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The Cause Of Depressions

If neither general overproduction nor shortage of money
causes depressions, then what does?

The cause of depressions is remote from observation; there-
fore, the explanation must begin some distance from the observed
effect. An illustration can be drawn from physiology. There are
various causes for kidney stones. The natural thing is to seek the
cause in the kidneys themselves. But one cause of kidney stones
is known to be a pea-size tumor on one of the four thin para-
thyroid glands in the throat, which are no bigger than finger
nails. The cause of depressions and depressions themselves are
as remote as the throat is remote from the kidneys.

In this explanation the following questions will be considered:

. What is interest on money?

What is interest in a broader sense?

Do the Hebrew-Christian Scriptures forbid interest?

. What determines the interest rate?

How does lowering the interest rate cause booms?

. How do booms, inevitably, end in depressions, or in some-

thing even worse?

. A summary, answering the question: Who and/or what
causes depressions?

. WHAT IS INTEREST ON MONEY?

If you have $1,000, and if you let another use that $1,000
for one year, he will be willing to pay you say 5%, on that amount,
or $50, for the use of the $1,000. At the end of the year he will
pay back to you $1,050.

It appears then that interest is a reward for the wuse of
money, but “things are not what they seem.” The root cause
of interest is not wuse.
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Many people erroneously think that interest is intrinsically
a monetary phenomenon. They apply illogically the “quantity
theory” of money to interest rates. They reason as follows: (1)
increasing the quantity of anything lowers the price; (2) the
“price of money” is the interest rate on money; (3) increasing
the quantity of money will therefore lower the interest rate; and
(4) consequently, in order to lower the interest rate, the thing
to do (so they say) is to increase the quantity of money.

This reasoning is logically false, and it is (consequently) also
historically false. A modern example will make the point clear.
In Brazil the quantity of money is being increased rapidly. That
being true, the interest rate should be very low in Brazil. The
fact is that in Brazil banks have been charging 209, interest per
year on cruzeiro loans. There must therefore be something
wrong with the idea that increasing the money supply lowers the
interest rate. (The cruzeiro is the Brazilian money unit.)

Nevertheless, the idea is so plausible that it is difficult to
disabuse oneself entirely of the thought that increasing the
quantity of money will lower the interest rate. It is necessary
to remember that (1) according to the quantity theory of money,
prices of goods increase when the supply of money is increased
(other things being unchanged); but (2) it is an altogether dif-
ferent proposition to say (by a misapplication of the quantity
theory of money) that interest rates will decline when the supply
of money is increased.

The quantity theory of money does not have two propositions
in it, namely, (1) that increasing the quantity of money raises
the prices of goods and services, and (2) that it cheapens the
cost of money in the form of lower interest rates. Instead,
it should be reiterated: the quantity theory of money has one and
only one clause in it, to wit, increasing the quantity of money
increases the prices of goods and services — that, and that only;
it does not lower the interest rate.

We are here talking about the total money supply and the
over-all rate of interest. In some narrow segment of the total

Published monthly by Libertarian Press. Owner and publisher,
Frederick Nymeyer. Annual subscription rate, $4.00; special for
students, $2.00. Bound copies of 1955, 1956, 1957 and 1958 issues,
each: $3.00; students $1.50. Send subscriptions to Libertarian
Press, 366 East 166th Street, South Holland, Illinois, U.S.A.




The Cause of Depressions 355

market the rate of interest may be affected, or the total market
may be temporarily affected. If in San Francisco for some special
reason half of its loan money supply is shipped to Pittsburgh,
then the bankers in San Francisco will be obliged to ration their
remaining loan funds and they will do so by loaning only to those
able and willing to pay higher rates. Contrarily, in Pittsburgh,
the bankers who have the increased supply of loan money will
wish to put it to work, and in order to do so they will lower
interest rates. But the lower rate in Pittsburgh is offset by the
higher rate in San Francisco. A rate at a time, and at a place,
may be affected by the supply of loan money. But then there
must be an offsetting situation elsewhere.

