use of capital is, in spite of everything, the 
most perfect of all markets. By thus limiting the 
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problem before us we shall not only make the task 
~asier, but we shall also have this advantage, that 
our results are independent of the deficiencies of the 
present economic organisation and would in the main 
be valid even under an ideal system of prices. This 
is, of course, of great importance if we would strike 
at the very root of the objections against interest 

There might, however, still be some doubt as to 
whether, after all, the validity of this-deduction does 
not ultimately depend on the tacit assqmption that 
the present form of society will last. It may be 
admitted that interest is necessary in thuresent 
state of things. But if our old society, with its 
private -Qwnership of the means of production, be 
abolished, and a new society on socialistic lines 
constructed, would it not then be possible to do 
away with interest in every form, and secure to the 
labourer" the whole produce of his labour'." This 
is the argument bf"the Socialists. If it were true, 
the necessity of interest would be a very relative 
one and could not claim to have its roots in the 
very nature of economic things. I t is, th~refore, 
thought advisable to meet the Socialists on their 
own ground; to assujDe the socialistic_ society to be 
established; -.and to prove that even there, interest 
would be demanded and would have to be paid. If 
this can. be proved, there will be no room left for 
doubt as to the absolute and unconditional necessity 
of interest. -



CHAPTER III 
I 

DEMAND FOR WAITING 

§ I. Waiting for consumption of durable goods. 
Principle of Scarcity. 

THERE are, as we have seen, two principal 
sources of demand for waiting, viz. that the con
sumption of durable goods takes time, and that 
production takes time. There is, besides, a third 
source of minor importance, viz. the personal desire 
of some individuals to consume at present what 
they will not acquire until later. The examination 
of these three sources of demand for waiting is the 
object of the present chapter. • We shall begin with 
the first and most important of them. 

Durable goods are of two different kinds ; ( I ) those 
whose use immediately satisfies human wants; 
(2) those whose use is demanded only as an instru
ment in the production of other commodities which 
may, directly or indirectly, satisfy those wants. 
This distinction is not, however, very essential-at 
any rate for the problem of interest; neither is the 
line of division very sharp. Railways are used for 
the immediate convenience of passengers as well 
as for the transport of the materials of industry; 
the same applies in the case of streets, roads and 
ships. Houses may be used, alternatively, as 
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dwellings or as workshops, or perhaps for both pur
poses at once. The ';lse of all durable goods may, 
therefore, be convemently dealt with under one 
heading. ' 

\0 • 

. N?w w.e have seen that the. use of durable goods 
reqUlr~s, m all cases, a certam amount of waiting, 
the dIfferent uses being necessarily consecutive. 
F rom this necessity arises the larger part of the 
demand for waiting. 

This demand for waiting depends of course, in 
the first instance, on the demand for the immediately 
useful services of durable goods and for the com
modities produced by means of durable instruments. 
I f such demand should increase, there would 
necessarily be an increase in the demand for waiting. 
For instance, if a country like China became aware 
of the great advantages to be derived from a 
system of railways, there would be a new and 
considerable demand for waiting in that country. 
Again, some commodities require for their pro
duction a much greater amoupt of durable instru· 
ments than others; the manufacture of gas requires 
more than that of doth, the water-supply in towns 
requires still more. A speCial jncrease in the demand 
for such commodities, as compared with that for other 
commodities, will therefore, other things being equal, 
cause an increase in the demand for waiting. 

Thus the demand for the use of durable goods 
-whether for production or for immediate enjoy
ment-is always, indirectly, a demand for waiting. 
Supposing, then, the supply of waiting to be given, 
its price will be determined by the fluctuations of 
this indirect demand. And, v£ce versa, the demand 
for the use of dux:able goods will be regulated by the 
price which has to be paid for. waiting, this price 
acting always as a check on demand-cutting off 
demands of less urgent necessity. How far the 
demapd can be satisfied, and what price must be 

H 
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reached in order to restrain the demand within this 
limit, depends, on the one side, on the intensity of 
the demand, on the other side, on the scarcity of 
the supply. 

In this statement, which is wholly on the lin~s 
of the Principle of Scarcity, lies the fundamental 
explanation of the phenomenon of interest. 

I t is to be observed that we have to do here not 
only with a certain quantity of durable goods 
demanded, but also WIth the durability of the goods. 
If goods of greater durability are demanded, there 
will, as a rule, be an increase in the demand for 
waiting, for, in general, greater durability cannot be 
obtained without extra labour being bestowed on 
the goods. Suppose a country were to substitute 
brick houses for wooden houses or for some still 
more perishable kind of building, and suppose that the 
new Kind of houses cost as much again as the old, 
then, for the same quantity of house-accommodation, 
double the amount of waiting would be required. 

From what has just been said, it is clear that the 
future of the rate of interest very much depends on 
the development of the demand for durable goods. 
There are strong reasons for believing that this 
demand will go on increasing as it has done hitherto. 
The most conspicuous and, in our times, one of the 
most important rea~ons for the steady increase of 
the demand for durable goods is the growth of 
population. F or ev~ry new family a new house is 
req~ired; with the house follows the necessity for 
furmture, for an extension of the water or gas supply, 
for streets, perhaps even for new railway or tram
way lines. rhe expenses in connection with house
accommodation for, an increase in population are 
numerous and large, and are almost all of such a 
nature as to necessitate a great deal of waiting. To 
these must he added other needs of the additional 
pc. , l ation, the satisfaction of which generally re-
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~uires that factories, machinery, tools, etc., should be 
Increased at the same rate as the population itself. 
As these additions to the existing stock of durable 
goods usually embody the latest improvements and 
ar.e therefore produced at a greater coSt than the 
average of the corresponding goods already existing, 
'the demand for ~aiting will increase even faster 
than the population. Consequently, so long as 
population goes on increasing, it is plainly impossible 
that the demand for waiting, or for the use of capital, 
should be satisfied. by the stock of capital already 
accumulated. Unless this stock is augmented at 
least in the same proportion as the population, 
things will inevitably corne to a state of stagnation 
or even retrQgression. In a condition of rapid 
progress the demand for waiting must necessarily 
grow much faster than pOPlllation. i 

The progress with which we are concerned at 
present is a progress in the nature of desires and 
needs. In England and some other highly civilised 
countries, there is among the upper classes a large 
demand for good and therefore expensive houses and 
for furniture of the same character. I t seems 
reasonable enough to assume that such demand will 
spread even to the lower 'classes, and to other 
countrie~ where the great middle class is still content 
with dwellings of inferior quality. And the spread 
of such wants cannot but call forth- a-strong demand 
for waiting. I t is a common complaint that the 
labouring classes, even in this country, spend so 
much of their money on articles of immediate enjoy
ment such as tobacco and alcohol, but cannot be 
induced to pay much for house accommodation or 
horne comfort. If a change of demand took plclce 
in this highly desirable ~irection arnon~ t~e lab,?uring 
classes, it would caus~ an ~normous Increase In the 
demand for waiting, and therefore, presumably, also 
some rise in the rate of interest. 

H 2 
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In the same way; the ~ailway systems of this 
country and of some continental states are fairly well 
developed j but in mdst countries of the world very 
much remains to be done before we have exhausted 
the possibility of building railways capable of 
yielding the rate of interest now prevailing in 
England. There is already much demand for such 
means of communidtion 'j and as new countries, 
e.g. South Africa, are opened up and new centres 
of population created, as civilisation spreads and 
security of life and property becomes established in 
old and well-populated countries such as Japan and 
China, Turkey and Persia, this demand must 
evidently increase very considerably. Owing to 
several circumstances, European capitalists are not 
willing to invest capitfl in countries of the charac~er 
here referred to, unlyss they can count on a much 
higher rate of interest than that prevailing at home. 
But as a matter of fact there may be said to exist 
in the most modern business enterprise a strong 
tendency to break down the boundaries of countries 
and nations, and to make the whole world a uniform 
field for its operations. As this end is gradually 
brought about, and capital therefore supplied on 
more equal conditions in the different markets, the 
demand for durable I oods must grow enormously. 

The extensive ra lway building in Europe in the 
period 1850 to 1870 unquestionably caused a rise in 
the rate of interest. In our day the same seems to 
be the case in th numerous applications of the 
science of electrici , among which the electrical 
tramways have per ps absorbed the largest amount 
of capital. We see justified in assuming that the 
same inventions, w n applied over the whole world, 
will have a similar influence on the market for the 
use of capital. S ely the work which remains to. 
be done simply n order to provide the world 
sufficiently with th durable instruments of transport 
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will give employment to very much of the fresh 
capital which will corne on the market in the 
twentieth century. 

To give a forecast of the future development of 
science and of its technical applications, has always 
proved rather a disappointing task. But experience 
shows that we are more likely to be on the safe side 
if we assume such progress to be unlimited. What 
we know is that new wants are steadily being 
created by new inventions, and that these inventions 
generally require the use of a great amount of 
durable goods. The telephone is a good instance: 
the present generation has, through this invention, 
acquired a. new want which can be satisfied only by 
the us~ of considerable capital Thus fresh sources 
of demand for waiting are continually added to 
those already existing. On this account the demand 
for waiting will grow as long as there is any such 
thing as scientifi.c progress. 

To sum up the argument, we might say that 
there are four general tendencies in economic life, 
increasing the demand for durable goods. The first 
of these, the growth of population, is nearly wholly 
out of reach of the influences of a conscious social 
policy, and must, therefore, from the point of view 
of the problem of interest, be regarded as a given 
and necessary tendency. The remaining three, viz. 
the spread of civilised wants to all classes of popula
tion, and to all nations, and the higher development 
of such 'wants through the progress of science, are, 
so far as they may be influenced by any conscious 
policy, highly desirable items in the programme- of 
Social -Evolution. And as to the future of these 
tendencies, it is fairly certain that. they will remain 
as strong as they are- to-day for a~ least sO?1e 
generations.to corne; "the last of them, Indeed, bemg 
dependent on scientific progress, probably for ever. 

Such, then, are the chief_tendencies of economic 
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life with regard to th~ use of durable goods. AU 
of them point to a con~inuous growth of the demand 
for waiting. This truth is one of the fundamental 
facts upon which the theory of interest has to be 
built. 

There are, howeved certain forces working in the 
opposite direction; anti although these do not affect 
the conclusions we have arrived at, they should not 
be overlooked. There is a natural tendency to 
economise waiting just because something must be 
paid for it. In the case of durable goods, this 
tendency manifests itself in an effort to get the 
services out of a d~rable instrument as soon as 
possible. Now the t me within which this may be 
done is only in certai instances and within narrow 
limits dependent on! human will. I t is possible, 
however, to wear out II machinery and other durable 
instruments of production in a shorter time by using 
them more continuously. In this way a considerable 
amount of unnecessar waiting may be saved. The 
division of labour, already pointed out by Rae, 
has a certain tendenc in this direction, l for, so long 
as the same laboure has to do several different 
kinds of work, he enerally finds it necessary to 
use many different ools, and most of these must 
naturally lie idle for the greater part of the time j 
whereas, where there is a complete division of 
labour, the various tools are in continuous use. 
Thus waiting is saved. But it is clear enough that 
the diminution in the demand for durable goods 
which might result from this is confined within very 
narrow limits, and that, so far as division of labour 
goes, most industries have already reached the limits. 
Hence, the division of labour will not, in the future, 
appreciably check the general tendency towards an 
increasing deman9. for durable goods. 

~ New Principles of Political Economy; Boston 1834. Book II., 
Ch. VIII. 
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The question how to save waiting through ~ore 
continuous use of the durable instruments of pro
duction has, however, another aspect which seems 
to hav~ greater practical importance in oUr age. 
A consIderable part of our factories, collieries, mines, 
etc., are not worked more than from eight to ten 
hours out of the twenty-four. It would surely have 
an injurious effect on the labourer if the work in 
~1l these industries were continued throughout the 
whole twenty-four hours, say, for instance, on the 
three-shift system, The same, however, can 
hardly be said as regards the system of working in 
two shifts of eight or nine hours each; but such .a 
plan, if generally applied, would invglve a very 
considerable saving in the 'use or durable goods 
and therefore of waiting. Suppose all the factories 
in a country to be worked one hundred hours in the 
week instead of fifty ~ before, then, for the same 
()utput, not more than half the number of durable 
instruments, such as factory buildings, machinery, 
and tools would be required. How far such a 
system is practicable can of course only be decided 
by experts in the different branches of ptoduction. 
The only point insisted upon here is that, if this 
were possible, half of the fixed capital used in the 
industry of the nation would be saved, and would 
therefore ,be free for new enterprises or for a higher 
technical development of the industries already 
existing. Such an enormous abundance of capital 
could not, however, fail to influence the -market in 
favour of labour and to the disadvantage .of the 
()wners of capital. Or, in the terms here adopted,
the abundant supply of waiting, in comparison with 
the demand for it, could not fail to reduce the price 
()f waiting, i.e. the rate of -interest i and, inasmuch 
as a low rate of interest is to the advantage of 
the labouring classes; they would necessarily profit 
ther~by. Of course, this truth is liable to several 
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modifications and limit~tions ip actual life; but the 
leaders of working men should never altogether 
lose sight of it. 

Some durable goods, as for instance bridges, are 
physically capable of yielding an almost unlimited 
number of services; but the actual use made of 
them is often very small, being wholly dependent 
on the frequency witli which they are employed. 
The principal r~i1way bridges in London are used. 
at least during 'some pours of the day, to well-nigh 
their utmost/traffic capacity, but, in the north of 
Sweden, there are railway bridges which are not 
used by/more than foor or six trains in the twenty
four hours. The average use of capital, which 
attaches to each useij;l service in these two cases, 
differs enormously, and is much smaller in the cctse 
of an intense traffic of a concentrated population 
like that of London than it is in districts with a 
thin and widel){ spread population. The demand 
for waiting-as compared with the demand for 
useful services-must, on this ground, always be 
relatively smaller in densely populated places. In 
so far as there is a general tendency for population 
to increase all over the world, we might expect 
as the result of thJs a relative diminution in the 
demand for waiting, but as, at the same time and 
for the same reason, human wants are most likely 
to increase absolutely, we are not justified in as
suming that, on th\s account, the total quantity of 
waiting demanded will diminish. , 

There is, of course, waste of waiting just as· 
there is waste of every other factor of production. 
But this fact does not in any way disprove the 
truth that interest depends on the scarcity of wait
ing; neither does it prove that interest could be 
dispensed with, if there were no waste of waiting. 
F or, firstly, there is in the whole province of eco
nomics no such thing as absolute economy; there 
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must always be some waste, just as there must 
always pe some weakness and some ~istake in 
all individual action and some insufficiency in aU 
or~anisation. In every discussion, therefore, which 
claIms to have any practical bearing whatever, a 
SUpposItIOn to the effect that there should be abso
lute economy in the use of a special factor of pro
duction, or in any branch of production, is entirely 
out of place. 

Secondly, we must consider the question : What 
is waste of waiting? There is much waste of 
~apital in our present society. The reasons for this 
are not difficult to find. Under the so-called system 
of Free Competition there is, and always must be, 
in certain branches of production, a tendency to 
create such a quantity of durable instruments as. 
will meet the very maximum of demand. The 
upward movement of the market, having reached 
its culmination,. the durable inst~ments of pro
ductioq, the ships, factories, machinery. etc., remain. 
These instruments, therefore, are 'Very often. far in 
advance of the actual demand. On this peculiar 
side of our economic life, much light has recently 
been thrown by the various forms of industrial 
organisation, 'undertaken 'in order to avoid the 
disastrous effects of the tendency just referred to. 
The cartels, trusts, and other "combines" of iil· 
dustrial enterprises have often been able to dispense 
with a considerable amount of the durable instru: 
ments taken over: the case of the American 
\Vhisky Trust, abandoning at once sixty-eight 
out of eighty distilleries, and still fully capable. of 
meeting the demand, is very significant~ 

Hence it is fairly evident that there is great 
waste of cap'ital traceable to deficiencies in the 
economic organisation of our present society. There 
is also a large amount of waste which depends 
mainly on other circumstances; for instance, a great 
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,deal of cCWital is spent on useless and ill-advised 
experiments. I t is, therefore, quite con~eivable 
that we might reach a state of affairs where a much 
better economy of capital would prevail. I t must, 
however, be remembered! that waste of concrete 
capital is waste of the 1cI,bour bestowed on that 
-capital, just as much as it is waste of waiting. 
Less waste of capital, lnyans an increase in the 
"national dividend." For the labour, waiting, and 
other factors of produc~ion, previously used in 
{:reating unnecessary cap!tal, will now be used in 
some more fruitful way, for instance in producing 
-durable instruments for new branches of production. 
And it is altogether impossible to say, in general 
terms, how the demand for waiting and the rate 
-of interest would be thereby affected. Thus the 
p~ssibi1ity of diminishing the waste of capital, 
though it proves the possibility of a more complete 
'Satisfaction of human {vants, proves nothing as 
regards the rate of interest. 

Finally, even if a more rational organisation of 
'Social production were accompanied by a certain 
·decrease in the demand for the use of durable 
goods, and consequently, for waiting, this effect· 
-could not last very long; because, once the more 
rational system were established, the very cause for 
the decrease of the demand would have disappeared. 

Summing up, then, our examination of the tend
encies which might have, some influence in diminish- . 
ing the demand for durable goods, we must say 
that these tendencies are all confined within com
paratively narrow limit+, and that, when these are 
reached, their effect on' the demand for durable 
goods disappears. Those tendencies, however, 
which have been found to increase the.demand for 
-durable goods have a much wider range. Hence 
we m~y conclude tha~ the demand for waiting, so 
far as It depends on the demand for the services of 
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durable goods, will, in all probability, continue to 
increase for at least so- long a time as the present 
generation need at all concern itself with. 

