Introduction to Frank A. FetterGapital, Interest, and Rent

di Murray N. Rothbard

Frank Albert Fetter (1863-1949) was the leadehaWnited States of the early Austrian school of
economics. Born in rural Indiana, Fetter was gréetifrom the Indiana University in 1891. After
earning a master’'s degree at Cornell UniversityteFgoursued his studies abroad and received a
doctorate in economics in 1894 from the UniversifyHalle in Germany. Fetter then taught
successively at Cornell, Indiana, and Stanford ensities. He returned to Cornell as professor of
political economy and finance (1901-1911) and teated his academic career at Princeton
University (1911-31), where he also served as otairof the department of economics.

Fetter is largely remembered for his views on bessn“monopoly” (see hidMasquerade of
Monopoly[New York: Harcourt, Brace and Co., 1931]). Butdobefore he published his work on
monopoly in the 1930s, he developed a unified amtsistent theory of distribution that explained
the relationship among capital, interest, and réviile Fetter’'s theoretical work, like much of
capital and interest theory in recent decades, bde®n generally neglected, much of it is still
valuable and instructive today. In my opinion, roeconomic analysis has a considerable way to go
to catch up to the insight that we find in Fettenstings in the first decade and a half of this
century.

Apart from his two lucidly written treatise3lfe Principles of Economidgblew York: The Century
Co., 1904]; andEconomic Principles[New York: The Century Co., 1915]), Fetter's major
contributions to distribution theory appeared ia series of journal articles and shorter papetsltha
have collected to form this volume. It was difficdibr me to classify Fetter's work into the
categories of “capital,” “rent,” and “interest,” ¢muse his was an unusually systematic and
integrated theory of distribution, all areas oflgss being interrelated.

Fetter's point of departure was the Austrian ingthat (1) prices of consumer goods are
determined by their relative marginal utility tonsmmers; and (2) that factor prices are determined
by their marginal productivity in producing thesensumer goods. In other words, the market
system imputes consumer goods prices (determinedapginal utility) to the factors of production

in accordance with their marginal productivities.

While the early Austrian and neoclassical schoélsamnomics adopted these insights to explain
prices of consumer goods and wages of labor, thikyeft a great many lacunae in the theories of
capital, interest, and rent. Rent theory was iradiqularly inchoate state, with rent being defined
either in the old-fashioned sense of income per geeruing to land, or in the wider neo-Ricardian
sense of differential income between more andpesductive factors. In the latter case, rent theory
was an appendage to distribution theory. If onekeoearns $10 an hour and another, in the same
occupation, earns $6, and we say that the first'srianome contains a “differential rent” of $4,
rent becomes a mere gloss upon income determingulithgiples completely different from those
used to determine the rent itself.

Frank Fetter's imaginative contribution to rent dhe was to seize upon the businessman’s
commonsense definition of rent as the price pet service of any factor, that is, as the price of
renting out that factor per unit time. But if resatsimply the payment for renting out, every urifio
factor of production earns a rent, and there candb&o-rent” margin. Whatever any piece of land
earns per year or per month is rent; whatever &atagood earns per unit time &so a rent.
Indeed, while Fetter did not develop his thesifas@s to consider the wage of labor per hour or pe
month as a “rent,” it is, as becomes clear if wastder the economics of slavery. Under slavery,
slaves are either sold as a whole, as “capitaldremrented out to other masters. In short, siaverl
has a unit, or rental, price as well as a cap#dlle. Rent then becomes synonymous with the unit
price ofany factor; accordingly, a factor’s rent is, or rathends to be, its marginal productivity.



For Fetter the marginal productivity theory of distition becomes the marginal productivity theory
of rent determination for every factor of produatidn this way, Fetter generalized the narrow
classical analysis of land rent into a broader theb factor pricing.