It might be argued that the illustration has been slanted;
what, it might be asked, will be the situation if the loan money
supply is increased in both San Francisco and Pittsburgh? But
again the question must be asked, where did the extra money come
from? If from elsewhere, then the rates will be as much higher
elsewhere as they are lower in San Francisco and Pittsburgh.

If it is assumed that the increased supply of loan money in
San Francisco and Pittsburgh came from nowhere else, but was
newly mined or “manufactured,” the eventual consequence in
those two cities will be that prices will rise, according to the quan-
tity theory of money. The additional supply of money will not
do better work than the old supply, but will create a temporary
illusion of prosperity. When the increases in the prices of goods
and services fully reflect the increased supply of money (accord-
ing to the quantity theory), then the subsequent demand for loan
money will be as intense as formerly, and the artificially lowered
interest rate will be replaced by the old interest rate. Prices will
be higher, but interest rates will not be lower. Increasing the
supply of money cannot do more than lower the interest rate
temporarily.

There is nothing new in the foregoing. David Hume (1711-
1776) long ago clearly stated what the situation is. In his essay
“On Interest” (Essays Moral, Political and Literary, Grant Rich-
ards, London, 1903 edition, pages 303ff.) he wrote:

Lowness of interest is generally ascribed to plenty of money.

But money, however plentiful, has no other effect, if fixed,

than to raise the price of labour. Silver is more common
than gold, and therefore you receive a greater quantity of
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it for the same commodities. But do you pay less interest
for it? Interest in Batavia and Jamaica is at 10 per cent,
in Portugal at 6, though these places, as we may learn from
the prices of every thing, abound more in gold and silver
than either London or Amsterdam,

Were all the gold in England annihilated at once, and
one and twenty shillings EOf silver] substituted in the place
of every guinea [of gold], would money be more plentiful,
or interest lower? No, surely: we should only use silver,
instead of gold. Were gold rendered as common as silver,
and silver as common as copper, would money be more plen-
tiful, or interest lower? We may assuredly give the same
answer.

* * ®

All augmentation has no other effect than to heighten the
price of labour and commodities; and even this variation
1s little more than that of a name. In the progress towards
these changes, the augmentation may have some influence,
by exciting industry; but after the prices are settled, suit-
ably to the new abundance of gold and silver, it has no
manner of influence.

An effect always hold proportion with its cause. Prices
have risen near four times since the discovery of the Indies;
and it is probable gold and silver have multiplied much
more: but interest has not fallen much above half. The
rate of interest, therefore, is not derived from the quantity
of the precious metals [that is, money]. [Our italics.]

Interest rates are not made high or low by varying the quan-
tity of money. Although we shall not follow Hume exactly,
this is what he wrote (page 305):

High interest arises from three circumstances: a great
demand for borrowing, little riches to supply that demand,
and great profits arising from commerce: and [those] cir-
cumstances are a clear proof of the small advance of com-
merce and industry, not of the scarcity of gold and silver.
Low interest, on the other hand, proceeds from the three
opposite circumstances: a small demand for borrowing;
great riches to supply that demand; and small profits arising
from commerce: and these circumstances are all connected
together, and proceed from the increase of industry and
commerce, not of gold and silver.

Men in general determine the interest rate. They do that
by a simple (for most people, unconscious) method. What this
is, is easily explained and understood.

Men “discount” time. By that is meant that they value pres-
ent goods higher than future goods. Material goods which are
very remote-in-time men consider valueless.

If one man undertook to promise a friend $1,000,000 one
thousand years hence, the friend would treat it as a joke. What
good would the $1,000,000 be to him, if he was already 950 years
in his grave, and his grave maybe unknown? And his Santa
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Claus friend just as dead physically as he would be? In this case
“time” has “discounted” the $1,000,000 down to zero.

