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APPENDIX TO CHAPTER 14
On The Rate Of

Interest In Marshall’s “ Principles

Of Economics” , Ricardo’s “Principles
Of Political Economy” , And Elsewhere

|

There is no consecutive discussion of the rate of interest in the
works of Marshall, Edgeworth or Professor Pigou ,~—nothing more than
a few obiter dicta. Apart from the passage already quoted above (p.
139) the only important clues to Marshall’s position on the rate of in-
terest are to be found in his Principles of Economics (6th edn. ),
Book VI. p. 534 and p. 593, the gist of which is given by the follow-
ing quotations ;

“Interest, being the price paid for the use of capital in any market,
tends towards an equilibrium level such that the aggregate demand for
capital in that market, at that rate of interest, is equal to the aggregate
stock® forthcoming there at that rate. If the market, which we are consid-
ering, is a small one—say a single town, or a single trade in a progressive
country—an increased demand for capital in it will be promptly met by

@ It is to be noticed that Marshall uses the word “capital” not “money” and
the word “stock™ not “loans” ; yet interest is a payment for borrowing money, and
“demand for capital” in this context should mean “demand for loans of money for
the purpose of buying a stock of capital-goods”. But the equality between the stock
of capital-goods offered and the stock demanded will be brought about by the prices of
capital-goods, not by the rate of interest. It is equality between the demand and sup-
ply of loans of money, i. e. of debts, which is brought about by the rate of interest.
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an increased supply drawn from surrounding districts or trades. But if
we are considering the whole world, or even the whole of a large
country, as one market for capital, we cannot regard the aggregate
supply of it as altered quickly and to a considerable extent by a
change in the rate of interest. For the general fund of capital is the
product of labour and waiting; and the extra work,? and the extra
waiting, to which a rise in the rate of interest would act as an incen-
tive, would not quickly amount to much, as compared with the work
and waiting, of which the total existing stock of capital is the result.
An extensive increase in the demand for capital in general will there-
fore be met for a time not so much by an increase of supply, as by a
rise in the rate of interest; @ which will cause capital to withdraw itself
partially from those uses in which its marginal utility is lowest. It is
only slowly and gradually that the rise in the rate of interest will in-
crease the total stock of capital ” (p. 534).

@ This assumes that income is not constant. But it is not obvious in what
way a rise in the rate of interest will lead to “extra work”. Is the suggestion that a
rise in the rate of interest is to be regarded, by reason of its increasing the attrac-
tiveness of working in order to save, as constituting a sort of increase in real wages
which will induce the factors of production to work for a lower wage? This is, I
think, in Mr. D. H. Robertson’s mind in a similar context. Certainly this “would
not quickly amount to much” ; and an attempt to explain the actual fluctuations in
the amount of investment by means of this factor would be most unplausible, in-
deed absurd. My rewriting of the latter half of this sentence would be: “and if an
extensive increase in the demand for capital in general, due to an increase in the
schedule of the marginal efficiency of capital, is not offset by a rise in the rate of
interest, the extra employment and the higher level of income, which will ensue as
a result of the increased production of capital-goods, will lead to an amount of extra
waiting which in terms of money will be exactly equal to the value of the current in-
crement of capital-goods and will, therefore, precisely provide for it. ”

®  Why not by a rise in the supply price of capital-goods ? Suppose, for ex-
ample, that the “extensive increase in the demand for capital in general” is due
to a fall in the rate of interest. I would suggest that the sentence should be rewrit-
ten: “In so far, therefore, as the extensive increase in the demand for capital-
goods cannot be immediately met by an increase in the total stock, it will have to
be held in check for the time being by a rise in the supply price of capital-goods
sufficient to keep the marginal efficiency of capital in equilibrium with the rate of
interest without there being any material change in the scale of investment; mean-
while (as always) the factors of production adapted for the output of capital-goods
will be used in producing those capital-goods of which the marginal efficiency is
greatest in the new conditions. ”
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“It cannot be repeated too often that the phrase °the rate of in-
terest’ is applicable to old investments of capital only in a very limit-
ed sense. © For instance, we may perhaps estimate that a trade capital
of some seven thousand millions is invested in the different trades of
this country at about 3 per cent net interest. But such a method of
speaking , though convenient and justifiable for many purposes, is not
accurate. What ought to be said is that, taking the rate of net interest
on the investments of new capital in each of those trades [i. e. on
marginal investments ] to be about 3 per cent; then the aggregate net
income rendered by the whole of the trade-capital invested in the vari-
ous trades is such that, if capitalised at 33 years’ purchase (that is,
on the basis of interest at 3 per cent) , it would amount to some seven
thousand million pounds. For the value of the capital already invested
in improving land or erecting a building, in making a railway or a ma-
chine, is the aggregate discounted value of its estimated future net in-
comes [ or quasi-rents] ; and if its prospective income-yielding power
should diminish, its value would fall accordingly and would be the
capitalised value of that smaller income after allowing for deprecia-
tion” (p. 593).

In his Economics of Welfare (3rd edn. ), p. 163, Professor
Pigou writes: “ The nature of the service of ‘ waiting’ has been
much misunderstood. Sometimes it has been supposed to consist in
the provision of money, sometimes in the provision of time, and,
on both suppositions, it has been argued that no contribution what-
ever is made by it to the dividend. Neither supposition is correct.
‘ Waiting’ simply means postponing consumption which a person
has power to enjoy immediately, thus allowing resources, which
might have been destroyed, to assume the form of production instru-
ments. @. .. The unit of ¢ waiting’ is, therefore, the use of a given

@ In fact we cannot speak of it at all. We can only properly speak of the
rate of interest on money borrowed for the purpose of purchasing investments of
capital, new or old (or for any other purpose).

@ Here the wording is ambiguous as to whether we are to infer that the
postponement of consumption necessarily has this effect, or whether it merely re-
leases resources which are then either unemployed or used for investment accord-

ing to circumstances.
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quantity of resources ©—for example , labour or machinery—for a giv-
en time. . . . In more general terms we may say that the unit of waiting
is a year-value-unit, or, in the simpler, if less accurate, language of
Dr. Cassel, a year-pound.... A caution may be added against the
common view that the amount of capital accumulated in any year is
necessarily equal to the amount of ‘savings’ made in it. This is not
so, even when savings are interpreted to mean net savings, thus elim-
inating the savings of one man that are lent to increase the consump-
tion of another, and when temporary accumulations of unused claims
upon services in the form of bank-money are ignored; for many sav-
ings which are meant to become capital in fact fail of their purpose
through misdirection into wasteful uses. ”@

Professor Pigou’s only significant reference to what deter-
mines the rate of interest is, I think, to be found in his Industrial
Fluctuations (1st edn. ), pp. 251-3, where he controverts the
view that the rate of interest, being determined by the general
conditions of demand and supply of real capital, liesout side the
central or any other bank’s control. Against this view he argues
that: “ When bankers create more credit for business men, they

make, in their interest, subject to the explanations given in

@ Not, be it noted, the amount of money which the recipient of income
might, but does not, spend on consumption; so that the reward of waiting is not
interest but quasi-rent. This sentence seems to imply that the released resources
are necessarily used. For what is the reward of waiting if the released resources
are left unemployed?

® We are not told in this passage whether net savings would or would not
be equal to the increment of capital, if we were to ignore misdirected investment
but were to take account of “temporary accumulations of unused claims upon serv-
ices in the form of bank-money”. But in Industrial Fluctuations (p. 22) Prof.
Pigou makes it clear that such accumulations have no effect on what he calls “real

savings” .
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