But if every factor earns a rent in accordance wtghmarginal product, where is the interest return
to capital? Where does interest fit in? Here Fattade his second vital and still unappreciated
contribution to the theory of distribution. He stvat the Austrian Eugen von B6hm-Bawerk, in the
second volume of his notab@apital and Interestinconsistently returned to the productivity theory
of interest after he had demolished that theoryhan first volume. After coming to the brink of
replacing the productivity theory by a time-prefere theory of interest, Béhm-Bawerk withdrew
from that path and tried to combine the two expili@ma — an eclecticism that capital and interest
theory (in its “real” form) has followed ever since

Fetter approached the problem this way: If everydiaearns a rent, and if therefore every capital
good earns a rent, what is the source ofetktea return for interest (or “long-run normal profigs

it is sometimes called)? In short, if a machinexgected to earn an income, a rent, of$ 10,000 a
year for the next ten years, why does not the maslce up the selling price of the machine to
$100,000? Why is the current market price conshlgriess than $100,000, so that in fact a firm
that invests in the machine earns an interestiretuer the ten-year period? The various proponents
of productivity theory answer that the machinepsotiuctive” and therefore should be expected to
earn a return for its owner. But Fetter repliect tiings is really beside the point. The undoubted
productivity of the machine is precisely the reastowill earn its $10,000 annual rent; however,
there is still no answer to the question why thekaiaprice of the machine at present is not bidhhig
enough to equal the sum of expected future renks; M/there a net return to the investor?

Fetter demonstrated that the explanation can oalfobnd by separating the concept of marginal
productivity from that of interest. Marginal prodivity explains the height of a factor’'s rental
price, but another principle is needed to expldnrywand on what basis these rentsdiseountedo

get the present capitalized value of the factoretivlr that factor be land, or a capital good, er th
price of a slave. That principle is “time-prefereticthe social rate at which people prefer present
goods to future goods in the vast interconnectexr tmarket (present! future goods market) that
pervades the entire economy.

Each individual has a personal time-preferencedidbe a schedule relating his choice of present
and future goods to his stock of available pregentls. As his stock of present goods increases, the
marginal value of future goods rises, and his cdtme-preference tends to fall. These individual
schedules interact on the time market to set, agaren time, a social rate of time-preference.sThi
rate, in turn, constitutes the interest rate onrttegket, and it is this interest rate that is uged
convert (or “discount”) all future values into pees values, whether the future good happens to be
a bond (a claim to future money) or more specifjcghe expected future rentals from land or
capital.

Thus, Fetter was the first economist to explaieredt rates solely by time-preference. Every factor
of production earns its rent in accordance withmegginal product, anevery futureental return is
discounted, or “capitalized,” to get its preseniueain accordance with the overall social rate of
time-preference. This means that a firm that buysaghine will only pay theresentvalue of
expected future rental incomes, discounted by tlwgakrate of time-preference; and that when a
capitalist hires a worker or rents land, he wily peow, not the factor’s full marginal product, but
the expected future marginal product discountethbysocial rate of time-preference

A glance at any prominent current textbook will whwow far economics still is from incorporating
Fetter's insights. The textbook discussion typicdlegins with an exposition of the marginal
productivity theory applied to wage determinatidimen, as the author shifts to a discussion of
capital, “interest” suddenly replaces “factor ptioca the y-axis of the graph, and the conclusion is
swiftly reached that the marginal productivity theexplains the interest rate in the same way that
it explains the wage rate. Yet the correct analodhe y-axis is not the interest rate but the denta
price, or income, of capital goods. The interet# omly enters the picture when the market price of



the capital good as a whole is formed out of itgested annual future incomes. As Fetter pointed
out, interest is not, like rent or wages, an anouahonthly income, an income per unit time earned
by a factor of production. Interest, on the comnfras a rate, or ratio, between present and future,
between future earnings and present price or palymen

Fetter’s theory makes it impossible to say thaitelfearns,” or generates an interest return. I@n t
contrary, the very concept of capital value imphgsecedingprocess otapitalization,a summing

up of expected future rental incomes from a goadcalinted by a rate of interest. Rent, or
productivity, and interest, or time-preference, &gically prerequisite to the determination of
capital value.