So far we have not taken into consideration the 
possibi~i~y of a faIl in the price that has to be -paid 
for walt1Og. If such a fall were to take place it 
is clear enough that the demand for durable go~ds 
would. be grea~y stimulated thereby. But any 
such 10crease 10 the demand would necessarily 
react upon the--price and check any further fall. 
If therefore we wish to refute the general opinion 
that the rate of interest has a necessary and un
limited tendency to . fall and will ultimately equal 
zero, we shall have to examine the probable effects 
of a serious fall in the _ rate of interest, say, for 
instance; to It per cent., on the deOll!Lnd for waiting, 
and, particularly in this paragraph, on the ~~mand 
for durable goods. 

Let us take, for instance, houses-the most 
important of all durable goods of immediate use. 
The rate of interest has a considerable influence 
on the yearly rent of houses. I t is true that in 
the case of a house in the City of London, or in 
the c~ntre of any other g-re~~ town, ~he g~ound
rent IS by far the most conSIderable Item In the 
total annual sum paid for the use of a house. But 
such cases are exceptional. and in. general, the 
interest on the capital invested in the building 
is the chief item in the house-rent. Supposing, 
for instance, the rate of interest to be 41 per cent. 
and the total sum of all other yearly expenses to 
amount to I t per cent. of the capital value of the 
house, then, if the rate of interest were reduced 
to Ii per cent., the house-rent would be reduced 
from 6 to 3 per cent. of €he valu~ of the house. 
This assumption of the reduction of house-rent to 
one half is perhaps excessive; but the reduction 
of the house-rents in any Eountry even to some-
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thing like one half of the present day figures 
would undoubtedly call forth an enormous increase 
in the demand for house actommodation; for, since 
this is one of the most in ense forms of demand, 
it has a large capacity for e pansion. . 

At a very low rate of interest not only would more 
houses be required, but houses of quite another 
quality. I t would cost but a trifling extra sum 
in annual rent to build a house of the very best 
materials; it is even conceivable that such a house 
would cost less, the expenses of yearly repair and 
the instalments on the sinking fund being diminished 
-but this 4uestion falls under the Principle of 
Substitution, which will pe considered in the next 
paragraph. U nder suc~ circumstances, however, 
a general preference would be given to the most 
durable houses, on the kround. that they looked 
better and were more comfortable to live in; and 
this could not but affec~ the demand for waiting 
very materially. i 

A serious fall in the rate of interest would have a 
similar effect on the demand for all commodities or 
services for which a larke quantity of durable in
struments is required. ! There is in all countries, 
and especially in the thinly populated ones, an 
enormous demand for railways which will not pay 
so long as the rate of tnterest is 4 or 5 per cent., 
but which would pay, and therefore would be built, 
if the rate of interest went down to something 
between I and 2 per cent. In fact, there is prac
tically an unlimited demand for durable goods in 
general. This is just one of the most essential 
reasons why the rate of interest remains at its 
present height: the demand must be restrained 
within such limits that it can be satisfied by the 
available supply of waiting. Thus even a slight 
fall in the rate of interest would create plenty ot 
opportunities for investing capital in durable goods. 
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These considerations show the absolute absurdity 
of thinking that the rate of interest could ever go 
down to zero. The chief cost in using very durable 
goods is at the present time the interest on the 
capital invested in them. If this principal item were 
reduced to zero, or even to a small fraction of what 
it now is, there would be no luxury whatever in the 
way of substantial and expensive buildings and fur. 
niture, or any other durable goods, which people 
would deny themselves. The governments of all coun· 
tries in the world would be enabled to double their 
naval forces and treble their fortresses .. The pipe· 
systems for gas and water supply could be extended 
to every cottage in the cQuntry districts; submarine 
tunnels would prove a very profitable undertaking, 
not only under the English Channel, but under a 
great many other waterways in the world. For the 
financial burden of the original costs on each year~s 
budget would be practically mI. The reader might 
add any'number of similar instances, even if he con
fined himself to present technical possibilities. But 
we should not forget that the entire technical science 
of our age has been developed under the condition, 
that something must.be paid for the use of capital, 
and that this factor is, therefore, to be strictly eGono
mised; if this condition could be dispensed with, 
entirely new lines would be opened up for the 
development of technical processes. 

I t would, however, be useless to consider further 
the extravagances in which social economy would 
indulge, if nothing were to be paid for the use of 
capital. Long before the rate of interest reached 
the zero point, those needs and pesires which re
quire the us~ of durable goods would have been 
satisfied out of all proportion, while other wants 
would have bee'll neglected. Far too great a part 
of the productive capaciti of society would in this 
way have been directed towards _the manufacture 
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of goods whose use would lie, essentially, in the 
future; and this could not fail to make the satisfac
tion of present wants rather meagre. This want of 
proportion between the satisfaction of future and of 
present wants would, inevitably, affect the very 
desire of providing for the future, that is to say, 
the supply of waiting; and thus the fall in the rate 
of interest would very Isoon be brought to a stand
still. This is, however, a point which we shall have 
to consider, more particularly, in the next chapter . 

. § 2. Waiting for consumption of durable goods. 
Principle of Substitution. 

lhe ra.te of interest ha~t a considerable influence 
on the relative prices of cufferent commodities and 
services. Hence, as the rate of interest varies, some 
commodities will replace others in the demand of 
the consumers; and this variation of the demand 
will, again, r~act upon the rate of interest. This 
part of our problem we have already discussed in 
the last paragraph., 

The rate of interest ?as hpwever an important 
bearing on the question ~ What technical methods 
are to be used in order I to satisfy a given want? 
This question is, of course, always determined to 
a certain extent on purely technical grounds; but 
it is also, within wide limits, a question of prices. 
If two methods are available, that one which is 
cheaper should be-and is generally-used. And 
if two factors of produqtion may be substituted for 
one another, that one is employed whose working 
is cheapest. I 

Now, we have seen that the use of durable goods 
implies waiting. Waiting is for this purpose a factor 
of production which can be substituted for nearly 
any other factor or group of factors. When "land is 
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so dear that railway companies prefer nndergrololnd 
lines, a substitution of waiting for the use of land 
takes place. I t might be argued that it is the labour 
required to make the tunnel which is substituted for 
the use of land. Weare not concerned, here, how
ever, with the cost of the tunne1t but with the cost 
of the use of the tunnel. This resolv~s itself on 

/ the one hand into the yearly expenditure for keeping 
it in repair, and for laying aside an annual instalment 
in order to make up for its depreciation of value. 
and, on the other, into the price that has to b~ paid 
for waiting. The first two items together would 
probably not exceed the corresponding costs on 
the open line; so that in this case waiting and 
nothing else is substituted for th~se of la1!d. 

Again, let us suppose that the price of land is of 
no importance, and that the tunnel is built in order to 
avoid the greater traffic expenses on an alternative 
open line, and, further, that the annual sum t~ be set 
aside for depreciation is the same for both lines; 
then there is a clear substitution of waiting for the 
whole group of factors of production paid under the 
heading" surplus traffic expenses on the open line." 
These expenses being given, the question whether 
such a substitution ought to f:ake place or not depends 
wholly on the price of waiting, that is to say, on the 
rate of interest. This point however seems some
times to be very much neglected by those who have 
to layout new railway lines. 

A local board might be in doubt whether to build 
a bridge cheaply, to last for fifteen years only) or 
at double the expense, to last for sixty years.' We 
might, for the sake of simplicity, assume the c<?st 
of repairs to be the same in either case. Then it 
is clear that; in the case of the more expensive 
bri?ge, a larger sum has to ~e paid on acco~n~ of 
waitino-, and a less on account of deprecIatIOn. 
Henc~ a certain quantit' of waiting might be said 
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to' be substituted for oth~r factors included. in 
"bridge-building." The kind of bridge to be built 
will, again, depend wholly on the rate of interest. 
The calculation is simplest if we supp'ose the board 
in either case to cover the cost by a loan repayable 
by an annuity for a fixed' period; we have then 
()fily to examine wh~ch of the annuities at a given' 
rate of interest is ,larger, that for a loan of one 
pound to be paid back in fifteen years, or that for a 
loan of two pounds to be paid back in sixty years. 
The calculation shows that the annuities are nearly 
equal when the rate of interest is 4t per cent. With 
a higher rate it will prove more advantageous to 
build the bridge on the cheaper plan; but if the rate 
be lower than 41 per cent. the more expensive bridge 
will be preferred. 

These examples are perhaps sufficient to give 
a clear conception of the nature and economy of 
substitution. We have now to examine the general 
tendencies of economic li(e with regard to the sub
stitution of the use of durable instruments, and 
therefore of waiting, for other factors of production. 

1. It may be said at once that there is, on the 
whole, a strong tendency in this direction. In the 
nrst place the development of tecnnt"ca! scz"ence gives, 
almost daily, a wider field for the use of durable 
instruments. I t is only natural that such should be 
the case. For almost all the efforts of inventors 
are directed towards finding durable instruments' 
to do the work which has hitherto been done by 
hand. The original expenditure to be incurred may 
be great, but as this outlay is spread over a large 
number of uses, the cos~ of each use is very small 
as compared with the cost of hand labour. If ad
vantage could be taken to its full extent of this 
principle, there would· be, practically, no limit at all 
to this kind of substitution. But, as waiting has 
to be paid for, there, is at anyone time a limit 
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to the application of the principle referred to i this 
!imit being essentially regulated by the rate of 
tnteresl 

Not all inventions have for purpose the replacin<T 
of hand labour by machinery, or, more generallY, 
the replacing of successive acts of labour by a greater 
labour expended once for all. Methods of pro
ductIon may be improved as well by substituting 
new and more efficient machinery for -that which is 
out of date. The new machinery being presumably 
more expensive, its introduction will, other things 
being equal, involve a greater demasd for waiting. 
AI~hough the tendencies of technical 'progress lie 

chiefly in this direction, we must not overlook the 
fact that there is a third kind of progress which has 
quite an opposite effect, namely, that of diminishing 
the quantity of durable goods required for production. 

This arises from..the possibility of attaining the 
same end by means of durabF goods of a less 
expensive nature; the substitutIOn of the Marconi 
system of telegraphy for that by cable being perhaps 
the most striking instance. But it is obvious that 
the scope for such progress is not, and indeed cannot 
be, very extensive, whereas that for the use of more 
expensive instruments is limited only by the price 
to be paid for the waiting requit:ed. 

2. Proceeding now in our analysis of the tenden
cies of economic life, as regards the substitution of 
durable instruments for other factors of production, 
we find secondly a large and characteristic movement 
in favour of such substitution, viz. the concentraHon 
0/ z'ndustry. This movement includes, on the one 
side, all kinds of combines, from the German 
"Cartel," with its relative independence of the 
combining parties, to the American" Trust," which 
practically forms a single' business; and, on the 
other side, the Cooperative Movement. All' these 
tendencies, different as they are in other respects, 

l 
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have essentially the same bearing on the develop
ment of the technical methods of production. 

The Danish peasant has, solely through his 
splendid system of cooperation, secured the assistance 
of the most modern and efficient dairy machinery, 
which would have been of no advantage to him if 
isolated. Cooperation in this case may be said to 
have directly created a fresh demand for the use of 
durable instruments. 

Similarly in the case of the Standard Oil Com
pany. So long as the oil industry was divided 
among many small firms, oil was carried in wooden 
barrels. With the greater concentration of the in
du~tfy special railway trucks were built for trans· 
porting the oil in tanks j but .only in virtue of a 
gigantic combination of the interests involved wouid 
it have been possible and profitable to construct that 
extensive system of pip~ lines by which the Standard 
Oil Company now transports its oil. The same 
applies to the European import'of paraffin oil. As 
of late this business pas, in most countries, been 
monopolised by some few firms, it has become 
possible to construct special tank steamers from 
which on arrival the oil is pumped directly into 
large tanks. This method of transport involves the 
investment of a considerable amount of capital in 
dutable instruments. But it is undoubtedly cheaper, 
as vanatlOns of wages and of the rate of interest 
within reasonable limits do not in the least affect 
the superiority of the method. There was, conse· 
quently, only one condition necessary to make the 
method practicable; this condition was the concen
tration of the import business in a few hands. A 
small importer could never use a tank steamer; he 
was not likely to order enough at a time to freight 
such a steamer; and, even if he were able to do so 
0?C7 in the year, he would probably wish to get the 
011 m the autumn, when no such steamer is to be 
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had; or he would have to charter the steamer for 
the whole year in order to use it once .. Hence the 
inferiority of the small importer may be said to 
consist in his incapacity for using up all the services 
which the durable instrument affords. 

This statement at once makes it clear why in
dustrial concentration must stimulate to such an 
extent the substitution of the use of durable goods 
for other factors of production. l 

The frequency with which durable instruments 
can be used has arithmetically the same importance 
for the question of substitution as the rate of 
interest: a rise of the rate of interest is counter
balanced by a proportional increase of the frequenc)i 
of , use. Practically the variations of the rate of 
interest are often even of less -importance. This is 
specially conspicuous In agriculture. In Germany 
a horse raker is calculated to pay if it can be used 
in 2'3 days a year, the rate of interest and of wages 
being- supp0s.::d. to be 4 per cent. and two .marks 
(about two shIllmgs) a day.s Under such 'circum
stances the very small farms cannot use norse 
rakers. Any variations of the rate of interest which 
are at all likely to occur will not considerably 
extend such use, whereas the' continual progress of 

1 Of course industrial concentration in many cases means 
better economy in the use of durable instruments. In glove
cutting, a machine is used which does part of the work, the 
remamder bemg done by hand labout. One machine can keep 
200 labourers at work, but it pays a small employer to use a 
machme, even if he does not employ more than one or two 
cutters. This is sometImes done, though it involves of course a 
great waste of waiting. Thus glove-makmg affords an instance 
of an industry where greater concentratIon would mean a fall 
\')f the demand for the use of durable goods. It IS, however, 
obvious that such cases can have no great influence on the total 
demand for waitmg. Compo above, p 106. 

2 Compo G. Rscher: DIe sociale Bedeutung der Maschinen 
in ',der Landwrrtschaft; Schmoller's Forschungen Bd. XX, Heft S. 
%902• 
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co-operation makes the advantages of agricultural 
machinery accessible for even the smallest farmer. 

3. There is a third tendency of modern economic 
life pointing to an extension of the use for durable 
instruments of production. This is the organisation 
of credit. There may be ever so much machinery, 
the economy of Which has been established beyond 
all doubt, and yet it may be beyond the reach of 
producers who, through lack of credit, are unable to 
provide the capital required. Such producers might, 
nevertheless, be worthy of credit. In fact, the 
moveql.ent for the" organisation of credit," which is 
so remarkable a feature of our time, tends to provide 
everybody with the credit he is worth. Hence it is 
obvious that this movement, in its "later develop
ment, will have a considerable influence on the 
demand for waiting. This is specially the case with 
regard to agriculture. Small farmers might not 
only be enabled to use the best agricultural imple
ments, but also to invest much capital in the improve
ment of their land and in taking· new land into 
cultivation-were they only able to borrow the 
necessary ~oney. We have here, indeed, an 
enormous field for the profitable use of capital, and 
the only condition necessary for making this latent 
demand for waiting effective is the organisation of 
credit. 

4· Finally, we havCj! to note a fourth and most im
portant tendency of economic life, pointing to a con
tinuous extension of the use of durable instruments 
of production, viz. the rise of wages. If the same 
end can be attained just as well by immediate 
labour as by the use of durable instruments, the 
pric:e of l:;tbour compared with that of waiting will 
decIde whIch method shall be used. Supposing the 
rate of interest to be constant, the more expens~ve 
labou~ ~ecomes, th~ greater will be the substitutio:n 
of waItIng for it. 
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There are several facts which indicate that such 
a substitution takes place on a large scale. IWe 
shall invariably find that those countries where 
wages are highest stand first as regards invention 
and application of machinery. Europe has become 
accustomed, during the last decades, to look to 
America for all kinds of automatic labour-saving 
machinery. N a one can doubt that the higher level 
of wages on the other side of the Atlantic has been 
a most important cause of American superiority lin 
this field. I t is also highly instructive to compare 
the methods of agriculture in different parts of the 
world. In India and Russia, where wages are 
extremely low, agriculture is generally carried on 
by means of implements of the very simplest descrip
tion: Australia and the United States are the 
countries of the steam-plough. ~ . 

I t is reasonable, therefore, .to suppose that the 
rise of wages which may be expected to take place 
in the old countries will very considerably widen 
the field for the use of machinery, and that this 
tendency, so far as it goes, will add its effect to 
those of the other three we have already considered. 

In theory the use of machinery may be resolved. 
into" labour" and" waiting," so that the introduc
tion of machinery may simply be described as a 
substitution of a certain portion of waiting for laboyr. 
But in reality this is not so. When we ask whether 
a new machine will payor not, the price of the 
machine, and generally also several expenses con
nected with the use of the machine, e.g., those for 
oil or coal, must be regarded as given beforehand. 
If this is the case, the only prices which have any 
influence On th('t question are the wages for that 

'special labour which is replaced by the machine, and 
the rate of interest which the employer of the 
machine has to pay. Prices of agricultural 
.:Iachines do not differ consi~erably from country 
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to country j but wages of agricultural labourers are 
extremely different. Therefore the extension given 
to the use of machinery in agriculture depends 
mainly, not on the price of "labour" in general, 
but on the wages prevailing in agriculture. 