Suppose, however, that a father promises a son $10,000 ten
years hence and, in order to “guarantee” that, he gives his son
a note for $10,000, due in ten years. Let us assume the father’s
assets are so substantial that the note is indubitably good. Let
us assume that the father wishes the son to get the money only
after ten years, but that the son is undutiful and as soon as he
gets the note, he goes to the bank and asks the bank to “buy”
the note. Will the bank pay him $10,000? Indeed not. If it
did, it would be giving the young man $10,000 now, but it would
have to wait ten years before it could get the 310,000 from the
father. No one, possessing judgment, would evaluate $10,000
ten years hence to be worth $10,000 now. It is because the under-
standing of that idea is not limited to bankers, that bankers do
not control the interest rate. They are merely a part of the
machinery by which the interest rate is determined, but the people
who determine the interest rate are a combination of the thrifty
and the spendthrifty; those who save, and those who want funds
to invest either in capital goods, or to spend before they themselves
have earned it.

What will a banker pay for this note of §10,000?

Let us first assume two things: (1) that the prevailing inter-
est rate is 5%, and (2) that the note is only for one year. Then
the bank will pay the young man the quotient obtained by divid-
ing $10,000 by 1.05, or $9,523.81, a difference of $476.19 which
is the discount, or in more inaccurate terms, the interest. If the
interest rate is 4%, or 6%, the divisor would be 1.04 or 1.06.

If the note was for two years, the next step would be to
divide the $9,523.81 by 1.05 again, to which the quotient would
be $9,070.29. If the note was for three years, the $9,070.29 would
again be divided by 1.05, or $8,638.37.

Similarly, back to the tenth year. The figure would be
$8,227.02 for the fourth; $7,835.26 for the fifth; $7,462.15 for
the sixth; $7,106.81 for the seventh; £6,768.39 for the eighth;
$6,446.09 for the ninth; and finally $6,139.13 for the tenth year.

The shrinkage from $10,000 to $6,139.13 is $3,860.87, which
is the discount — the lower valuation —because of the lapse of
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time, on $10,000 due only after ten years, at a 5%, discount rate
per year.

Interest is not a reward for productivity, direct or indirect.
John Calvin, although an acute thinker on interest, made that
mistake. He said that interest on money was paid because the
money could have been put to use to buy land which would yield
a rent (that is, would be productive), and so there would have to
be interest paid on money, or otherwise people would invest only
in land and would refuse to loan money itself. The argument
is good as far as it goes, but finally explains nothing, because
rent itself needs to be explained, something which Calvin did
not think of undertaking.

If an acre will produce 40 bushels of wheat, which will sell
at 50c per bushel more than the cost (except rent) to produce it, or
$20 net per acre, why should not that one acre sell for 10,000
years x $20 = $200,000 an acre? Or why not price that acre
on the basis of its yield in 1,000,000 years (1,000,000 x $20 an
acre), or $20,000,000 for that one acre of land? Why not go
further, into infinity by using infinity as the multiplier? If yield
times the profit from producing wheat — without discount for
time — will produce that much money, why does land not sell
for such fantastic figures? Obviously, there must be a discount
for something somewhere in the calculation.

The fact obviously is that land is not priced on its yield only.
It appears that way, but it is not. Let us lower the years to a
more modest figure. Why should not land sell at least at what
it will yield in one man’s lifetime of 80 years? In 80 years it
will yield 80 x $20, or $1,600. Shall we then price this acre of
ordinary farm land at $1,600? If so, then the yield in percentage
will be the quotient of $20 divided by $1,600, or 1.25%,. Land
does not sell to yield only 1.25%. And so yield, or productivity
does NOT alone determine the rent on land, and consequently
cannot be the basis of money interest, as Calvin erroneously reas-
oned.

Something else determines the rate of interest— and that
something else is the discounting, by men in general, of future
values to a present basis.

By how much men estimate the value of future goods to be
lower, they discount the value; that is the discount rate, or as it
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is also called, the interest rate, Discount is the descriptive word.