Frank A. Fetter's earliest article in this collectj a review of Frank W. TaussigiwWages and
Capital: An Examination of the Wages Fund DoctriNew York: D. Appleton, 1896), was written
in 1897 and sets the pace for the articles in ttet part of this book. Here Fetter criticized
Taussig’'s attempt to revive the classical notiontre “wage fund.” Rather than attempting to
explain aggregate wage payments, Fetter recommengiéaining individual wage rates.

Fetter’'s first full-length article on capital wassh‘Recent Discussion of the Capital Concept”
(1900). In it he compared the theories of capittdred by Bohm-Bawerk, John Bates Clark, and
Irving Fisher. Fetter did less than full justiceB6hm-Bawerk’s subtle insistence on the defects of
the idea of capital as merely a fund, especiallgagmparing or measuring concrete capital goods
that differ from each other. Above all, Fetterproperly concentrating on a fund of capital valge a
an attribute of all durable productive goods, neudly realized the importance between land (the
original producer’s good) and capital goods (créateproduced producer’s goods). In fact, Fetter’s
idea of capital as a fund of value and the Austvigmv of capital as concrete capital goods are not
inconsistent; they play roles in different areasagbital theory.

Of special interest is Fetter's charge that Bohn@&#'s intention was to establish a labor theory
of property in capital goods. Furthermore, when Fetter dedlateat Bohm-Bawerk was
inconsistent in classifying man-made improvemergsmanently incorporated into the land as
“land” itself, he apparently did not realize that fAustrian economists the crucial criterion for
classifying a good as “land” is not its originaltun@-given state but iggermanences a resource
(or, more precisely, its nonreproducibility). Godtiat are permanent, or nonreproducible, earn a
net rent, whereas capital goods, which have torbdyzced and maintained, only earn a gross rent,
absorbed by costs of production and maintenancee kea vital distinction between land and
capital goods that Fetter completely misundersiseé¢ myMan, Economy, and Stat2 vols. [New
York: D. Van Nostrand, 1962], 2:502-4).

Fetter, however, took his stand squarely with Bdemverk and against Clark when he denied that
capital is a permanent fund and that productiorr @éeeomes “synchronous,” thereby eliminating
the time dimension between input and output. Thiees controversy was to reappear dramatically
in the 1930s in publications of Frank H. Knight adcing the Clark position) and those of
Friedrich A. Hayek and Fritz Machlup (representing Austrian view).

On the other hand, Fetter praised Irving Fishdreoty of capita{The Rate of Interest: Its Nature,
Determination, and Relation to Economic Phenom&ew York: Macmillan Co., 1907]) in places
where it deviated from the Austrian view and ci#gd it where it conformed to the Austrian
position. Thus, Fisher’s distinction between cdpatad income (based on the differences between
stock and flow measurements) is commended becauséninates the need for distinguishing
between land and capital goods. On the other hBetler objected to Fisher's highly sensible
insistence that the concept of concrete physiqaitalagoods is logically prerequisite to the cortcep
of abstract capital as a fund of value. Furtherm®edter objected to the Austrian view, also in
Fisher, that capital goods are way stations orp#ik to producing more consumer goods, and that
they are therefore “used up” in production. Fettiéed machines and land (“natural agents”) as
goods that do not advance toward the status ofucoas goods. But machines advance toward
consumer goods precisely by beimgpermanentthat is, by being used up in the march of



production toward the goal of consumption; and fd that land is not used up in this way is
precisely the reason for distinguishing it fromit@pgoods.

In his 1902 review of Bohm-Bawerk’Binige strittige Fragen der Capitalstheorigetter quite
properly pointed to the major textual contradictionB6hm-Bawerk’s theory of interest: Bohm-
Bawerk’s initial finding that interest stems frommée-preference for present over future goods is
contradicted by his later claim that the great@dpctivity of roundabout production processes is
what accounts for interest. However, when critrmiziBohm-Bawerk’s productivity theory of
interest, it was not necessary for Fetter to disnB®hm-Bawerk’s important conception of
roundaboutness or the period of production. Rouodiessis an important aspect of the
productivity of capital goods. However, while tipigoductivity may increase threntsto be derived
from capital goods, it cannot account for an inseem the rate of interest return, that is, therat
between the annual rents derived from these cag@atls and their present price. That ratio is
strictly determined by time-preference.