Most machines are soon worn out, so that the 
annual depreciation is very considerable. The costs 
of running the machine are another important item. 
In comparison with. these items interest is, as a rule, 
an item of secondary importance. Again, in the 
case 'of hand labour, the cost of production almost 
excl,usively depends on the rate of wages. We 
sha,l1 therefore generally find that a rise of wages 
in a special occupation has a much greater influence 
on the profitableness of the use of machinery than a 
corresponding fall of the rate of interest. 

For instance, if a raker 1 can be used for 2'3 
days, the daily expenses are 9'60 marks, the rate of 
interest and of wages being supposed to be 4 per 
cent. and two marks a day. If hand labour is used 
the costs are the same. A rise of the rate of 
interest from 4 to 5 per cent. adds only 0'52 marks 
to the daily expenses under the machine method. 
But if wages rise 25 per cent. (from 2 marks to 
2'50 marks), the cost of the hand method is increased 
by 2 '40 marks and that of the machine method by 
0'50 marks, so that the difference in favour of the 
machine method is I '90 marks. The machine 
method will therefore easily bear a rise of the rate 
of interest, if only wages increase in a similar 
proportion. 

I n the case of a reaper, the machine method costs 
as much as the old hand method if the machine can 
be used two and a half days a year. 2 The price for 
a day's work is then 4 I 'So marks, to which are 
added only 2 '20 marks for a rise of the rate. of 

1 Comp. above, p. II 5. 
II Comp. FtSI:her, loc. cit. p. 16. 
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interest of 1 per cent. But if wages rise 25 per 
cent., 10'45 marks are added to the, cost of the 
hand method and about 3'75 marks to that of the 
machine method, so that the difference in favour of 
the latter is 6'70 marks. In comparison with this 
sum, the extra expenses caused by a similar rise 
of the rate of interest are insignificant. 

In this examination of the tendencies ot.economic 
life with regard to th~ use of durable instruments, a 
group of circumstances of a more irregular character 
should also be mentioned. 

Even where it is certain that an investment of 
capital in durable goods will pay, and where the 
capital may be had without any difficulty, we very 
often find -the use of durable goods much less 
than it economically ought to be. There are no 
real reasons here why the substitution does not take 
place except dulness, lack of activity and of busi
ness-like management, and all those thousand 
obstacles which the thepretical economist usually 
summarises as "friction.'" This friction is, however, 
very considerable. In some old established and 
highly developed staple industries, such as the 
cotton manufacture of Lancashire, new machinery 
seems to be adopted as soon as it has. been found 
to pay. But this is very far from being the case in 
all branches of industry. 

The linotype machine saves much hand labour in 
newspaper printing offices, and the substitution of 
machinery for labour is in this case undoubtedly 
very profitable. In a Gothenburg newspaper office 
it was stated on inquiry that a clear annual profit of 
at least 141 p~r cent. was made on the three lino
types employed there, and that a ~01uch larger prQfiJ; 
would have been made, had the machines bt"en more 
continuously used. In order to fully payoff the 
machines in twenty years a~ 5 per cent. interest, an 
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annual profit of 8 per cent. would have been suffi
cient. The weekly wages were about forty shillings 
(for forty-eight hours); but even if they had not 
exceeded thirty shillings, a profit of 10 per cent. 
would have been made by the introduction of 
machinery; hence all variations of the wages within 
reasonable limits were entirely irrelevant as regards 
the profitableness of the substitution. Despite all 
these facts, linotype _mc;tchines are not yet generally 
used in printing offices, or at any rate not to the extent 
prescribed by the economic laws of substitution. 

At the eastern gas~works of the Corporation of 
Copenhagen, a new and thoroughly modern system 
of unloading coal has recently been introduced. 
F or this purpose a capital of about Kr. 500,000 was 
required (£ I = Kr. I8). Under the old method, 
when barges were used, the cost of unloading was 
Kr. 2' 10 per ton. The use of machinery has 
reduced this sum to Kr. 0'47 per ton, including an 
annuity of 8 per cent. on the capital invested. Thus 
the sum of Kr. 1'63 ifi saved on every ton, and, as 
the annual consumption of coal amounts to 80,000 

tons, there is a clear profit of not less than 
Kr. 130,000 over and above the said annuity of 
8 per cent. As the machinery is sufficient for an 
import of 100,000 tons a year, the profit will in 
time be still greater. The superiority of machinery 
is, in this case, so enormous, that no variations of 
wages or of the rate of interest which are at all 
likely to occur, can throw doubt on the advantage 
of the substitution. And, although the profits may 
vary according to different local conditions, it is 
extremely probable that the machine method will 
prove superior at every port of any importance. 
Nevertheless, there are still, and probably will be 
for some time to come, a great many ports where 
the unloading of coal is carried on in the old way 
by means of barges and hand labour. 
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Everyone who has had an opportunity of inquir
ing into the' conditions of modern industry must 
have found how much" friction" retards and limits 
the introduction of machinery. Perhaps it may be 
regatded as a tendency of economic life to steadily 
reduce this element. If this is so, we shall have to 
take into account a new force, acting in the direction 
of increasing the demand for durable goods and 
therefore for waitin,. 

Summing up our argument, we may say'that very 
important' economic tendencies favour the substitu
tion of durable instruments for immediate labour, 
and therefore increase the' demand for waiting. 
Hence, even a large and continual growth of capital 
in the future will not necessarily cause a faU of the 
rate of interest. 

Moreover, every fall' of this rate will widen the 
field for the use of durable instruments and thus call 
out forces counteracting the fall. I t is true that, 
in the case of machinery, interest very often is an 
item of secondary importance. But as soon as we 
have to do with instruments of greater durability, 
such as factory buildings, ,ships, railways, water
works, etc., interest becomes a very important item, 
and, as the larger part of the capital used as durable 
instruments is of this character, the rate of interest 
has a very material influence on the methods of 
production. A substantial fall in the rate of interest 
could not but convert a great many technical possi
bilities into economic advantages, and, sooner or 
later, into realities; and there are absolutely no 
ascertainable l,imits to the use of waiting in different 
branches of production, if that waiting were to he 
had for nothing. . 

Waterworks for different purposes seem par
ticularly capable of absorbing vast amounts of 
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-capitaI,l and, as they arel in general extremely 
durable, the price paid for waiting is the all~important 
item in the cost connected. with the use of such 
works. If, therefore, the rate of interest were nil 
-or nearly nil, such enterprises as the Panama Canal 
would present no financial difficulties. As they 
would be carried out in such a way as to secure a 
practically eternal durability, their original cost 
would be very high j still, as their use would cost 
next to nothing, there would be a great demand for 
them, and they would dbsorb a considerable part 
-of the fresh capital of, the world. In Prussia a 
scheme for a magnificent system of canals has been 
drawn up by the government but rejected by parlia
ment. In almost all countries, plans for canals are 
being discussed which wpuld admit sea~going vessels 
to the interior. There can be no doubt that such 
waterways would be constructed on a large scale, 
and in a most efficient and expensive manner, if the 
rate of interest were low enough j moreover, there 
would be a tendency to diminish steadily the current 
expenses of such work~ by spending more money 
on the original construction. There are, besides, 
many other kinds of waterworks, which would prove 
profitable enough at a very low rate of interest, and 
would absorb enormous amounts of capital. Good 
instances of such are dver-works for the prevention 
of inundation or for the fertilisation of rainless 
districts, and the different methods of reclaiming 
land from the sea or from lakes. 

One may say that there is always-lying in stock 
as it were-any amount of technical possibilities in 
the way of substituting the use of capital for other 

1 The total sum spent on the waterway of the Elbe, as well 
as on docks, quays, and other harbour works, since 1888, IS 

reported to have been fifte~n million sterling. Much information 
on th~ subject is to be found in the Report of the Royal 
CommissIOn on the Port of London (1902). 
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factors of production. E very fall in the rate of 
interest will result in the setting free of a part of 
these possibilities and the conversion of them into 
actualities; and thereby a further fall will be pre
vented. . I f in this process the stock occasionally 
shrinks, it is abundantly compensated for by the 
continual addition of new possibilities, consequent 
upon technical progress. 

Everyone who attempts to. realise the state of 
things which would accompany a rate of interest of 
say Ii per cent. will surely perceive to what an 
extent the substitution of capital, in the form of 
<lurable instruments, for other fact<.>rs of production, 
would exceed all we are at present able to supply. 
Th~ demand for the use of capital for this pur
pose, which would ?-rise if no lnt~rest at all were 
to be paid for it, must be regarded as practically 
unlimited; and the possibility of satisfying such a 
.demand at any future period should not be- faKen 
into serious consideration. 

§ 3. Waiting /01' Production. 

Some time must necessarilt elapse between seed
time and harvest. This. obvious truth has more 
than a literal meaning, and is indeed the expJ.:ession 
for a very generaf economic necessity of great im
portance in the theory of interest. Some difficulties 
might arise from the question how the time required 
for any kind of production should be measured, or 
how to give an exact definition of the "period of 
production." Happily, we need not trouble olJr
selves with subtleties like this. Between any single 
service rendered in a Eroduction process and the 
end of that process, a certain time will elapse; for 
this a certain amount _of waiting is necessary, and 
the measure of this is the product of the price of the 
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service multiplied by theitime which has elapsed. 
The sum of all such waiti g necessary to a produc
tion process is a clear con eption and the only one 
which has any bearing on fhe problem of interest. 

To avoid all ambiguity, however, some things. 
should be added. The t~rm "production" is here 
taken to include not onlY, production in a purely 
technical sense but also transport and distribution. 
Accordingly, "waiting for Iproduction " is understood 
to include, c.g., that kind <;>f waiting which the shop
keeper finds necessary iti order to get rid of his. 
goods. Further, when ~ locomotive is made and 
delivered to the railwaYJ.-company, this production 
process is regarded as tj11ded, despite the fact that 
the use of the engine may become a factor in many 
future processes of prodUction. Thus it becomes. 
possible to separate waiting for the production from 
waiting for the consumption of durable goods, and 
to obtain a clear idea of :the total amount of waiting 
necessary for the former purpose in any production 
process. This sum of. waiting might shortly be 
termed the waiting required in that production 
process. Such a sum of waiting may always be 
regarded as the product of the total amount of 
money spent multiplied by a certain period of time. 
and this time may, for the sake of convenience, be 
called the "period of production" of the process in 
question. This expression involves a comparison 
between the actual pr6cess and a fictitious one, in 
which the samb total of money is spent but spent at 
once, the time which elapses between 1 . moment 
and the moment when ~he product is re~ -iy for use 
being equal to the period of production. This 
comparison is obviously justified by the fact that 
both processes, the real ?-nd the fictitious, require 
the same amount of waiting. 

The price paid fOli the total amount of waitin<T 
required in any production process will, of cours~ 



III DEMAND FOR WAITING 

enter into the cost of the product; and in this way 
the price of waiting always has an influence on the 
demand for different productS:1 This demand again 
involves a demand for the waiting required in the 
various production processes and reacts therefore in 
turn on the price of waiting. 

Let us suppose that the same result may be ob
tained by two processes, differing in their period of 
production, the shorter process being cheaper when 
the price of waiting is high and dearer when it is 
low. I t might here be theoretically argued that 
the rCj.te of interest decides which of these processes 
shall be adopted, and that a low rate will generally 
induce people to substitute longer periods of pro
duction for shorter ones. I t seems, however, 
extremely doubtful whether the rate of interest has 
in reality any such influence; in most cases the 
technical process adopted is absolutely determined 
by other reasons. 

We have now to examine the general tendencies 
of economic life in relation to the demand for waiting 
for production. We may state at once that there 
seems to be a general tendency in the direction of 
.shortening the periods of production. This tendency 
is perhaps most prominent' in the process of distri
bution. - Modern methods of communication-such 
facilities, e.g., as post, telegraph and telephone
tend to accelerate business op~tions, while the 
steady increase in speed of transport shortens the 
time of actual distribution. There is, besides, in 
the retail tr"..t ... a growing tendency to diminish the 
period of ~1 .• dover, as consequence of the concen: 
tration of this trade in very large shops. But 
production, even in a more technical sense, is con
tinually being 'shortened through the extended use 

1 The prices of old wines, for Instance, would be very much 
reduced by !l fall in the late of interest, and the demand for them 
would, therefore, in all probability considerably increase. 
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of modern means of communi~ation and through the 
concentration of industry into large factories. 

There is, in the best organised industries, very 
little in the way of materials' lying idle between two 
different acts of production, even if these acts have 
to be carried out in different factories, perhaps at 
great distances from each 'other. A modern iron 
work has no large stock either of raw materials or 
of their product j yet there 1S a continuous stream of 
ore and coal entering, and of iron being turned out 
of it. In Prussia, it was recently stated, on an 
occasion when railway trucks could not be supplied 
in sufficient quantity, that ~ great iron work had not 
more than two days' stock of coal. This shows that 
the time which elapses from the moment when the 
coal is found in the earth to that when it is con
sumed in the production of iron has been shortened 
to the utmost, the increased reliance now placed 
upon all kinds of transport arrangements having 
probably contributed much to these and similar 
results. l A great number of technical improvements 
have been introduced for the very purpose of 
shortening the period of production 2 j and, in nearly 

1 The following figures as to the time required for the produc
tion of steel-rails in the Rumlang iron works in Luxembourg 
are given by an expert :-

Hours. 
From moment of blasting to dump in furnace . . t 

" dump to flow of lIquid iron. . . . . . 24 
" flow to blast in Bessemer pear (steel). • • i 
" blast to rail mill Vla ovens where temperature 

of ingots is eq~alised. . . . . . • 2 
rolling rails and loading them . . . . . Tl"(j 

Thus about 27 hours are needed to transform iron and coal (from 
the rough state of nature in which they are found) to steel rails 
(without holes) loaded on board ship. 

2 A modern shipyard can buIld a cargo steamer of about 5,000 
tons from existmg designs and patterns in seven or eight months . 
thls is, however, very quick delivery, twelve months being a good 
average ~ime., It is do?btful whether the infinitely smaller and 
less efficlent wooden shlps of some generations ago could have 
been bUilt as q\llckly. I 
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all progressive methods, such shortening is more or 
less incidental. For instance, the steadily increasing 
speed of machinery cannot but accelerate the whole 
process of production and thereby diminish the 
quantity of waiting necessary. Again, there are, 
even in agriculture, some interesting instances of 
shortening. In Germany, the average age of cattle 
slaughtered is stated to have fallen steadily during 
the nineteenth century; in the case of sheep, for 
instance, the decrease is reported to" be from eight 
to ten years in the beginning of the century to two 
to three years at the end. l This tendency, which 
probably prevails in other countries as well, implies 
a very considerable reduction in the period of pro
duction of meat. The steadily increasing supply of 
wheat from the southern hemisphere tends, so far 
as it goes, to diminish-the period of production of 
bread, reckoning from the moment of harvest, to 
about one-half. 

I t should be observed, finally, that business men 
are becoming mot,e and more accurate in their 
calculations, and, therefore. more anxious to adopt 
all schemes for shortening the process of production, 
provided the interest so saved covers the extra costs 
incurred.' An illustration 'of this is afforded by the 
well-known fact that houses are now built in a much 
shorter period of time than was usual only a genera
tion ago, aQd that, in the most advanced instances, 
all mechanical appliances are used to accelerate the 
work, electric light even being supplied to admit of 
night-work. 

In conclusion, we may say that economic develop~ 
ment tends to reduce the time spent in production 
and thereby ~he total amount of waiting required 

1 cr. Huckert In Zeitschrift fur SocialWlssenschaft, 1900. 

2 The modern competition in short dehvery has done mm;h 
for reducing the period of production;- probably even more than 
the deSIre to save mterest. 
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for it. I t is, however, evident that this tendency 
cannot go much further. Indeed, it seems probable 
that the period of production has already in several 
branches been brought very close to its minimum. 
We may, therefore,' assume that it will never in 
this way be possible to save any large part of the 
waiting for production . 

.so far. we have considered only the element of 
time. But the element of quantity has just as much 
effect on the amount 'of waiting required in pro
duction. N ow, since this quantity is a steadily 
increasing amount, and since there are no ascertain
able limits to its growth, it follows that there cannot 
be, at !'tny time, a serious fall in the demand for 
waiting for production, and that, in the long run, 
the tendency towards a growth of this demand must 
outweigh the opposite tendency. 

N or is the whole sum of waiting required from 
the fact that production takes time very considerable. 
This kind of waiting corresponds to the use of 
circulating capital; and the circulating capital is 
surely only a small part of the whole. Thus, even 
if a small and temporary fall in the demand for 
waiting for production took place, in consequence of 
an acceleration in production, this fall would weigh 
little in the balance against the continual growth of 
the use of durable gooqs. 

Summing up then the arguments of this chapter, 
we arrive at the final conclusion that the totat 
guantity of waiting required in order to satisfy 
human wants has a decided tendency to increase " and 
that a very low rate of interest would stimulate thz's 
increase beyond all limits. 

§ 4. Waiting in Ant:£cipation of Future Incomes. 