Despite that fact, many business men consider interest to be
a manifestation of productivity, or a reward for abstinence, or a
payment for use. These are fallacies. Labor union leaders, con-
trarily but almost equally universally (following Marx), believe
that interest (and rent and profit) is something filched from the
working man, and so is exploitation of the employee. This ex-
planation is equally erroneous. It also is a fallacy.

That interest is related to time is evident from the fact that
interest is noncomputable except on a time basis. Time is of the
essence.

H. WHAT IS INTEREST IN A BROADER SENSE?
The simplest return, or income, that a man can think of is
a reward for labor. Even Adam had to work to get an income.
The fruits— apples, pears, berries— on which he subsisted did
not fall into his mouth. He had to work.
Men can be in any of three categories:

1. A man can be a wandering hunter for game, a wandering
fisher for fish, or a wandering berry picker in season. This is the
poorest living that there is. It is the hardest work; and the most
precarious living. Adam was in that class during his early life.
Moses makes that clear in Genesis.

2. A man can be a tiller of the soil, or a caretaker of flocks.
Then he no longer wanders. He has some elementary tools. He
can survive better than as a non-tiller. Cain and Abel advanced
to this higher level of subsistence. Cain was a farmer and Abel
a shepherd. In the cases where a man is a mere hunter, fisher
or berry picker, he depends really on what raw nature provides.

3. The third step, from tillage to capitalism, is greater than
from hunting to tillage. Prosperity for men, as distinguished
from hazardous survival (hunting), and poverty (mere tillage),
depends on something God did not create —namely, capital.
Capital is natural forces, harnessed or guided or converted by
men, so that the strength of those natural forces works for men.
A simple example is the work of a steam engine. The power de-
pends on natural law — the conversion of water into steam, and
the use of steam pressure to do work. (See Volume III, pp. 266-
297.) Capital is, therefore, extremely valuable to man. In a
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figurative sense an eighth day of "creation” might be declared
to exist, namely, that on the eighth day man (not God) began
to “create” capital. (See Volume III, pp. 266-288.) When capital
per capita increased, then human material prosperity increased.

On what then does production and income depend? Appat-
ently, on several things: (1) labor, remunerated as wages; (2)
natural resources, remunerated as rent; (3) capital, remunerated
as profit; or (4) use of money, remunerated as interest. This list,
although pat in form, is deceptive. Rent is not remuneration to
natural resources; profit is not remuneration to capital; nor is
interest a return on money —in the sense that most people under-
stand that.

Profit, rent and interest (in an economic sense) are the same
thing under different forms. (The most ambiguous of these
terms is profit, but it will be unwarranted digression to go into
detail.) The origin of all three rests in time — that discounting
of future values to a present basis.

This often appears in an inverse form, not so much in the
pricing of a future good lower (as in the discounting of the
$10,000 note just explained) because of the time factor, but in
the form of adding something to the present value in the form
of an “interest” charge. Instead of working back from the future
to the present by discounting, it is also possible to work forward
from the present to the future by addition. For example, a man
loans you $1,000 now and you pay him back at the end of the
year $1,000 plus $50, or $1,050. To make the future value equal
to the present standard, something had to be added to the present
base. It is “six of one” or a “half-dozen of the other” whether
(in the previous illustration) $3,860.87 is added as ten years’
compound interest on $6,139.13; or the future value of 10,000
is discounted by $3,860.87 to $6,139.13.

Instead, then, of four kinds of rewards: (1) wages, (2) in-
terest, (3) profit, (4) rent, there are in principle really two—
(1) wages and (2) all other forms of income which are all of a
discounting character, and are the so-called remuneration of
natural resources as rent, of capital as profit, and of money as
interest. In economics, the “reward” to these three (land, capital
and money) has a common generic name, interest. In other words,
interest has a narrow meaning as a return oh money only, but it











































