“The Nature of Capital and Income” (1907) offeredeaiew of Irving Fisher's book of the same
title. Fetter hailed Fisher's use of the capitdla concept of capital as well as Fisher's
abandonment of his previous view that the stock/fbtmncept of capital and income applied to the
same concrete goods. Here, Fisher shifted to amaabsnd generalized conception of stocks and
flows. But, as Fetter noted, this very abstractr@mdered the whole stock/flow dichotomy
untenable. Fisher’s treatment of income as stripychicincome, to the virtual exclusion of
money income, is properly criticized, as is theotlary that only consumption is income, and
therefore capital gains are not income and shoatdoe subject to an income tax. Finally, Fetter,
who had himself been working on an integrated thedrincome distribution, found that Fisher’s
theory of capital and income had ad hocflavor because it had been developed separatahy fr
the remainder of Fisher’s distribution theory.

In “Are Savings Income — Discussion?” (1908), Fettlaborated on his criticism of Fisher’'s view
that savings, or rather additions to capital, ave income, and that the termcomeshould be
limited to consumption expenditure only. Fetterreotly pointed out that Fisher confused the
concept of ultimat@sychicincome, which indeed consists only of consumptvaith) the concept of
monetary incomes acquired in the market, whichparéally saved and partially consumed.

Two decades later (1927) Fetter returned to therthef capital in his contribution to the
Festschrifthonoring John Bates Clark. In the course of reingwClark’s contributions to the
theory of capital, Fetter praised Clark for tregticapital as a fund rather than as an array of
heterogeneous capital goods and for offering a rgémkefinition of rent as the income from all
capital goods and not just the income from lanchBéawerk is criticized once again for clinging
to the identification of capital and interest (et of realizing how interest permeates the entire
time-value market), but this cogent criticism isamgmisleadingly linked to an attack on B6hm-
Bawerk for maintaining a distinction between lamdl apital goods. In this article, F. W. Taussig
is criticized for allegedly maintaining that onnd, and not capital, is productive. But here Tiguss
was not simply in the throes of the labor theoryalie; rather, he was adopting the subtle Bohm-
Bawerkian insight that, while capital goods aredewily productive, they are nafitimately
productive, for they have to be produced and rapred by labor, land, and time, so that capital
goods earn gross rent, but not net rents, whicbrdy to labor and land factors. Hence again we
encounter the importance of the land-capital godidsinction. As for interest, it is entirely the
result of time-preference; in the case of a camgtad, interest depends on first producing the
capital good by combining labor and land and therreaping the fruits of this combination at a
later time. The very distinction between land aagit@l goods so resisted by Fetter was thus used
by Bohm-Bawerk to pave the way for Fetter’'s owrotlyeof interest!

Of particular importance in this 1927 essay is df&tcritique of Alfred Marshall’s capital theory.
Always an unsparing logician, Fetter relentlessiyticized the myriad of inconsistencies,
confusions, and contradictions in Marshall’s distois. Fetter also added to his previous criticisms



of Fisher’s capital theory a review of the incotemey in adopting a wealth-at-one-time/services-at-
one-time distinction between capital and incomeagnof his previous stock/flow dichotomy.
Fetter’s contribution entitled “Capital,” which aggred in théencyclopedia of the Social Sciences
(1930-35), is a convenient summation of his viewsapital as well as his criticisms of alternative
theories. It is clear that his exclusive concerthwapital as a fund, or as “the market value {lo§
present worths of..individual claims to incomes,” is a consequencéisfdissatisfaction with the
productivity theories of interest and his desireestablish “capital value” as simply the capitalize
sum of expected future rental incomes.

Frank A. Fetter’'s pioneering development of theepiime-preference theory of interest began with
his article “The ‘Roundabout Process’ in the Insér€heory” (1902). Here Fetter hailed Bohm-
Bawerk as the first to state properly the centrabfem of interest theory: To explain why present
goods are valued more highly than future goods.aBur starting out with time-preference as the
proper explanation, Bohm-Bawerk introduced his rithground” for interest — the greater
productivity of roundabout processes of productienand argued that it was the most important
reason present goods had higher values than fgtads.