Hitherto we have been considering that demand 
for waiting which arises f~om the fact of waiting 
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being, objectively and materially, a necessary con
dition for the satisfaction of human wants. Some
thing still remains to be said about another source 
of the demand for waiting, and ~n entirely differe~t 
one. A person borrowing money at a certain time 
for consumption in his own household, and repaying 
it at a later date. undoubtedly makes use of waiting, 
and adds to the total demand for this service. This 
waiting is not necessary from the point of view of 
production. The commodity or service to be con
sumed is at the disposal of the consuming society. 
The particular individual, however, who wishes to 
consume it, has not, for the moment, the means of 
doing'so, but hopes to obtain them at a later period. 
He, therefore, induces some other person to lend 
him the money; that is to say, to postpone the 
enjoyment of that money to the later period; in 
other words, to take over the function of waiting 
for him. 
_ The' reasons why the borrower should wish for 
such an arrangement may be quite legitimate. A 
young man with good natural gifts but without 
money may wish to enter some profession, for in
stance that of a medical man; he may, then, with 
great advantage both as regards himself and society, 
borrow the money required for his education. If 
he succeeds, he will be able to pay his debt out 
of his earnings; and the principal risk, that of the 
premature death of the borrower, may be covered 
by an insurance on his life.} 

There is also, as everybody knows, a large class 
of debts incurred for personal consumption of quite 
an illegitimate character. The borrower in such 
cases consumes to-day a part of some problematical 
future income which he has no reasonable hope of 
ever acquiring, and by means of which his future 

1 Such an arrangement is common in S~eden. 
K 
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wants will be no better provided for than his present 
ones now are. 

To this last category of borrowers belong a good 
zhany governments. Indeed, whenever a State 
increases its debt over and above the total State 
property, it is clearly guilty of spending anticipated 
future income. A considerable demand for waiting 
seems to arise out of such illegitimate anticipations 
of future resources, and the rate of interest would 
probably be somewhat lower could we rid ourselves 
of that particular source of demand. 

I t seems unnecessary to give further instances of 
loans for consumption, but some few words should 
be added as to the general character of such loans. 
Waiting on the side of the lender enables the 
borrower to anticipate a future income, z:e. to use a 
future income in order to satisfy a present want. 
The reverse of this is obviously the postponement 
of a present income, i.e. the use of a present income 
in order to satisfy a future want; and this is just 
what we have called waiting. Hence anticipation 
and postponement are nearly connected with one 
another, the first being, in fact, only the negative 
aspect of the second. The reasons for anticipation 
are therefore as a rule simply the opposite of the 
reasons for postponement, both being exposed to 
influences of very much the same character. Since 
these two lines of action -might be regarded as 
special ways of disposing of individual income, they 
are, perhaps, from this point of view best studied 
together. I 

I t is, therefore, not necessary to consider, in this 
chapter, that demand for waiting which arises from 
personal expenses ih anticipation of future income. 
This kind of demand may be treated as a negative 
supply, and may therefore simply be deducted from 
the supply. As we shall have to examine more care~ 
fully, in the ne> ' ,apter, into the causes governing 
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the supply of waiting, it would only lead to fatiguing 
repetitions, were we, at this point, t<1 discuss sepa
rately the demand for waiting here referred to. 
~Accordingly we shall in future, when speaking of 

the demand for waiting, always mean such demand 
alone as arises from the fact that time is required 
both for consumption of durable goods and for 
production. 

K 2 



CHAPTER IV 

SUPPLY OF WAITING 

§ I. On Waiting. 

A MAN who spends only £400 out of an annual 
income of. £500 is commonly said to save £ 100 per 
annum. This sum he might simply lay aside for 
future purposes, and thus in time store up a con
siderable amount in cash. This was indeed the old 
method even amongst European nations, and is still 
the prevalent custom in some less civilised lands. 
In modern society, however, the person who saves 
money generally invests it.l This he may do in 
different ways. He may himself make use of it in 
his own business, or he may lend it to another person 
who is starting business on his own account without 
possessing the requisite capital. For the sake of 
accurate analysis we shall choose the latter case for 
consideration, the functioh of the person who saves 
being there clearly distinguished from that of the 

1 This IS a necessity in)he modern community. As Sir Rooert 
Giffen says: "SaVIng and investment go on pari passu." If not, 
if "the saving commumty in all dIrections endeavoured to heap 
up its savings In hard cash even for If month, certainly if it did so 
for a year, the mopey market would collapse. The accumulations 
of a single year, even taking them at 150 millions only, ... would. 
absorb more t1._n the entire metallic currency of the country. 
They cannot, therefore, be made in cash."-" Growth of Capital," 
London, 1889, p. IS~. 
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trader; whereas in the former case both functions, 
as performed by one and the same person, are 
confused. l 

We have studied in the preceding chapter the 
different purposes for which the employer requires 
waiting. This waiting is supplied to him by the 
person who invests money, as investing represents 
his decision to take over a certain kind of waiting. 
The employers are the leaders of social industry: it 
is they who in the first instance decide in what 
directions the productive forces of the community 
are to be turned; though they are, of course, very 
much limited in their decisions ~y the wishes of 
the consumers on the one hand and, on the other, 
by the willingness of the investors to supply the 
necessary waiting. If the airectors of industry 
choose to create more capital, z:e. if tliey decide 
that more durable goods shall be used, or that 'the 
volume of production shall be increased so as to 
necessitate a larger quantity of raw material and 
iQtermediate goods, and if the necessary waiting is 
supplied, then the new capital is created. 

Capital is, by definition, produced. Hence accu
mulation of capital necessarily involves production 
of capital. For this production the service of many 
different factors is required: of these, labour in 
general is the most prominent. Hence it might be 
said, with some degree of truth, that" labour has 
created all capital." But the very existence of that 
capital when once produced, involves waiting for the 
sake of the useful services that may be derived from 

1 It is clear that the man who undertakes business on his own 
account, If he is at the same time a capitalist, fulfils in this 
capacity the s~me futIction of waiting as other capitalists. As 
soon as he is free to decide upon the use of his capital, he might 
go on contributing his part to the total supply of waitmg or he 
might withdraw it. In this action he wlll on the whole be gUided 
by very much the same motives as all other capitalists are.. Thus 
blS supply is included in the discussion of ~he present chapter. 
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it for the satisfaction of human wants, and the 
decision to supply this waiting must, of course, 
precede the creation of capital. Saving therefore is 
a necessary condition for the creation of capital. 

The person who saves undoubtedly abstains from 
the consumption of certain commodities or services. 
From this fact a most curious conception of capital 
has arisen and caused much confusion in the science 
of political economy. Capital is regarded simply as 
an aggregate of these non-consumed commodities, 
as" a stock of goods of different kinds stored up 
somewhere," as Adam Smith puts it; and accord
ingly, it is said, the function of capital is to serve as 
a fund stored up for the purpose of maintaining the 
labourers until the fruits of their labour ripen. 
This view of the matter is entirely erroneous. As 
a matter of fact, the commodities or services "ab
stained from" are never produced; on the whole 
and broadly speaking, only that is produced which 
is required by the consumers. If the consumers 
decide to save and to invest their money in pro
ductive enterprises, it means that the industry of the 
society is diverted to some extent from the pro
duction of immediately useful things to the produc
tion of capital. Hence saving means diverting 
productive forces towards future ends. 

In many cases a person investing his money must 
take into account the possibility of losing it. That 
is to say, there is bften a certain element of risk 
connected with waiting. This- element must, in our 
analysis, be separated, so far as possible, from wait
ing in the pure and real sense of the term. To 
incur risk in industrial life is a function by itself, 
which must be clearly distinguished from the func
tion of waiting. In this chapter we shall have to 
examine the willingness of people to wait, not th~ir 
willingness to run risks; we shall consider therefore 
only those loans in which there is, practically, no 
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risk, or, if there is a risk, we shall assume it to be 
paid for separately. There is, of course, in human 
life no such thing as absolute security. N everthe
less, in many transactions of modern society, the risk 
is reduced to such a minimum that it is practically 
not taken into account. In these cases nothing is 
paid for the risk and therefore all the interest actually 
paid may be regarded as reward for waiting. 

But, though there may be no difference as to 
security, there may be very important differences in 
the other conditions of waiting. Waiting is not a 
uniform service, as it is so often represented to be; 
neither is there any such thing as a uniform rate of 
interest. 

When a person undertakes to supply the waiting 
required for a production process, the natural 
period for that waiting is at least as long as the 
period of production itself; and, in waiting for the 
consumption of durable goods, money would naturally 
have to be invested for the whole period of con~ 
sumption. Hence it may be said that waiting for 
long pen-ods is the real and principal form of waiting. 
Waiting for short periods is, in relation to this, a 
secondary form. The service performed by this 
kind of waiting corresponds 6nly to small parts of a 
production process, and most generally to a special 
phase of distribution j and it is only by artificial 
means, particularly by the elaborate and ingenious 
mechanism of bills of exchange that this form of 
waiting has been made possible. 

Any contract of waiting may, of course, be taken 
over by a third party j the original lender is there
fore bound only until he can find another person 
willing to take over his obligations. But it by no 
pleans lies in the' nature of the function of waiting 
that such an oppor~nity should offer itself at every 
moment. By means of a special mechanism, how
ev~r, this advantage has been secured for a great 
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class of loans, namely those introduced on the 
Stock Exchange. It is true that the lender is not 
guaranteed the return of the precise sum he has 
lent, the quotations of the Stock Exchange being 
liable to variations. But even this disadvantage is 
removed if' the money is deposited "on call" with a 
banker, 

I t is only natural that waiting offered under such 
widely differing conditions should command very 
different prices. In fact, a special rate of interest 
is quoted for every special form of waiting, the 
lowest prices generally being paid for waiting "on 
call" and for waiting under the conditions offered by 
consols and similar securities. . 

The question now arises: which rate of interest 
shall we have in view in discussing the necessity 
and the probable future of interest? The answer 
is, of course, that a complete theory of interest must 
examine into the causes by which the price of each 
special form of waiting is governed. Still there 
seem to be strong reasons why we should concentrate 
our attention on "waiting for long periods." This 
form of waiting is, as has already been said, the real 
and principal form; and a very considerable quantity 
of capital must be looked upon as invested under 
such conditions-specially if we consider how much 
capital is fixed in the capitalists' own undertakings. 
Accordingly, in the following discussion, by " the rate 
of interest" we shall mean the price of "waiting for 
long periods." When it is contended that the rate of 
interest probably will never sink below I! per cent., 
it is the long period rate that is referred to; and 
it must be understood that nothing has been said 
about the price of waiting under more favourable 
conditions. For no one would deny that the price 
for "waiting on call" could temporarily go down 
to nil. ' 

Lending money on first mortgage on real property 



IV SUPPLY OF WAITING 137 

may ~e ~ken as a type of the kind of waiting we 
"~ave m view here. There is practically no risk in 
It.; .the lende: can get his money back again on 
glvm~ the stlp~lated notice, or he may transfer the 
secunty to a thIrd person; only his security has not 
the extra and artificial advantage of being introduced 
<m the Stock Exchange and dealt with there every 
day. . 

The objection might be raised that there is a 
certain amount of trouble and even expense in con
tracting such a loan, and that, accordingly, since 
the rate of interest obtainable in this way includes 
remuneration for trouble, this operation does not 
represent a pure and simple function of waiting. 
This objection leads us to consider, more generally, 
the question of "trouble" in connection with lend
ing of money. There is always some, trouble con
nected with the arranging and carrying out of a 
loan contract. Supposing a middleman to take over 
this trouble as a special function, we arrive at the 
necessity of considering, as regards every loan, two 
different rates of interest: one rate paid by the 
borrower, and therefore governing the demand for 
waiting, another and a lower rate paid to the lender 
and therefore governing" the suppl~ of waiting. 
The difference between the two rates, representing 
the payment for "trouble," depends very much on 
the organisation of the market for every particular 
kind of security. I t seems to vary much even from 
one country to another. In Sweden, the banks 
generally take charge of mortgage securities. aRd 
receive the interest on behalf of the lender at the 
trifling annual commission of one half pro mille (one 
shilling per cent.). Deducting this quota from the 
rate of interest, which varies between 4 and 5 per 
cent., the rest may be said to represe~t, .truly ~nd 
properly, the reward of waiting, the capItalist. havmg 
nothing more to do than to draw cheques on hiS bank. 
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§ 2. Causes governing the Supply of Waiting. 

"The amount of net produce, this excess of 
productiQn above the physical necessaries of the 
producers, is one of the elements that determine the 
amount ~f saving. The greater the produce of 
'labour after supporting the labourers, the more there 
is which can be saved. The same thing also partly 
contributes to determine how much will be saved."l 

In these remarks Mill has noted an important 
cause governing the supply of waiting, viz. the 
capacity for saving. I t might be defined, more 
broadly, as the surplus of the produce of a society 
over and above the necessaries which such a society 
must consume in order to maintain its actual standard 
of efficiency. So much is, of course, never saved; 
still this capacity for saving has a great bearing on 
its actual volume. 

Jmpressed by the enormous growth of productivity 
of recent times, people have accustomed themselves 
to look on the possibility of creating capital as 
quite unlimited. This conclusion is however ~ot 
quite consistent. 

The productivity of society will certainly continue 
to increase. But at the same time the "necessaries 
of efficiency" will increase: firstly, because of the 
growth of population; secondly, because of the rise 
in the labourers' standard of consumption, which is. 
to a great extent, a necessary condition of higher 
efficiency. The question then arises whether the 
productivity or the necessaries of efficiency are 
likely to increase faster. This is an extremely 
delicat~ question, involving among other things the 
old controversy as to the problem of population. It 
is, therefore, rather dangerous to contend-as is so 
often done-that the capacity for saving, which is 

1 John Stuart Mill, Principles of Political Economy, Book 1.. 
Ch. XI., § I. 
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the di.fference between productivity and necessaries. 
must mcrease. 

Further, incr~c;sing productivity i~ possible only 
un~er the condItIon of a correspondmg increase of 
capItal. In~eed, as we have seen in the preceding 
chapter, an mcrease of productivity will require in 
the future! not merely a proportiomi.1, but probably 
even a stIll greater increase in the use of capital. 
Thus an unl\mited growth of productivity would 
imply an unlimited growth of capital. Hence there 
seemsl to be no reason for believing that the market 
will be better supplied with capital on the ground 
of an increasing productivity. 

From these considerations a negative conclusion 
at least may be drawn: the common assumption 
that capital-or at least the capacity for creating 
capital-has a natural and necessary tendency to 
grow faster than the demand for it, is wholly 
unjustified. 

To come now to the second chief factor in the 
supply of waiting, viz. the desz"re of waz"ting. The 
strength of this desire may be said generally to 
manifest itself in the relative degrees to which 
future and present needs are satisfied. 

It has been pointed out by several writers how 
little is thought, in primitive societies, of any kind 
of provision for the future. 1 The principal reason 
given for this is the extreme insecurity which usually 
prevails in such societies, and, indeed, m~kes all 
kinds of disposition for the future uncertam. As 
security of property as well as of life increases, 
habits o( prudence and forethought begin to develop. 
Some weight is now attached to future needs, and 
such needs are even provided for, so far as they do 
not interfere with the more urgent needs of the 
present. At higher stages of development, more 

1 cr. e.g. Rae, New Principles or Political Economy, Book II.~ 
Ch. VI. j and Mill, Book IV., Ch. IV., § 3. 
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and more distant needs are taken into consideration, 
and the relative importance attached to them 
increases. 

N ow this general tendency in the development of 
the human mind, may be regarded as a historical 
fact, and, arguing from it, some have been. induced 
to contend that this .o.evelopment will go on in the 
same direction ad infinitum. 

A little consideration, however, will show the 
groundlessness and the improbability of such a 
conclusion. The evolution in question may be 
described as a rise in the estimation put upon future 
needs as compared with the estimation put upon 
present ones. But such a rise obviously cannot 
go beyond a certain limit and must "slow down" 
very greatly as it nears this limit. 

Present needs are necessarily more urgent than 
future ones. This should not be understood as 
meaning that every present need is more urgent 
than any future one. But if we compare t~o needs, 
each of which has the same importance in its own 
time, that one which is present is generally more 
urgent than that which belongs to the future. The 
most obvious reason for the greater importance of 
present needs is that present life is an indispensable 
condition for future life. The labourer must have 
his food to-day, otherwise next year's food would be 
of no use to him. N or is this consideration confined 
tQ the maintenance of physical life. It is just as. 
evident that the support of health, strength, and 
efficiency at the present time is, for everyone, a 
necessary condition of being able to earn and enjoy 
anything in the future. The person who would 
deprive himself of every enjoyment for the present 
in order to save it for the future, would soon find 
that he had lost that mental' activity and brightness. 
without which no real enjoyment is possible. Again, 
the uncertainty of life makes it always doubtful 
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whether a man will ever enjoy what h~ •. __ saved 
for the future, even if he has invested it in first 
class securities. . On such grounds present needs are 
generally, and nghtly, regarded as more important 
than future ones. 

Naturally these grounds for the under-estimation 
of future needs are strongest among those classes 
who are able to provide only very scamily even for 
the present. 1 ndeed, the labourer would be a bad 
economist if he deprived himself of sufficient food 
in order to save for the future. But in the higher
classes of wage earners more importance is attached 
to future needs. And in the middle and upper classes 
there is evidently a s~rong tendency to put future 
needs on the same level as present ones. 