When offering his detailed critique of Bohm-Bawesrkthird ground,” Fetter explained how B6hm-
Bawerk had failed to separate the undoubted iner@aphysical productivity, resulting from an
increase in capital, from a claimed increase in“ttadue” productivity of capital. Fetter noted that
an increase in thealue of capital (as distinct from its physical amount)l increase the value
productivity of capital if and only if the interesate remains constant. In other words, Bohm-
Bawerk’s productivity explanation of interest makese of the concept of the present value of
capital and therefore assumes that the interestisalready given, since it is needed to determine
the present value of capital. Thus, Bohm-Bawerksdpctivity explanation of interest involved
circular reasoning. Similarly, Fetter noted that ateterminant of the degree of capitalization, or
the degree of roundaboutness of production proseassthe economy, is precisely the interest rate
— the rate of present capitalization of future sentlere is still another example of circular
reasoning.

For the remainder of his 1902 article, Fetter elateml on his critique (outlined above) of the
Austrian separation of land and capital goods, thedidea of the period of production. Here it
might be noted that Fetter's perfectly valid paabiout land capitalization in the market by way of
the interest rate does not negate the Austriamdigin between land and capital goods. According
to the Austrian school “capital” and “capital gobdse separate and distinct concepts. Furthermore,
Fetter's repeated attempts to attribute a laboortheof capital value to Bohm-Bawerk are
contradicted by his own admission that both land aime enter into the Austrian view of the
production of capital. Fetter, however, made anartgnt point in criticizing Béhm-Bawerk’s
formulation of the “average period of productioegpecially the idea afx postaveraging of the
various periods of production throughout the ecoynoifetter also cogently attacked B6hm-
Bawerk’s attempt to leap from the increased phygimaductivity of roundabout processes to value
productivity by the use of purely arithmetical tdl Here Fetter leveled a (characteristically
Austrian) critique of the use of mathematics inremics against an economist who was himself a
leading critic of the mathematical method.

In his 1902 article, Fetter offered another bnitiariticism of Bohm-Bawerk’s “third ground.”
Bohm-Bawerk tried to use the greater productivitgapital to explain why these “present goods”
are worth more than “future goods” when the captahes to fruition as consumer goods. But, as
Fetter pointed out, since capital instruments ongture into consumer goods at various times in
the future, capital goods are really future goaust, present goods. If, then, we concentrate on
utility to consumers, capital goods are seen téuhgre goods, and the “third ground” for an extra
return to these (future) capital goods as beingenpoductive “present goods” becomes totally
invalid.

We may apply Fetter’s insight to the current testbexplanations of interest rate determination in
the market for productive loans. The supply curvanable funds is conventionally explained by



time-preference, while the demand curve for loapdlsiness firms is explained by reference to
the “marginal productivity of capital” — in shotby the “natural” rate of interest embodied in the
long-term normal rate of profit. But the firm tHadrrows money in order to hire workers or to buy
capital goods is really buying future goods in exule for a present good, money. In short, the
business borrower, like the saver-creditor who $elmiegh money, is buying a future good whenever
he makes an investment. If we assume, for exartipé there are no business loans but only stock
investment, this point is easier to understand. Whaeman saves and invests in a productive
process, he pays workers and other faatons in exchange for services that will yield a product
and therefore an income, at sofauretime. In short, the capitalist-entrepreneur hoesvests in
factors now and pays out money (a present gooelx¢hange for productive services that are future
goods. It is for his service in paying factarsw, in advance of the fruits of production, that the
capitalist normally earns an interest return, airreffor time-preference. In sum, every factor of
production (whether labor, land, or capital goodgyns, not its marginal value productivity,
according to the current conventional explanatkmit, its marginal productivity discounted by the
interest rate or time-preference; and the capitaisns the discount.