From this high estimation of future needs, it does 
not, however, necessarily follow that people will save. 
A man who attaches the same importance to future 
needs as to present ones, if he expects to be able'to 
provide for his needs in the future just as easily as 
he does now, has no reason for setting aside any
thing of his present inFome; he is quite rig~t in 
acting -111>: accordance with the old saying: " every 
day has its own trouble." Now, this is the case 
with that Jarge class_ who earn a fixed salary, and a
salary which usuany rises as . the family expenses 
grow. .1 t is also the case, even in a higher degree, 
with the- capitalist living on the return fro~ his -
capital, and also; though subject to more uncertamty, 
with th_e ordinary-merthant or factO'ry owner. What 
these classes have to do, in order to make the same 
provisi9n fur~the future as for the present, is, first, 
to make their expected incomes in the future sure, 
and, second; to set asj,.L a sum for a time when .they 
will not be-able to eal.' SUC11 incomes. By b~lJ1ess' 
men, these ends ilH '·:m.~·el'- attaLled.through a,rcumu
lating capital; . by tile other classes _concerned, . 
mainly through ·the insurance policy, which serves as 
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a protection against risks, and, at the same time, as 
a medium for accumulation. 

On these grounds, a person who desires to provide 
for his future just as well as he provides for his 
present, has, as a rule, to save some minor part of 
his income. This much, however, is actually saved 
by great numbers of people. There seems little 
reason to assume that such persons will come to save 
more; for this would mean that they attach higher 
importance to future than to present needs. Hence 
the possibility of a further growth of accumulation 
in this direction-with the object of providing for 
future needs-is limited to an extension of similar 
habits to the whole population, and specially to the 
great class of wage-earners. This will, however, be 
a slow process, and will obviously require a simul
taneous rise in the whole standard of consumption 
of the labourer. 

N or is it very probable that further development 
will lead us to take more distant needs into con
sideration. People are already providing for their 
lifetime and for their children. More cannot reason
ably be asked for. I t would simply be absurd to 
consider and try to provide for the needs of our 
grandchildren or for still more distant generations. 
On this account we cannot expect any very con
siderable increase in the desire for waiting. 

I n this connection something should be said as to 
the investment of money in the education of children. 
From the parents' point of view such investment is 
eq1llivalent to the accumulation of a certain amount 
of capital for the benefit of their children. The 
parents, then, may be said to supply a quantity of 
waiting; but the children, who consume at an earlier 
period what they will earn only at a later, must in 
this case also be counted as demanders of the same' 
quantity of waiting'_J We may, therefore, very well 
omit this whole iterI1l. in our account of the demand 
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and ~upply of wa~ting. Even the community, which 
provl~es a .certam amount of free education, may 
be said to mvest money; undoubtedly it supplies a 

. certain amount of waiting; but it seems better not 
to count this supply, nor the children's demand for 
it; otherwise we should be tempted to count the 
~hi!dren themselves as ~apital, waiting being always 
mtlmately connected with the use of capitaL Su~h 
~onfusing terminology has sometimes been used,' but 
It should be avoided. 

I t might be said to be a general tendency of' 
modern life to sacrifice more and more for the sake 
of education. But this tendency gives no weight-to 
the supposition that the total desire of accumulation 
is growing: it is immediately counterbalanced by the 
demand for waiting arising from the chil~en's con
sumption in anticipation of their future incomes. 

Summing up our argument, we may state, in 
conclusion, that, although the progress of civilisation 
has been marked hitherto by a continuous growth 
in the desire of providing for future needs, it would 
be wrong to assume that this growth is u_nlimited. 

Curiously enough, however, there seems to be 
another reason for saving, which cannot properly be 
accounted for as iL desire of providing for future 
needs. When a great capitalist with an annual 
income of, say, £100,000, accepts a certain standard 
of life requiring £30,000 of yearly expenses, and 
thus saves £70,000 a year, and has the intention 
of going on doing so, he cannot be said to provide 
for future needs. He simply accumulates capital for 
the sake of accumulation. There may be various 
reasons for doing this; pure vanity and a desire to 
rise in the estimation of what is called "society"; 
the demand of the born leader of ir.dustry to direct, 
to govern, and to have a field of w?rk l:uge e~o?~h 
for his activity and energy ; th~ ol)VlOu~ Impossibility 
of finding any reasonable way of spendmg the whole 
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of a great income; the miser's senseless enjoy
ment of seeing himself "worth" so many thousands 
or millions. But, whatever the reason, such ac
cumulators of capital undoubtedly fulfil the social 
function of waiting j and this on the whole may 
be of greater advantage to society than if these 
wealthy individuals chose to spend their money. 

N ow we might ask whether such supply of 
waiting has a tendency to increase or to decline; 
but it seems impossible to. give a definite answer 
to this question. I t is evident, however, that the 
luxury prevailing among the very rich is increasing; 
and this tendency must of course, other things being 
equal, diminish their supply of waiting. 

So much for the general tendencies prevailing in 
regard to the desire of waiting. We have now to 
examine a question of a more special character, but 
of the highest importance for our problem, viz. the 
influence 'Of the rate of interest on the desire of 
waiting. 

The views of economists on this matter have 
altered vety much. I t has been contended that a 
high rate of interest would encourage the desire of 
waiting, just as a high price generally brings out 
supply; and that, accordingly, capital must increase 
faster when the rate of interest is high. On the 
other hand, it bas been emphasised that persons 
desiring to procure for themselves a certain annual 
income are compelled to accumulate a much larger 
capital if the rate of interest is low. 

In order to clear up these points, it is necessary to 
distinguish, as we have done above, between the 
different classes of accumulators. The great capitalist, 
who has adopted a certain standard of life and who 
has accustomed himself to set aside the rest of his 
income whatever it may be, would surely save less 
were his income considerably diminished by a serious 
fall in the rate of intel'est. As this class of accumu-
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lators at the present time account for a large part of 
the total supply of waiting, there can be no doubt that 
such a decrease in their savings would make itself 
felt. It is true that certain ·incomes of the capitalist 
class have the character of rents fixed for a longer 
or shorter time. In so far as this is the-case, the 
effect of a fall in the rate of interest would be 
retarded. • 

The better class labourers, who now accumulate a 
small capital as a kind. of insurance fund against 
lack of employment, sickness, arid so on, would 
probably act in the same manner whatever the rate 
of interest. As a fact, the accumulations of the 
savings banks have showh themselves to be very 
little affected by the rate. Almost the same might 
be said of the accumulation of capital now made 
tbrough the 1Dedium of insurance companies, though 
it seems probable that the higher premiums which 
would result from a lower rate of interest would 
for some time put a check on such -business. 

As regards the great class of accumulators who 
aim at acquiring a capital large enough to enable 
them to live on the interest, the matter is more 
complicated. Such a capital may be accumulated in 
many different ways. I t can De done by a relatively 
small annual sacrifice provided that the accumulation 
is extended over i. long period; or it can be done 
in a shorter time but at a larger annual cost. I t is 
necessary, however, in order to elucidate the question 
to discuss a special case; this. should be chosen so 
as to 'represent, so far as possible, normal conditions. 

There must, generally, be some reasonable pro
portion between sacrifice and end, between the 
annual savings and the future income they are 
intended to assure. A proportion of one to one 
seems rather large, and it is probable that in most 
cases people do not sacrifice so much for the future. 
There is a strong desire among most people that 
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their future income should not fall short of their 
present living expenses. But the annual saving of 
a sum equal to these expenses means a saving of 
one half the current income, which must be regarded 
as a very high degree of parsimony. Even if 
people content themselves with a future income 
equal to the half of their present expenses, the 
annual saving of such a sum requires the saving of 
a third of current incomes, which still involves a 
considerable sacrifice. W ~ may conclude therefore 
that most people are not prepared to save annually 
a larger sum than that which they intend to provide 
for themselves as future annual income. 

Let us suppose, then, that a person has decided 
to provide for himself a future income of £1,000, 

but that he is not prepared, under any circumstances. 
to set aside more than this same sum of £ 1 ,000 a year. 
If the rate of interest is 6 per cent., he may easily 
attain his end by accumulating a capital which 
affords him the desired income. Such capital need 
not be more than 16j times as large as his annual 
savings. But if the rate falls the task will be more 
and more difficult. At 3 per cent. he must accumu
late 33t times as much as his annual savings; at It 
per cent, 66j times as muc~. We see now where 
the difficulty arises. The shortness of the act£ve 
per£od ()f human life must, sooner or later, if the 
rate of interest is supposed steadily to fall, abso
lutely prohibit any attempt to accumulate a capital 
sufficient to yield an income equal to the sum 
annually saved or even anything like it. In fact. 
actual calculation shows that the time, required for 
such a purpose is ; 

At a rate of interest of 6 per cent. . I2 years. 

" " " 3 " 24 " 
" " " 

2 
" 35 " ~ 

" Ii 47 " " " 
,. 

" " " I 
" 70 

" 
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These figures give us at once the correct view of 
the problem before us. If the rate of interest fall 
from 6 per cent. to about 3 per cent., people will 
adhere to the method formerly adopted for procuring 
a [uture income, viz., the accumulation of capital; it 
wd~ co~t them more effort, but still it will be possible. 
ThIS wIll have the effect of making them, individually, 
accumulate much larger capitals,-in the special case 
assumed, twice as much. Consequently, the effect 
of the fall in the rate is an increase in the supply 
of waiting and a very considerable increase. This 
is what those writers have had in view who have 
emphasised that a low rate must force people to 
save more. 

But if the rate of interest continues to fall and 
reaches such a point as I! per cent., the effect upon 
the supply of waiting will be just the reverse. 
People will no longer see their way to provide the 
income desired by the method of accumulating 
capital.· They will accordingly abandon it, and 
adopt another method which will serve the main 
purpose just as well, but will not give the additional 
satisfaction of possessing a certain capital. Such a 
revolution in the conduct of large numbers could not 
fail to very seriously affect thetotal supply of waiting. 

We arrive at the same result if we staTt from 
another standpoint. Assuming that a man of the 
class we are speaking of is able on an average to go 
on accumulating for 25 years (which is rather long, 
as people do not generally arrive at large incomes 
at an early age), he may attempt to accumulate a 
capital yielding the desired income by saving a 
certain sum annually during the 25 years. But this 
sum will, at various rates of interest, bear the 
following proportions to the inc~m(' which the 
accumulator desires to procure for hmlself; 

At a rate of interest of 6 per cent. 
" " ,. 3 ", 

• -0'30 

:- 0'91 

L 2 
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I'6 At a rate of interest of z per cent. 
" ,; " It " • , • 2'2 

" " " 
I 

" ... 3'6 

I t is clear that there will be, even at a rate of 
3 per cent" a strong temptation to many people to 
give up the task and to adopt an easier scheme of 
providing for the future, And this will be done 
on a very large scale if the rate goes down below 
2 per cent. 

I t follows from what has now been said that, with 
a rate of interest of something like Ii per cent., all 
forces would combine in weakening very considerably 
the desire of accumulation in the very classes which 
now contribute the largest part of the total supply 
of waiting, 

But a very low rate of interest would have an
other and an additional effect j namely, that small 
capitalists would begin, very generally, to consume 
their capital. This is a matter of the utmost im
portance for the theory of interest, and we shall 
therefore consider it more in detail. 

I t is clear, to begin with, that a capitalist cannot 
consume his capital in the literal sense of the word. 
But he may retain the whole or a part of his money 
yvhen it is paid back, or he may find a third person 
willing 'to take over his function of waiting. People 
who, in this sense, consume their capital, obviously 
withdraw a part of the total amount of waiting 
already supplied. If such a practice became general, 
it would have quite a disastrous effect. 

Let us therefore analyse what influence a fall in 
the rate of interest would have on the tendency 
to consume capita,l. The most 'rational way in 
which a person may consume his capital is that of 
buying an annuity for the rest of his life. Whether 
he will do this or not, depends of course very muc;h 
on the proportion/in which his annual income will 
thereby be increa~ed. This, again, depends partly 
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on the length of the period during which he wijl 
consume his capital, and partly on the rate of interest. 
Let us -Suppose, in order to fix our thoughts, that a 
capitalist, in such a position that he can indepen
dently dispose of his capital, has on an average 30 
years more to live. Then, if the rate of interest is 
high, he will not gain very much by exchanging his 
interest-income for an annuity; but if the rate of 
interest falls below 2 per cent., the gain becomes 
substantial, and the capitalist will readily be induced 
to consume his capital. Again, supposing the 
capitalist willing even to provide an income for his 
children, he might have the choice between simple 
interest on his capital and an annuity for sixty years. 
The advantage of the annuity scheme is purely 
nominal with an ordinary rate of interest; but 
becomes considerable at a rate of Ii per cent., and 
quite overwhelming at a lower rate. 

The whole matter is best illustrated by the follow
ing table, where the proportion between annuity and 
interest is given for different rates of interest, 'under 
the assumption that the capital is consumed in 
30 and 60 years. 

Rate of Capital consulned Cap.tal consumed 
onterest. on 30 years. .n 60years. 

i 13'9 --7"1 9 

i 7'20 3'87 
4'98 277 

1 3'87 2'22 
It 2'78 1'69 
2 2'23 1'44 
3 170 1'20 

4 1'45 I'll 

5 1'30 z'06 
6 1'21 1'03 

10 1'06 1'003 

A glance at this table is- sufficient to make it cle~r 
that the gap between 2 per cent. alld....I .per cent. IS 
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very critical, and that the rate of interest cannot 
pass through it without forcing a great number of 
capitalists tp begin consuming their capital. The 
table will besides, it is hoped, give .every one a 
vivid impression of the absurdity of the supposition 
that the rate of interest could ever sink to a fraction 
of I per cent. 

I t is obvious that an opportunity of doubling, and 
still more of trebling, an insufficient interest-income 
must be a very strong inducement to set aside con
siderations of minor importance, such as the leaving 
of one's capital intact for the benefit of more or less 
distant relatives. It is, of course, possible, at every 
rate of interest, to double or even treble the income 
drawn from capital, if only the period of consumption 
be sufficiently short. The higher the rate of interest, 
the more must this period be reduced. At the 
ordinary rate of interest of, say, 4 per cent., it is 
possible to double the income by consuming the 
capital in 17'7 years, and to treble it by consuming 
the capital in 10'3 years. Supposing the rate to be 
3 per cent., the corresponding figures are 23'4 and 
13'7 years. Accordingly, experience shows that the 
majority of those who buy annuities are between 
60 and 70 years of age. But if the rate went down 
to 2 per cent., it would be possible to drawl double 
the income in the form of an annuity for 35 years, 
which period would cover the remainder of life for 
most adults. And, at I per cent., everyone would 
be able to treble his income for the rest of his life at 
the cost of not leaving anything behind him. It 
can hardly be doubted that, under such circum
stances, a very considerable part of the present 
supply of waiting would be withdrawn. 

The following table gives the number ot years 
for which a capital would last, when gradually coq
sumed so as to provide an income respectively two 
a.nd three times as.1arge as the interest. 
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Rate of Dou61e Tre61e 
.nterest, Income, zncome. 

i, 277"6 162'3 
t· 139'0 81'3 
! . 92 '8 54'3 I 69"7 40'7 

It· 46'6 27 2 
tz 35'0 20'S 

3 234 13'7 
4 In 10'3 
5 14'2 83 
6 II'9 7'0 

10 7'3 4'3 

This table also makes it clear that the gap between 
2 per cent. and I per cent, is a critical one. Above 
2 per cent. an income can hardly be doubled and 
still less trebled---;if the capital is to last to the end 
of life-unless in the case of old people. But, below 
I per cent., income can be trebled and still the 
capital will last for periods covering the life not only 
of one generation but also of the next. There 
would, under such circumstances, be no reason why 
capitalists should abstain from consuming their 
capital. 

" The number of years' purchase for which a fixed 
annual rent will sell" is only another expression for 
the rate of interest; supposing the rate to be 4 per 
cent. or -Jt" the number of years' purchase is 2 S. 
This mode of expressing the matter has great 
advantages. For it is obvious that no one will offer 
a number of years' purchase greater than the number 
of years for which he intends to provide. I t is 
perhaps not apparent to everyone that, there is 
something natural in a rate of interest of 3 or 4 per 
cent. But it is quite obvious that the number of 
years' purchase for which the same nominal rental 
will sell in the market must tend to be something 
between 2S and 33i years, 'l.nd is not likely to 
surpass the latter limit, for the simpl~ reason that 
human life is short. 
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There is, in fact, an intimate connection between 
the average length of human life and the rate of 
interest. In a state of war, of internal disorders or 
general insecurity in regard to life, or in bad climates, 
the probable length of life is short, and the rate of 
interest has always, under such circumstances, been 
high. Though other forces have, certainly, con
tributed to that result, it cannot be doubted that the 
shortness of life has been an essential cause. On 
the other hand, .. were life to endure for ever" and 
"were we guided solely by the dictates of reason, 
there could be no limit to the formation of means 
for future gratification." 1 In other words, a sub
stantial increase in the average length of life would 
in all probability. be followed by a fall of the rate of 
interest. But people who predict: that the rate of 
interest will altogether disappear seem scarcely more 
reasonable than the old English socialist Godwin, 
who earnestly asked why we should not, one day, 
becom,e immortal! 

§ 3. Conc/us£ons. 

Among modern writers on economics we very 
often find the idea expressed that interest may, and 
probably will, sink to a very low rate or even become 
negative. It is conceivable, we are told, that 
savings may increase "until the accumulation of 
capital reaches such a point that interest becomes 
nominal, or even negative." . . . "I t is a distinct 
advantage to those who wish to make future pro
vision to have wealth kept for them until such time 
as 'it is most convenient to consume it," . . . "and 
in case of a glut of capital for industrial purposes, 
it might be necessary to pay for this 'employment, 
jU5t as you pay an agent for farming land in hand, 

1 Rae, New Principles of Political Economy, Book II. Cll. VI. 
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or. a c~reta.ker for !iving in an unlet house." 1 Cer
tamly It might be 10 exceptional cases,-from which, 
however, we cannot draw the conclusion that the 
market rate of interest may become necrative any 
more than we might concl~de, from the ~ase of the 
caretaker, that there might come a time when house
rent generally would be paid by the owners to the 
occupiers! 

I t is a commoI1 belief that the rate of interest 
has ~ natural tend~ncy to ~aI~ : from the alleged fact 
that 1t has fallen hItherto, It IS concluded that it will 
cont~nue to do so for the future. Both ~he fact and 
the conclusion are extremely doubtful. It is to be 
remembered that we have been dis~ssing only the 
market rate; therefore, wei cannot· go back in our 
comparisons to times when no market yet existed; 
and, in times when interest was severely prohibited, 
no market can be said to have existed. The first 
real market for the use of capital is perhaps to be 
found in Holland in the middle of the seventeenth 
century, when the usual rate is said to have be'en 

1 Fo~ell, The Social Aspect of Banking. Jour~al of the In: 
stltute of Bankers. Vol. VII., 1886. This is only one Instance 
out of hundreds. Leadmg economISts in almost all countrtes 
could be quoted in support of' similar- views. In a note to his 
chapter on "Interest of Capital" (Principles of Economics, 
Book VI., Ch. VI., § T.), Professor Marshall points out "how 
small a modificatIon of the conditions of our own-world wouJd 
be reqUlred to bring us to another m which the mass of the people 
are so anxious to provide for old .age and for their famJlies after 
them, and in which the new openings for the advantageous use of 
accumulated wealth in any form are sa small, that the amount of 
wealth for the safe custody. of which people are wIllmg to pay 
exceeds that which others deSire to borrow; and where in con· 
sequence even those who saw their way to make a gain out of the 
use of capital, would be able'to exact a payment for takmg charge 
of It· and interest would be negative all along the lme."-ThIS 
note ~xcellently serves the purpose o~ emphasisi~g that interest 
is a pnce governed lIke all oilier prIces exclUSively by demand 
and supply; but, as it ~tands, It is apt to gn:e support to essen· 
tially frroneous Ideas about the market for waltmg 
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about 3 per cent. The shares of the Dutch East
Indian Company did not, in the period anterior to 
the French Revolution, pay more than 2!- per cent. 
on their usual price j a.nd the provincial 2! per cent. 
debenture stocks were quoted at par or even above. 
In England 3 per cent. was a common rate for good 
securiti~s in the time of George I I. In fact, the 
rate of interest is not lower to-day in the leading 
countries of the world than it often was, one or two 
centuries ago, in Holland, in England, in the sea
ports of Spain, or in the principal commercial centres 
of Germany.l 

But even if the rate of interest had shown, during 
the past two centuries, a decided tendency to fall, 
this would not justify the conclusion that the rate 
must fall still further. Every such conclusion would 
be entirely unscientific. Granted that a curve has 
fallen within a certain interval, this is no reason why 
it should not rise again or take a horizontal course. 
The latter seems most probable in the case of 
interest. Economic and social progress has brought 
interest down to between 4 and 3 per cent. j there 
are reasons for believing that the rate will not, in 
the future, go very much below that point, nor yet, 
for any considerable time, rise much above it. . 

We may now endeavour to strike the balance of 
the different tendencies influencing the demand and 
the supply of waiting. The principal tendency on 
the supply side, in fact the only one which has more 
than a very limited range, is the growth of social 
productivity and the consequent growth of the 
capacity for saving. But the higher pro"ductivity 
is, to a large extent, counterbalanced by the greater 
consumption resulting from the growth of population 

1 Cf. Roscher, Principles of Political Economy; Leroy-Beaulieu, 
De la repartition des richesses, Paris, I888; and d'Aulnui's de 
Bourouill, Der Zinsfuss. Die Ursachen seines Smkens und seine 
nachste Zukunft. Conrad's Jahrbucher, Band 52. 
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and of individual .. necessaries of efficiency." In
creasing productivity cannot, therefore, be taken as 
proof of a corresponding increase of the capacity 
for saving. StilI it seems prpbable that there will 
for a lon~ time to come, be some increase in the 
capacity for saving. But then we must remember 
that t~e g:owth C?f productivity en~irely depends on 
a rapidly IncreasIng supply of capItal, the principal 
mark of progress being substitution of the use of 
capital for other factors of production. The growth 
of productivity might, therefore, very well absorb 
the whole capacity of saving to which it gives rise, 
and in itself, consequently, is no sufficient reason 
for the conclusion, so often drawn from it, that 
capital must some time become abundant. 

The second tendency increasing the supply of 
capital is the growth of the desire of saving. There 
has, no doubt, been a very remarkable growth of 
this desire throughout the whole historical develop
ment of society. But this tendency has its natural 
limit: it is best characterised as a rising estimation 
of future needs in comparison with that of present 
needs, and must therefore necessarily come to a stop 
when future needs have reached the same level of 
estimation with present ones. We are already, as 
shown above, near to such a • state of things, and 
cannot, therefore, expect great results from the 
future development of this tendency. It is, besides, 

. to some extent, counterbalanced by an analogous 
tendency on the demand side, namely,- the growing 
taste for durable goods, especially for houses and 
furniture. . 

We have seen that the fall of the rate' of interest, 
say from 6 t? 3 pe~ cent., must have w~aken~d the 
desire of saving In some people, whIle stimulat
ing it in others. I t is therefore !,easonable to 
assume that it has had no very conSIderable effect 
on the actual accumulation of capital. In a broad 
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sense it might be said that capital is just as willingly 
supplied at 3 per cent. as at 6. If this is so, it 
seems quite unreasonable to charge the capitalist 
with extorting interest from the rest of the com
munity and thereby depriving the labourer of a part 
of the whole produce of his labour. In fact, 
capitalists have very little influence on the rate 
of interest; they do not combine in order to raise 
the rate artificially; they are even, as a class, quite 
prepared to take a somewhat lower rate than that 
current, and still supply the same amount of 
capital. The real cause which at the present time. 
actually governs the rate of interest is the demana 
for the use of capital; it is this demand that makes 
it necessary to charge the actual rate: at a lower 
rate the demand would immediately exceed the 
supply. 

But it would be so no longer if the rate of in
terest went down considerably below 3 per cent. 
For it is tolerably certain that the suppliers of 
waiting, or the "capitalists," would then begin to 
react against the fall of the rate by withdrawing a 
part of their supply; while the demand for waiting 
would at the same time be enormously stimulated. 
Thus the rate of interest could hardly fail to rise 
again. 

Hence we may say in conclusion, that there is no 
reason for assuming that the rate of interest will 
sink in the future below the lowest level which it has 
reached hitherto on any great market. 

If we have been compelled, for obvious reasons, 
to put this statement in a cautious and negative 
form, we may now state in more decided terms 
the second point in these conclusions, viz., that 
the rate of interest will never sink below I t per 
cent. The reasons for this prediction are the same 
as those quoted above, only that they act, in this 
case, with incomparably greater force. A rate of 
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Ii per cent. would open an extremely large field 
for profitable investment of capital; and would, at 
the same time, very seriously reduce the desire of 
accumulation and encourage the consumption of 
capital. Such a rate, therefore, if once reached, 
could not possibly signify a point of economic 
equilibrium. For instance, it is quite clear that the 
supposed consumption of capital could never take 
place: the first attempt at such a consumption on a 
large scale would immediately cause the market to 
collapse and force the rate to rise rapidly. 

Finally, the same considerations, if only followed 
out with logical severity, will reveal the evident 
absurdity of the assumption that interest may at 
some time or other be altogether dispensed with. 
Thus the main argument of this book, viz., the 
necessity of interest, is established, so far, at least, 
as the present individualistic society is concerned. 



CHAPTER V 

ON THE RELATIONS BETWEEN INTEREST AND MONEY 

§ I. Methods of Securing Stab£lz'ty for the Money· 
Standard. 

IN the preceding chapters we have considered 
money merely as a sort of scale by which people 
may conveniently express their estimation of 
different commodities and services. As a fact, the 
principal function of money is to serve as such a 
scale. Material money is besides used as a means 
of exchange, and is sometimes hoarded. But neither 
of these uses is of any primary importance for us in 
working out a general theory of prices. I t should 
also be observed that, in practice, every money 
system is in the first place a scale of measurement, 
coins being only one of many different tools for 
the purpose of sale and purchase, all of them deriving 
their purchasing power from the recognition given 
them as representing money. 

Such a money scale, however, always contains 
one arbitrary element; for as all estimates are 
necessarily relative to one another, their expressions 
in money may be all multiplied by one constant 
factor. N ow, if that factor were allowed to vary 
from time to time, estimates at different periods 
could not be compared with one another-at least 
not directly; and, as it is of great practical import
ance that the price-scale should not be liable to such 
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variations, different methods have been adopted, or 
proposed, in order to secure a certain stability for 
the money standard. 

The scheme commonly adopted in order to bring 
about this result, consists in fixing the price for 
one single article. Generally indeed the price is 
not absolutely fixed; but is allowed to vary between 
certain limits which should be drawn as close to 
each other as possible. 

Evidently this method .would answer its purpose 
perfectly if there were no variations in the relative 
prices of different commodities. But as such varia
tions always take place the method is necessarily 
more or less defective. 

The article whose price is fixed in this way is 
generally gold or silver. The present money 
standard of England might be. described as a 
Pound Sterling standard, all payments being made 
in pounds sterling. But, in order to secure a 
certain stability for this standard, the price of 
gold has been fixed; it is not absolutely fixed 
indee~, but proll isions are made to prevent the 
price of gold rising above one certain point or 
sinking below another., This lower point is 
absolutely fixed, and is £3 17$. 9d. per ounce 
standard weight (II parts gold, I part anoy), the 
Bank of England immediately paying that sum to 
the depositor' of gold. The upper limit of ~b~ 
gold price is not so absolutely fixed. If the demand 
for gold has to be satisfied out of the circulating 
coin, the price will depend on the quality of this 
coin. Theoretically, the standard ounce should 
be contained in £3 17s. I old., and this therefore 
should be the upper limit of the gold price. But 
this is a purely ideal figure. The remedy, or the 
tolerated variation from the exact standard either 
of weight or of fineness of coins issued from the 
Mint, would allow the gold price to rise con-
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siderably higher; but as the sovereign is. struck 
with much greater exactness than that required 
by law, this kind of variation has. no great im
portance. If, however, the gold coins were allowed 
to become worn, the gold price might rise very 
seriously; hence light coins have to be withdrawn 
and replaced by new ones. Modern Coinage Acts 
generally make some provision for this purpose. 
But as the actual maximum price of gold depends 
on the average condition of the circulating medium, 
it follows that this maximum point is not determined 
absolutely. If the central bank specially supplies 
gold for export, the upper limit of the gold price 
depends on the policy of the bank. The Bank 
of France usually sells standard gold only at a 
premium, thus enlarging the margin for the varia
tions of the gold price-a policy which seems to 
/be in contradiction with the very purpose of 
securing stability for the monetary standard. 

Bimetallism might, from the present point of 
view, be described as an attempt to secure a 
stable money standard through fixing the prices of 
two articles, gold and silver. This, however, in
volves a difficulty, not to sayan impossibility, and 
this difficulty has no immediate connection with the 
problem of preventing the variations of the standard, 
viz., the fixing of the proportion between the prices 
of two different articles. 

The socialistic programme, claiming for the 
labourer "the whole produce of his labour," includes 
the creation of what has been called "labour 
money." In this case "labour" is chosen as the 
article whose price is to be fixed in order to secure 
stability to the general scale of prices; it is 
obviously quite irrelevant whether the-standard unit 
in such a system is called "normal hour," mark, 
crown, or anything else. 

Instead of fixing the price of a single article, we 
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could of course" select a number of articles, make 
some sort of a mean of their prices, and fix this 
mean-price. That is, in fact, the method of those 
who advocate a standard based on an index
number. We should perhaps in this way secure a 
higher stability for our money scale than is attain
able by fixing the price of a single article. But we 
need not expect to reach perfection in matters like 
this. It is impossible even to give a strict defini
tion of what we wish to attain. We might say the 
aim is that there should be no variations of prices 
due to variations of the standard; but we do not 
know precisely how to ascertain such variations. 
We have only that somewhat rough and ready test 
derived from the principle that variations of the 
standard must affect all prices in the same direction. 
However, as prices always vary in relation to one 
another, there is never a simple and clear variation 
of all prices in the same direction. We must content 
ourselves, then, with observing the movements of 
"the general level of prices." But here again we 
find that such a level admits of no strict definition. 

Let us, however, return to the consideration of the 
actual standard 'of our time. The fixing of two 
limits for the variation of the price of gold is a 
guide, but is not, properly speaking, a means for 
securing stability to the money scale. I t is, for 
instance, not enough for the law to enact that the. 
price of gold shall never exceed a certain sum. 
Some measures must be taken in order to secure 
effectively that it shall not do so. This is generally 
brought about by the central bank holding a stock 
of gold, sufficiently large to guarantee that the bank 
shall always be .able to sell gold at the fixed 
maximum price, and to any amount required. This 
however, would never be possible, if the bank did 
not take some other measure in order to protect its 
gold reserve. This ultimate measure, on which the 

M 
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maintenance of the approximately fixed gold price 
depends, is, as is well known, the discount policy of 
the bank. 

We may ask, then, if a sufficient stability of 
the money scale could not be maintained without 
imposing any regulation as to the price of some 
single article or some group of articles. What 
would happen if the money scale were left free from 
all such restrictions? The answer is that the central 
bank, trusted with the control of the standard, would 
perhaps lend too much money to the public. This 
would stimulate investment of money and creation 
of capital, i.e. the productive forces of the society 
would be directed in an undue degree to future ends. 
Thus, the supply of present goods being com
paratively scanty, and buyers at the same time 
numerous and abundantly supplied with money. 
prices could not fail to rise. Or the bank would 
lend too little to the public, and the very opposite 
effects would follow. 

Hence we see that the problem of securing 
stability to the money scale is essentially a question 
of the regulation of credit. 

I t is conceivable that the bank might keep the 
proper middle course and lend just so much as not 
to influence prices in one direction or the other. 
This is exactly what the bank should do; and, if it 
could be trusted always to follow such a policy, no 
special regulations would be necessary. We may 
say, too, that the present fixing of certain limits for 
the gold price, and other similar regulations, have no 
other purpose than to compel the bank to observe 
a credit policy which will insure stability of prices; 
and. certainly the possibility must be admitted that 
a hIgher degree of stability might be attained 
without such regulations. . 

Now it is universally accepted that credit can be 
regulated efficiently by the single expedient of the 
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rate of interest, and, indeed, that it should not be 
interfered with in any other manner. Hence all 
schemes for securing stability of money, though 
they differ. considerably in the means they propose 
to use, ultImately depend on the same expedient-a 
wise administration of the bank-rate. 

§ 2. Appreciation and Interest. 

Before proceeding further, we must clear- up the 
purely arithmetical relations between Appreciation 
and Interest. This part of the problem presents 
no difficulties; it is indeed of very much the same 
nature as the ordinary corrections of thermometers, 
and other physical instruments, for dilatation of the 
scale.! . 

If the prices of all commoditi~s advance, say z 
per cent., we shall say that the monetary standard 
has been depreciated 2' per cent. in regard to an 
ideal, invariable standard. Similarly, if the prices 
of commodities fall 2 per cent., we shall say that the 
actual standard has appreciated 2 per cent. in regard 
to the ideal standard. If there is an appreciation of 
2 per cent. per year we shall say that the rate of 
appreczatz'on is 0'02. Generally, we shall, denote 
the rate of appreciation by s. The same sign- will 
be used to denote the rate of depreciation, 'only that 
in this case s is understood to be negative. 

A sum of money, let us call it K, which constantly 
appreciates at the rate s, is every year multiplied by 
the factor I + s, which we shall denote by q. Con
sequently, after a number of years equal to t, the 
original sum K is worth in the ideal standard K.ll· 
The formula is the same in the case of depreciation. 
The whole phenomenon of appreciation or deprecia-

1 The problem has been thoroughly studied by Fisher In his 
able paper on "Appreciation and Interest." Publications of the 
American Economic Association, 1896. 

M 2 
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tion may therefore, from a purely arithmetical point 
.of view, be described as a multiplication by a certain 
factor, q. 

N ow, as everybody knows, the same applies to 
the growth of a capital to which interest is yearly 
added. If r is the rate of interest, and if p = I + r, 
a capital, .K, will, after t years, become K.Jl. The 
capital is simply multiplied at the end of every year 
by the factor p. 

Hence a sum of money K which bears interest 
at the rate r and at the same time appreciates at the 
rate s, is every year multiplied by the factor p.q. 
This compound phenomenon, therefore, has the same 
arithmetical character as any of the simple ones of 
which it is made up. Denoting p.q by P, and 
putting P= I + R, we may represent R as the real 
rate of interest paid, whilst r is the contract rate. 
As 

we have 
P = P fJ. 