Fetter also cogently argued that Bohm-Bawerk ieaflised one explanation (the “third ground”)
for interest on producer goods and another (thematf time-preference) for interest on consumer
loans. Since interest must have a unitary explanaBéhm-Bawerk’s analysis is something of a
retrogression.

Fetter stressed the basic weakness of all prodiycgxplanations of interest. It is not enough, he
pointed out, to show that more capital is prodwtiv physical or even value terms; the problem is
to explain why the value of capital on the marlogtaly is low enough to generate a surplus value
return tomorrow. The productivity of capital haghiog to do with the solution to this problem. As
Fetter wrote:

The essence of the interest problem is to explasurplus of value over the value of capital
employed. It is not enough to show that more chfaiaa more roundabout process) will produce
more products, or to show that the aggregate afiymts has a greater value than those secured
before. The value of capital being derived from thkie of the products, the more the products (in
value), the more the capital (valuehlessthe interest rate (the thing to be explained) ketbe
capital from increasing proportionately.

Fetter pointed out ironically that Bbhm-Bawerk hetisin criticizing earlier productivity theories
of interest, had raised precisely the same powgnkonceding that very long roundabout processes
may be physically highly productive, Fetter pointaat that the question remained unresolved in
Bohm-Bawerk why these processes are not then alpesferred to less productive, but more
immediately fruitful, processes.

Fetter concluded by reiterating his unique positionthe relationship between interest and rent.
Rent reflects the (marginal) productivity of scafeetors of production, and interest reflects the
present valuation of future services and therefla@ends, not at all on roundaboutness, but on the
postponement of use. The theory of interest, Fettaecluded, “must set in their true relation the
theory of rent as the income from the use of gandmy given period, and interest as the agio or
discount on goods of whatever sort, when compdnexighout successive periods.”

In the presentation of his theory before the An@ricEconomic Association, “The Relations
between Rent and Interest” (1904), Fetter pointetl the confusions and inconsistencies of
previous writers on the theory of rent and interbsplace of the classical distinction between ren
as income from land and interest as income fronitalagoods, Fetter proposed tladt factors of
production, whether land or capital goods, be amred either “as yielding uses,... as [a] bearer of
rent,” or as “salable at their present worth,... as [a] disted sum of rents,” as “wealth” or
“capital.” As a corollary, rent must be conceivddae an absolute amount (per Unit time), whereas
interest is a ratio (or percentage) of a princgah called capital value. Rent becomes the usufruct
from any material agent or factor — the use ofapent considered apart from using it up. But then
there is no place for the idea of interest as thkl\of capital goods. Rents from any durable good



accrue at different points in time, at differentegain the future. The capital value of any goaehth
becomes the sum of its expected future rents, diged by the rate of time-preference for present
over future goods, which is the rate of interest.short, the capital value of a good is the
“capitalization” of its future rents in accordaneeth the rate of time-preference or interest.
Therefore, marginal utility accounts for the valaas and prices of consumer goods; the rent of
each factor of production is determined by its piatbity in eventually producing consumer goods;
and interest arises in the capitalization, in agdaoce with time-preference, of the present worth of
the expected future rents of durable goods. Suéfeter’s lucid, systematic, and unique vision of
the relative place of rent, interest, and capigilie in the theory of distribution.

Fetter's paper was considered so important that eronomists were assigned to discuss it. As
Fetter indicated in his reply, few of his commeotatdemonstrated that they understood his
positive theory, and many were only interested efedding the classical school against Fetter’s
criticisms. To Thomas Nixon Carver's major poinattrsince land, in contrast to other factor
services, need not be supplied, land rent doeemet into cost, Fetter replied: (1) that the same
sort of surplus, or no-cost, elements may be sajketmeate all factors of production, and (2) that
land, like other factors, must also be served, taaied, and allocated efficiently. Furthermore,
several of the commentators, as Fetter pointednoistakenly identified Fetter’s theory with that of
John Bates Clark and proceeded to criticize Claaksmilation of rent and interest, despite thé fac
that Fetter held an almost diametrically opposegwi