R = r + s + rs. 
Both rand s being generally small fractions, we 

may, without considerable error, omit the term rs, 
which seldom amounts to 0'001. We thus arrive at 
the simple approximate rule that the real rate of 
interest is equal to the contract rate, augmented by 
the rate of appreciation or diminished by the rate 
of depreciation. Thus. it is always possible, at the 
end of a loan, when the rate of appreciation or de
preciation becomes known, to calculate the real rate 
·of interest. Supposing the contract rate to have 
been agreed upon under the assumption that there 
will be no variation in the money-standard, the 
borrower suffers a loss of capital in the case of ap
preciation, but makes a gain of capital in the case of 
depreciation. This loss or gain however may always, 
and should most conveniently be, accounted for as too 
high or too Iowa rate of interest, i.e. as a deviation 
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of the contract rate of interest from what should 
have been agreed upon had the future variation of 
the standard been anticipated. 

It is also evident that, if everybody thoroughly 
realised that there would be, in the future, a general 
fall of prices, the market rate of interest would be 
equal to the rate that would prevail ,in the same 
market were no variation of the standard anticipated 
-diminished by the rate of the future appreciation. 
In terms of our formula: the contract rate r would 
be equal to the real rate R, diminished by the rate 
of appreciation s, or r = R - s. By accepting such 
a lower nominal rate, both parties in fact agree upon 
a real rate in accordance with the conditions of the 
market for the use of capital. 

The question whether people do in reality take 
account of future variations of the money standard, 
when entering on loan-contracts, or to what extent 
they do so, is a very delicate one, and cannot be 
dealt with here, Of course every manufacturer or 
merchant, who anticipates a rise of prices in those 
special articles with which he deals, is anxious to 
borrow money in order to extend his business and 
thus take advantage of the rise. In this sense it 
may be said that an anticipation of a rise in prices 
always has an influence on the rate of interest. 
But, on the other hand. it seems quite certain that 
no investor of capital takes account of, the p<?s
sibility that his money may be worth less to hIm 
when he get~ it back. We may therefore regard 
the market rate of interest as a true expre~sion of 
what the ordinary saver expects to get. And the 
total amount of waiting supplied must represent 
very nearly the sppply which would be called forth 
were the nominal market rMe also a real rate. 

Thus the fact that money-lenders sometimes 
ultimately' find they have received a very low real 
rate of interest, does not prove that they would have 
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willingly accepted this low rate. This result justifies 
the conclusion we have drawn in the foregoing from 
observations of the more or less nominal rate of the 
market. 

The connections, which we have now found to 
exist, between interest and appreciation make it 
evident that we can never arrive at an accurate 
explanation of the pure phenomenon of interest 
without excluding in some way all variations of 
the money standard. • 

§ 3. The true problem of Interest. 

Interest may, from a certain point of view, be 
regarded as an agio paid for present goods in ex
change for future ones. We have shown in the 
preceding chapter that there must necessarily be, 
in the market, such an underestimation of future 
goods in general. But, if we consider a special 
commodity, it is by no means certain that a definite 
quantity of that commodity would always be esti
mated more highly if supplied now than if supplied 
at some future time. Take, for instance, eggs. 
In July everyone would pay more for a score of 
eggs to be delivered fresh after six months than for 
the same eggs to be delivered immediately. Some
thing similar may frequently be observed in the 
quotations of the produce exchange. 

It is only when we take all goods together that 
the underestimation of future goods becomes the 
rule. The agio which is then paid for present goods 
is to be regarded as the resultant of the estimates 
of all sorts of goods. Though some of these esti
mates go in quite the opposite direction, the rest 
of them l:lave such an, overwhelming influence that 
the resultant estimate of "goods in general" is to 
the advantage of present goods. ' 

Hence it is seen that the whole conception of 
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interest has a definite meanin<T only in regard to 
.. goods in general." That is t; say, a general com
parison between the estimation of future and present 
goods can be made only by means of a standard 
commodity representing, and representing truly so 
far as possible, all goods. Money is such a standard 
commodity, but only under the condition that the 
general level of prices is kept invariable. Hence 
the true problem of interest can be studied only. 
wMre a stable money standard has been established. 

The" use of capital," for which interest is paid, is 
not the use of a piece of concrete capital, such as a 
house, a machine, or a quantity of pig-iron, but is 
the use of a certain amount of" goods in general." 
This factor of production, therefore, cannot be 
strictly defined unless we have some representative 
for what is called" goods in general." An invariable 
money standard affords such a representative, and 
therefore also the ground for the definition we have 
given of the" use of capital," viz., "the use of a 
certain amount of mon~y during a certain time." 

Similarly in the case of "waiting." The pure 
and obvious service of waiting is performed when 
the same is paid back as has been lent; therefore, 
if the thing lent is not a concrete piec~ of capital, but 
.t the command of a 'certain amount of goods in 
general," the command of the same amount must be 
paid back. This can, however, be secured only by 
means of an invariable money-standard 

Now the fundamental means of securing stability 
to the money-standard is, as shown above, th<: 
regulation of the discount rate by the central ban~s 
trusted with the control of the standard. Hence It 
follows that the problem of interest presents itself, 
in its true and gen'uine form, only in a society where 
such a discount policy is pursued ~s will keep the 
general price-level at a constant height. In such a 
state of things, the rate of interest for every other 
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form of loan must adjust itself according to the 
movements of the discount-rate. Thus we arrive at 
the conclusion that the true rate of 'interest, for any 
form of loan, -is that wh-ich -is necessary -in order tf) 
prevent varia#ons of the general price level, or, -in 
other words, of the money standard. 

Supposing industry has been strongly stimulated. 
for instance, by a new invention or by the opening 
up of a new country, much fresh capital will be re
quired in some branches of production, because 
they promise to yield a profit considerably above 
the rate of interest which has prevailed hitherto. 
This demand for the use of capital'must be satisfied. 
But supposing the supply of fresh capital does not 
exceed the normal amount, it will evidently be 
necessary to check the use of capital in some of 
those purposes for which it could have been used 
under normal conditions. This will be done by 
increasing the rate of interest. F or the function of 
the rate of interest, like that of all other prices, is to 
cut ~off such less utgent demand as cannot be 
satisfied, and to stimulate the supply. [In respect 
to an increase in the supply of waiting, not much. 
as we have seen, can be don~ by the usual 
variations of the rate.] With a higher rate of in
terest, the fresh capital corning on the market is 
reserved for such uses as promise to yield at least 
this higher rate; in this way the available capital can 
be made to answer the demand. But if this splendid 
instrument, the rate of interest, is not properly 
used, if the banks go on giving credit at the old 
rate, the whole production of the community may 
be directed to future ends to a much greater extent 
than it would really desire. Under such circum
stances, the supply of present goods cannot be made 
to meet the demand unless something artificial is 
done to restrain this demand; that is, unless a 
general rise in the prices of commodities takes place. 
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It is probable also that this rise of prices will 
largely prevent those uses of capital which would 
othe~ise! and more p~operly, have been prevented 
by a rise m t~e rate of mterest. Thus a community 
may, by quotmg a lower rate of interest ... than the 
!llarket for .the use of capi~al really requires, deceive 
Itself; but It would not gam any advantage thereby; 
.n the contrary, the rational direction of social 
production would invariably suffer from such a false 
policy. 

The problem thus sketched may be called the 
dynam.,zc problem of t"nterest. I t is in itself a very 
comphcated problem and cannot even be defined in 
absolutely accurate terms, the conception of a price 
level being necessarily somewhat vague. 1 t seems 
therefore highly desirable to state the problem of 
interest in a simpler and more exact form, even at 
the risk of sacrificing part of, that concrete reality 
which the theory has to explain. We might do 
away with all difficulties arising from variations of 
prices by supposing all prices to be constant. We 
should then have to study the statzc problem of t"nterest 
as a part of the general problem of equilibrium of 
prices. SuppOGing a state of equilibrium to have 
been established for a ,moment, we have to find the 
conditions which must be fulfilled in order that this 
equilibrium shall continue to the end of a certain 
period. An inquiry into these conditions must 
evidently clear up the nature of the ~ifferent f~rces 
which tend every moment to alter prices; that IS to 
say, the forces which ~etermine pr~ce~. Interest 
being one of those I?r1ces, the principal .caus~s 
governing the rate of mterest may be exammed m 
this way.· . . . 

Obviously all economIC goods eXIstmg at the 
beginning of the period will have to be regarded as 
given factors of the problem. In so far as these 
goods are required for fJrther production, they must 
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be counted as independent factors of production. 
In particular, all concrete capital existing at the 
beginning of the period belongs to this' category. 
This gives a very simple answer to the question 
how far back the process of production should be 
traced ;-a question which has caused much confusion 
in Bdhm-Bawerk's theory of interest. As it is clearly 
impossible to examine at once all the causes which 
have, from the beginning of the world, led to a 
certain result, all investigations of economic life 
should be strictly limited to a definite period. 
Every effect should be traced back to the beginning 
of this period, but that which exists at this moment 
belongs to the given factors of the problem. How 
the goods. and particularly the concrete capital. 
existing at the starting point, have been created or 
how much they might have cost. is of no importance: 
they are all on the same line with land which has 
not been produced by man, and therefore has not 
cost anything. The principal factors of production 
which must be supplied continuously in the pro
duction process are. as we have seen, labour, in the 
broadest sense of the word, and waiting. Thus it 
appears that waiting and concrete capital must both 
be regarded as independent factors of production. 
This is only natural, for no modern process of pro
duction could be carried on, as it actually is carried 
on, without the aid of previously existing concrete 
capital, and without waiting being continually 
supplied during the whole process. 



CHAPTER VI 

INTEREST IN THE SOCIALIST COMMUNITY 

§ I. Economz'c Prt'ncz'ples Of the Socz'alzst Community. 

By a " Socialist Community" we shall here under
stand a community created in order to realise the 
labourer's" right to the whole produce of his labour." 

~
The first condition fof this is of course that the 
community should take possession of all the 

aterial means of production; for no one doubts 
that private ownership of die means of production 
implies-" income without labour," or "income from 
property," which, according to the Socialist view, is 
the very negation of the "right to the whole 
produce of labour." On the other hand, this right 
involves that the community shall not interfere 
with private ownership of goods for consumption; .. 
for if consumption, too, is regulated on comf!1unistic 
principles, there remains no such thing as private 
rights of an economic nature. ' 

The scheme of distribution of such a Socialist 
community was drawn up by Robert Owen, and 
later, with still greater accuracy, by the German 
Socialist Rodbertus. The principal point in these 

·schemes is the' creation of "labour-money." Com
mon labour of a certain standard is to be regarded 
as " normal, " and an hour of such labour is used as a 
unit of measurement for all labour, skilled labour of 
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different degrees being reduced to normal labour by 
the aid of certain figures of reduction. But the 
"normal hour" is more than that; it is the universal 
measure of value or price. The labourer receives 
his wage in the form of a certificate of so many 
hours' work; and the price of every commodity is 
simply the number of hours which has been required 
to produce that commodity. I t seems then plausible 
enough that the labourer, in buying commodities 
for his certificates, must receive the whole produce 
of his labour, or at least the full equivalent of that 
produce. 

But a closer examination of the matter will show 
that this conclusion, so frankly drawn by Socialist 
authors, is very precipitate. Take, for instance, the 
typical case of two agricultural labourers producing 
the same crop on soils of different quality. The 
cost of production is necessarily lower on the better 
land; but it would be impossible to sell the same 
product at two different prices. Selling the whole 
produce at the higher price, the community makes 
a profit on the cheaper product. This profit must, 
of course, in some way be distributed among the 
members of the community. The labourers are not 
then, as a class, deprived of any part of the whole 
produce of their labour; but the particular labourer 
who worked on the better soil will never get the 
whole produce of his individual labour. 

The same applies in all cases where a commodity 
is produced at different costs of production. The 
more modern and better equipped workshop, the 
factory directed with greater business ability, and 
the iron-work with the more convenient supply of 
iron-ore and coal, must all work out profits to the 
community. Thus the "differential principle" re
mains in full force in a society organised on 
Socialistic lines. So does the" principle of scarcity." 
If any natural agent of production is so scarce 
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that. it is Impossible to satisfy the demand for it 
gra~ls, the .community is compelled to put a price 
on It. EVIdently the community thereby makes a 
profit for itself. 

All these profits must ultimately be used for 
the benefit of the labourer. By means of them 
the community might, for instance, cover such 
expenses as are now covered by taxes. It micrht 
therefore be argued that the whole body of labour~rs, 
as identical with the community, would be receiving 
the whole produce of its labour. Indeed there is 
nothing in the nature of the profits, as here con
sidered, to prevent the community from consuming 
every year an equivalent to the labour of that 
year. We must, therefore, assume that the incomes 
of the community are spent in full each year~ 10 
the advantage of its members. In what follows, 
we shall, however. prove that a Socialist community 
administered on such principles would necessarily 
end the year with a deficit; and we shall then be 
brought to conclude that, not only the right of the 
individual, but even the right of the community to 
the full produce of its labour is a fallacy. 

§ 2. Tlte Necessity 0/ Interest. 

Let us examine the economy of the Socialist 
community a little more in detail. We begin with ~~e 
assumption that there is no progress whatever, 't.e., 
we assume production to go on year after year in pre
cisely the same manner and in the same dimensions. 

If all labour were of immediate use for the con
sumer the total number of normal hours of wQrk~ ill
one y~ar would, of course, always correspond exactly 
with the total value of commodities at the disposal 
of the community in that year. Under such circum
stances the community would evidently be able to 
meet every demand gua.ranteed by a certificate of 
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labour. But things are not so simple. Much pre
liminary work must be done in this year which is 
not of any use to the consumer before the process of 
production has reached its end. On the other hand, 
many products ripen in this year, and enter with 
their whole value on the credit side of the budget of 
the Socialist community, though much labour has 
been bestowe<l upon them in previous years. I t is 
obvious however that, in the state of absolute 
equilibrium here stlpposed, the number of hours of 
labour devoted in one year to the benefit of future 
years is exactly the same as the number of hours of 
labour in previous years from which the present 
year has the benefit. For, btherwise, the total stock 
of intermediate goods of the community would 
inevitably increase or decrease. Consequently the 
fact that production takes time would not prevent 
the community from consuming every year the 
equivalent, counted in normal hours, to the labour 
of that year. 

There are other complications arising out of the 
fact that consumption of durable goods takes time. 
When a house is finished, the use that can be 
immediately made of it by.the consuming com
munity corresponds only to a very small part of the 
total labour expended on it. I t would seem there
fore, at first sight, as if the Socialist . community 
must always fall short of its liabilities when building 
a house or when constructing any durable goods 
whatever. This, however, is not so in the case 
of the absolute equilibrium which we are now 
considering. 

Let us suppose all houses to be of the same 
description and each to last for 100 years. We 
might then assume that, out of 100 houses, one 
must be pulled down every year and another 
erected in its place. This group of 100 houses 
will then remain invariable: it will always include 
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houses ?f 100 different ages from one year up to 100. 

Supposmg one house to cost 100,000 normal hours 
~he service afforded every year will be worth accord~ 
mg t~ the Socialist principle that labour al~ne is to 
be paId for, 1,000 normal hours, and the services of aU 
houses together will be worth 100,000 normal hours 
which is. therefore the annual income drawn by th~ 
commumty from the 100 houses. But this sum is 
exactly the same as that which the community has 
to spend annually on rebuilding. Consequently, 
the fact that consumption of durable goods takes 
time, does not prevent the community from enjoy
ing in every year the equivalent, counted in normal 
hours, of the labour of that year. 

To sum up: under absolutely statIOnary con
ditions, the community must spend every year a 
certain amount of labour, in' order to keep up that 
stock of capital which it once possesses. This labour, 
plus that of which the results are immediately con
sumed, may be regarded as the cost of- the. total 
amount of commodities and services annually placed 
at the disposal of the consumers. This amount of 
commodities and services can and must be sold at 
cost price. The right 9f the community to the whole 
'produce of its own labour is then realised. There 
is no reason whatever for charging prices above the 
bare labour cost; thus no room is Iefe for interest 
on capital. And the theorist of Socialism might-
triumphantly declare that it is after all possible to do 
away with interest. l 

1 Rodberlus has evidently reasoned under the unconscious 
'assumption of such stationary condItions. This seems also to 
have been the case with several economists who have admlt!ed 
that interest coutd be done away with in a Socialist commumty. 
S,dgwiCR for instance says (Pnnclples of Political Economy, III:, 
VI., 6: "In short, all the • saving' required could be done without 
bemg paid for, if It were done by .th~ co.mmuDlty pr~Vl'.lus to th.e 
diVISIon of the produce." A Similar conceSSIOn 1S made by 
Bokm-Bawerk. 
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Still, if we have regard to the con~itions under 
which this result has been obtained, we must at once 
recognise its entirely hypothetical character. We 
have as a fact assumed'that there should be no pro
gress whatever. But progress mVt take place, 
and every step forward mus,t cause deficit in die 
budget of the Socialist community. 

Indeed, economic progress consists in spending, 
in one year, more labour than would have been re
quired in order to maintain the old stationary. state 
of things. If this labour can be spent wholly on 
articles of immediate use, the surplus in labour is 
balanced by a surplus in consumable goods. But, 
as a rule, progress requires labour to be spent in 
production processes which will be completed only 
in some future year, or on durable goods which will 
repay immediately only a small part of the labour 
spent on them. Such extra labour being spent for 
the sake of progress, there is clearly nothing, or at 
least very little, in the form of consumable goods, 
to enter in the current year against those expenses. 
The labourers will hold certificates to an amount 
exceeding that which can be met by consumable 
goods at the disposal of the community. And the 
community will be bankrupt. 

I t will, of course, be necessary for the Socialist 
community to cover such a deficit caused by pro
gress. This can be done only in the way of raising 
the prices of commodities and services so much 
above their labour cost that the total profit made on 
them equalises the quantity of labour invested for 
the sake of progress. I t remains to examine how 
much of those profits should be charged to each 
product. We have then only to observe that the 
ultimate reason why prices must be raised is the 
fact that the community requires more waiting than 
it can afford to supply for nothing, as it does in the 
stationary state. Hence it follows that the Socialist 
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com~unity 'will have ~o put a price on waiting; 
that IS to say, demand mterest on its capital. The 
esset;tce of the matter is this: 'so long as the com
m!lmty already.possesses the whole capital that it 
wlsh~s to use, It can aff<;>rd to supply waiting for 
not~mg; ~ut as SQon as ~t. enters upon an increase 
of ItS capital, fre~ waltmg is needed, and this 
cannot be supplied 'without a sacrifice on the 
part of the present labourers; they must, so long 
as the- community goes on increasing its capital, 
work more than they consume ; and the right to the 
whole produce of labour cannot be sustained. This 
is the fundamental point; the distribution of the 
sacrifice over the different consumers is only of 
secondary importance. But we only apply a gene
ral economic principle of universal validity when 
we say that the Socialist community would have 
to exact one price for one and the same service, 
waiting. As it could not supply all the waiting 
required for nothing, waiting would necessarily com
mand a real positive price, which would enter into 
the cost of production of the various commodities. 
N ow interest is, by definition, the price of waiting. 
Hence we arrive at the final conclusion that interest 
is necessary in a progressive Socialistic community. 

I t remains to examine how far progress itself 
must be regarded as necessary. I t should be re
membered, then, that the measure of progress, in 
the sense in which the word is taken here, is the 
growth of capital. The g!owth of populat~on is t!te 
first circumstance compellIng the commuOlty to m
crease its capital. Obviously capit~l m~st increase 
in at least the same rate as population, If retrogres
sion is not to takf;! place. N~xt we have to ~ake 
account of the necessity, whzch must be speczally 
urgent in a Socialist community, of raisin£{ the 
standard of living among the labourer .. s. A Simple 
equal division of all incomes of the present world 

N 
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would not mean any considerable step forward to 
the labouring class. The social problem can be 
solved only by greatly and speedily increasing the 
total production of the community. Capital, the 
tool of production, must of course increase at least 
in the same ratio. Finally, the Socialist community 
would necessarily have to introduce technical im
provements and apply new methods provided by 
the progress of science, unless it should decide for 
ever .10 keep its production at a lower standard of 
efficiency than would have been reached by a society 
organised on the present lines. . 

These considerations show that progress is 
nothing short of a categorical imperative which the 
community must obey, irrespective of the forms it 
chooses to give its economic organisation. Sup
posing a Socialist community started with the pre
sent capital of the world, it would very soon find 
it absolutely inadequate for its needs. I t is hardly 
conceivable that such a community would be content 
with a slower growth of capital than the present. 
Indeed everything makes for the assumption that 
it would need a much more rapid increase. Let 
us suppose the community to increase its capital 
every year I per cent. on account of the growth of 
population, and It per cent. on account of real 
progres~. This is probably not more than what 
is very.often done by our present society. This 
21- per cent. represents a 'certain quantity of labour 
which can be paid for only by raising a correspond
ing sum in the form of interest on the capital of the 
society. Hence it follows that the Socialist com
mU!lity under the given circumstances would have 
to charge interest at 2! per cent. i this interest being 
counted as a part of the cost of production, . and 
therefore of the selling price of every com~odity.l. 

1 Blissard haft, in his "Ethics of Usury and Interest" (pp. 
74-75), pointed out some reasons for believing that the members 
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I t is possible that the establishment of the 
Sociali~t community would mean a somewhat lower 
rat: of Interest. t~an t?at prevailing in the present 
soclety. But It IS qUlte certain that the difference 
wc;>uld be very insignificant, and the advantage of 
thIS lower rat: t? the workin~ class is certainly not 
so great that It 1S worth while to revolutionise the 
wh?le sy~tem of social .econom.ics. Socialists might 
claim a higher productive effiCiency for their scheme 
of social organisation; it is then their duty to bring 
forward reasonable grounds for such a claim. But 
they should no longer try to escape this duty by 
representing interest as the essential evil from which 
the present society suffers, and pointing to their 
system as the only remedy from it. 

What has just been said of interest under. 
Socialism has no immediate application to the pre:. 
sent society. For we are not now bound to that 
peculiar principle characteristic of the Socialist com
munity, that the total interest income of a year 
must be equal to the increase of capital in that year. 
Still it cannot be doubted that the rate of progress, 
i.e. the proportion which the increase of capital 
bears to the capital already,accumulated, has the 
most important influence on the rate of interest in 
the world as it is. We spend every year a great 
amount of productive capacity in adding to the; 
stock already existing, new houses, railways, water
works, etc., the use of which is, for the most part. 
reserved for the benefit of the future. We cannot 
expect to do this without feeling it a sacrifice. The 
complaint against interest is after all 0':11y a com
plaint that the great advantages of rapId progress 
ca~not be had for nothing. 

of the SoCjialist community would not feel inclined to f!1ake such 
a sacrifice for the sake of progress. The SOCial revo~Ubon would 
then result in stagnation or-in the case of a rapid growth of 
population-even in retrogression. 

N Z 
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SOME PRACTICAL CONCLUSIONS 

§ 1. Interest and Usury. 

TAKING account only of such forces as must be 
at work under an ideal system of prices, where the 
cost principle is strictly enforced, we have arrived at 
,the result that, whatever the organisation of society, 
Waiting necessarily commands a price. This" social 
value" of waiting is interest. E very higher price 
that might be obtained under the present imperfect 
system of price-making is usury. Of course, wait
ing is, as we have seen, supplied under very different 
conditions, and there are accordingly several dif
ferent rates of interest. The contract .. interest" 
very often includes payment for a certain risk. Still, 
for every special form of loan, where the circum
ktances are not of an extraordinary character, there 
will be a market which fixes the price. The more 
this market approaches the ideal conditions of the 
Cost-principle, the more just will be the price. 
Usury is that surplus price which the lender is able 
to e~act because of the defective organisation of 
the market, or where the circumstances, particularly 

• the risks, are of such an extraordinary character 
that no market could possibly exist. , . 

Thus usury is only one variety of that more 
general form .of robbery which consists in taking 
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advantage of th.e ~efects ?f the organisation of the 
market. And It IS not 10 our days the most im
portant . .Indeed, th7 emJ;lloyer who takes advantage 
o~ the misery! t~e Isolation, and the ignorance of 
his labourers, millets upon the present society a more 
fatal injury than the ordinary usurer who draws 
his profits from a similar weakness of the borrower. 
The general condemnation of usury, as compared 
with the indifference in regard to, or even approval 
of,. ~he .anal.ogous action of the employer, is a 
strlkmg mstance of how moral views are a product 
of historical evolution. 

Having once acquired a clear conception of the 
nature of usury, we shall have no difficulty in laying 
down the general lines of a rational policy against 
this evil. The main problem is how to secure fot 
every legitimate loan that rate of interest which 
would have been agreed upon, with due regard-te
all circumstances, under an ideal organisation of the 
market. Hence it follows immediately that -the 
chief remedy lies in the organisation 0/ credz"t, with 
the purpose of securing to everybody the credit he 
is worth. This involves not only the creating of 
organisations, co-operative or otherwise, to provide 
loans for the small farmer, the artisan, etc., but also 
the spread of such elementary business-knowledge 
as will prevent the borrower from entering upon a 
contract of which he does not quite realise the 
bearinCT, and will enable him in some degree to 
unders~and the conditions of the market. The 
fruitfulness of this policy has been established be
yond all doubt through the practical experience of 
most modern countries. As soon as credit becomes, 
in a broader sense, well organised; we hear nothing 
more of usurious rates being exacted where a 
reasonable security is offered, whereas in ~he Middle 
Ages exorbitant rates were very often paid on re~ 
property. 
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Thus the. centre of gravity of every policy against 
usury lies in administrative action. . There are, 
however,.a good many loans of such a character 
that they should be altogether prohibited. When 
the borrower enters upon a contract which he has 
no reasonable hope of fulfilling, he is clearly guilty 
of frivolity, and in the interest of public morality he 
should be punished. I t is, therefore, in such cases, 
rather the action of the borrower, than that of the 
lender, which should be made a criminal offence. 
I t seems more sensible too to prosecute the bor
rower, if the intention is to prohibit exorbitant 
rates of interest. For, according to the principle of 
demand and supply, the price will fall when demand 
is,r.estrained, but rise when the supply is restrained. 
Some thousand years of practical experience have 
proved that the prosecution of the money lender 
<?nly results in an extra, and usually a very con
siderable charge being made, in order to cover the 
risk of breaking the law. 

§ 2. Interest and Social Distribution. 

In our times, the problem of usury has lost its 
former predominance, and the theory of interest 
derives most of its importance from the circumstance 
that a central position has been attributed to interest 
in the great modern struggle as to the justice of 
social distribution. The whole dispute on this point 
will evidently gain very much in definiteness and 
simplicity once it is recognised that interest is a price 
necessary even under an ideal system of prices. A 
good many well-intentioned persons who have 
devoted their lives to the solution of the social 
question have wasted their energy in semi-scientific 
attempts to prove its wrongfulness. If once this 
question were thoroughly cleared up, the same' 
energetic criticism might be directed towards the 
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r~aIIy 'Yea~ points in the present scheme of distribu
tIOn, with Immense adv~ntage to social progress . 

. Much of the ant~gomsm to interest is in reality a 
disapproval, not of lllterest as a form of income but 
of that distri~ution of. property which makes so great 
~ part of the lllterest lllcome of the community flow 
lJlto the pockets of some few privileged individuals. 
That an individual is able to draw from the com
munity an income sufficient to lead a life of comfort 
a,ld even of luxury, without devoting to the com
munity in return any personal labour of his own, 
wlll always be regarded as a fundamental im
ffio)rality.l But this view involves primarily a 
condemnation of such institutions as make it-possible 
for a person to come into great wealth which he has 
not earned, or has earned" too easily, or without 
corresponding efforts of social usefulness. Social 
reformers therefore will first have to direct their 
action against the laws of inheritance and the 
,. unearned increment" of the rent of land, these 
being the two principal opportunities for men 
coming into wealth created by other persons or 
by the community; second, against all forms of 
monopoly, natural and artificial, facilitating the 
acquiring of large fortunes. 'To complain of the 
inevitable fact that large interest goes with large 
capital is senseless; to attack the very roots of 
the unequal distribution of property is at least 
intelligible. 

Profits are in ordinary discussions very ofte.n 
confounded with interest, and much of what IS 

urged against the" Capitalist" is in reality intended 
to be urged against the Employer, the Merchant, (lr 
the Speculator. I ~ !s ~robable even. that many 
people find the 'dlstlllctlOn betw~en lllterest'- and 

1 Ruskin tells us that there are only two faults of real con-_ 
sequence,-Idleness and Cruelty.-" Sesame and Lilies," Preface, 
p. XIV. 
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profits ~ purely scientifi<: matter. But it is not so'; it 
is a distinction of the greatest practical importance, 
As soon as we have separated the idea of pu~ 
interest from" gross profits," the whole problem of 
profits will at once resolve itself into its elementary 
parts. We shall find that the policy to be adopted 
is different for every special kih"d of profits. Firs,t; 
as regards interest, our ~nvestigations make it cle1I 
that the rate cannot be lowered by deliberate acti 
of the community. Second, "profits" include a 
good deal of monopoly rent, the regulation of Whi~h 
naturally lies very much in the hands of t e 
community. For the chief object of go d 
economic policy is, as we have seen, to realise t e 
Cost-principle, and this includes th-e abolition of all 
monopolies in virtue of which prices are raised 
above the cost of production. A third element of 
profits, and indeed that which corresponds most 
accurately to the meaning of the word, is the reward 
of business ability. There can be no doubt that 
this reward is at the present time very often too 
high. The experience of the Co-operative Societies 
and of the working class Limited Companies shows 
that directors of enterprise can be had at a much 
lower price. And at the same time it shows how to 
bring about this end: we have to select the directors 
from a wider field than has hitherto been the case, 
and thus increase the supply of business ability. 
Thus we see how essentially different are the 
causes which govern the various forms of profit. 
We can hardly wonder, then, that an almost despe
rate confusion should result from throwing interest 
together with so many heterogeneous kinds of income. 
and trying to discuss them all under the chief title 
of "profits." 

A few words may be added to meet a common. 
objection against interest. I t is all very well, 
some people tell us, that interest should be paid 
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for" t?e capital. really requi~ed. to carryon industry. 
But 10 actual bfe the commumty has to pay interest 
~n a much larger capital, because the present value 
of . so m.a~y in~ustrial enterprises exceeds the 
capItal ongmally mvested. This artificial demand 
for capital, it is argued, must raise the rate much 
above what is necessary. the necessary rate being 
perhaps very small or eyen nil. 

The answer to this objection is very simple. Let 
us suppose a railway company to have invested 
originally ten millions in the business, and the shares 
of the company to have risen subsequently So per 
cent. above par. Suppose that all shares have 
passed into new hands at the price of 150 per cent., 
if is evident that this railway requires the use of an 
extra capital of five millions over and above the 
original cost. Thus the demand for waiting is 
artificially increased. But, on the other hand, the 
supply of waiting, or at least the capacity for such 
supply, has increased just as much. For the original 
shareholders have gained five millions, which they 
can now invest in other enterprises. Supposing 
they do so, the fact that interest has to be paid on 
a fictitious capital of five millions can have no influ
ence on the capital market or' on the rate of interest. 
It is only where the original holders consume the 
surplus value of their shares, or a part of it, that 
interest will have a tendency to rise. The objection 
is therefore valid only as against the professional 
speculator who actually lives on the advance of 
quotations on the Stock Exchange. It is, however, 
not probable that. eno~gh capital is consl!med in 
this way to appreCIably 10fluence the rate o~ mterest. 

A similar case is where a new monopoly is created 
by law. The fact that this ~o~opoly will,pas~ in 
the market as capital, though It IS not real. capItal, 
can in itself have no influence on the rate of mterest. 
N either has the continual creation of fresh" capital" 
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by the "unearned increment" of land values any 
direct influence on the rate. Such alterations of 
the distribution of income may, however, diminish 
the desire of saving in the classes on which the new 
monopolies lay perhaps a new burden. ,. 

The social problem is often looked upon as a case 
of .... Capital versus Labour." Weare told that the 
reason why Labour gets so little is that CapitaL 
takes so much, or, even in so many words, that aboli
tion of interest would in the main solve the problem. 
This view is entirely wrong. In the first place, 
interest cannot be done away with. In the second 
place, an equal distribution of the present interest-. 
income of the community, though it would of course 
be an advantage to the labourer, would not essen
tially alter his standard of life. Calculations on this 
point which confine themselves to England are mis
leading, for that country draws a very large sum of 
interest from abroad, and this would disappear if 
interest were abolished by a general social revolu
tion. But, considering the whole civilised world, it 
must be said that an equal distribution of the total 
present interest-income would raise wages only by 
a fractional part of what they now are. 

Hence the conception that the social problem is 
essentially a question of division of income between 
Capital and Labour, is seen to be erroneous. Even 
an equal distribution of all income would probably 
not bring the whole society up to the standard of the 
lower middle-class. The social problem is, therefore, 
essentially a problem of greater production. The 
fundamental fact to start from is that we do not 
to-day produce enough to provide every one with a 
decent living. I t follows from this that we must pro
duce more. Progress is largely a rise of productive 
efficiency. 

I t is generally believed that what Labour gains is 
necessarily a loss to Capital. This is surely a fallacy. 
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There are even some reasons for assuming the con
trar

d
y to b; t?e case. When wages rise, there is a 

ten ency lor Interest to rise too. 
Fi.rst, in so far as a considerable rise of wages 

reqUires that .the whole volume of production should 
~e enlarged, 1t means at least a proportional increase 
10 the demand for the use of capital. 

Second, the nature of the consumption of the 
working-classes makes it bften necessary to use 
comparatively more machine labour than would 
be required for the corresponding consumption of 
the rich, for this latter is to a large extent a con
sumption of personal services, such as those of 
dome~tic servants, artists, and other professional 
persons; whereas the working classes mostly con
sume products of factory industry. 

Third, the increasing productivity of society is to 
a large extent a direct result of the substitution of 
durable instruments of production for labour. Inas
much, therefore, as higher wages require such an 
increase of productivity, they also tend to augment 
the demand for capital. To a certain extent the 
higher productivity is due to more efficient labour; 
but the higher efficiency of the working man shows 
itself precisely in the capacity for handling compli
cated and expensive machinery. It should also be 
remembered here that higher wages directly en
courage the substitution of machine labour for hand 
labour. 

Thus a rise of wages is seen to have a strong 
tendency to~ards raising the demand f?r the use of 
capital. It 1S probable too that.!1 rIse of ~ages 
would resttain the supply of waltmg. For .If the 
labourer really is to raise his standard ~f hfe, ~e 
cannot save any considerable part o~ the mcrease ~n 
his wages. The' increased pr?ductl?n there~ore IS 

not accompanied by a proportIOnal mcrease m the 
capacity for saving. 
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He,nce we must conclude that a. rise of wages is. 
very likely to call forth a rise and not a fall of the 
rate of interest. This conclusion, one may hope, is 
calculated to contradict the common dogmatic view,. 
and definitely relieve the world of an old ancl/ 
barren controversy. 
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