A decade later Fetter returned to the theory arast, in “Interest Theories, Old and New” (1914),
as part of a critique of Irving Fisher's recantatitom his previous adherence to pure time-
preference theory, a position he had approachddsiiihe Rate of Intereqt1907), and one that
influenced Fetter in developing his own theory. Bgtv Fisher was taking the path of Bohm-
Bawerk and returning to a partial productivity exqmtion. Moreover, Fetter discovered that the
seeds of error were in Fisher’'s publication of 198igher had stated that valuations of present and
future goods imply a preexisting money rate of rete thereby suggesting that a pure time-
preference explanation of interest involves circaésmsoning. By way of contrast, and in the course
of explaining his own pure time-preference, or ‘itajzation,” theory of interest, Fetter showed
that time valuation is prerequisite to the deteation of the market rate of interest. The market ra
of interest on loans is, for Fetter, a reflectidraqeneral rate of time-preference in the econany,
capitalization process that discounts, in the preswices of durable goods and factors of
production, the future uses of these goods. Consuawaluate directly enjoyable consumer goods,
then evaluate durable factors according to theadpectivity in making these goods, and then
discount these future uses to the present in aanoedwith their time-preferences. The first step
yields the prices of consumer goods; the secoraintomes or rents of producer goods; the last,
the “underestimation” of, or the rate of interestiged by, the producer goods.

Again restating his case, this time in criticizithg views of Henry R. Seager, Fetter pointed to the
crucial problem: why does entrepreneurial purch&Estactors seem to contain within itself a net
surplus, an interest return? The productivity giitsd goods does not explain why the value of this
expected productivity is discounted in their preég@ice, which in turn permits the entrepreneurs to
pay interest on loans with which to buy or hirestadactors of production. As Fetter stated: “The
amount of interest which ‘enterprisers estimateytican afford to pay... is the difference between
the discounted, or present, worth of products imiplet to these agents and their worth at the time
they are expected to mature.” Fetter added thag thiecourse must be productivity to account for
the expected future income, just as there musebelp and markets; but there would be no rate of
interest if the future value of the products weotdiscountedMarket interest can be paid out of a
value surplus that emerges from an antecedent dis@unt of the “value-productivity” of the
factors of production. Or, putting it another w&gtter readily admitted that productivity of capita
goods brings greater value to the final productut‘Bhe value-productivity which furnishes the
motive to the enterpriser to borrow and gives hm power, regularly, to pay contract interest, is
due, not to the fact that these products will heatie when they come into existence, but to the



fact that their expected value is discounted inghee of the agents bought at an earlier point of
time.”

Fetter also sharpened the contrast between higlosany and the productivity theory of interest in
another way. The productivity theorists assert #matcapital grows the economy becomes more
productive, and that the interest rate increasesgwo the greater productivity of capital. But
Fetter countered with the insight that, as the eopn advances and more present goods are
produced, the preference for present goods is kdyeand the interest rate therefore may be
expected to fall. Or, as it might be put more etabaly, everyone has a time-preference schedule
relating his supply of present goods with his prefiee for the present over the future. A greater
supply of present goods would move to the right éman along a given time-preference schedule,
so that the marginal utility of present goods wdaltlin relation to future goods. As a result,tbe
given schedules, the rate of time-preference, gfakeof choice of present over future, would tend
to fall and so therefore would the interest rate.

Fetter also anticipated Frank Knight's classicidetton, in Risk, Uncertainty, and Profi{l921),
between interest, or long-run normal profits, om ¢ime hand and short-run profits and losses earned
by superior, or suffered by inferior, entrepreneamsthe other — superiority or inferiority defined
in terms of the ability to forecast the uncertaitufe. Why does an entrepreneur borrow at all if in
so doing he will bid up the loan rate of interestttie rate of time-preference as reflected in his
long-run normal rate of profit (or his “natural eadf interest,” to use Austrian terminology)? The
reason is that superior forecasters envision magiogt-run profits whenever the general loan rate
is lower than the return they expect to obtain.sTisi precisely the competitive process, which
tends, in the long run, to equalize all natural koy@h rates in the time market. Those entrepreneurs
“with superior knowledge and superior foresightfote Fetter, “are merchants, buying when they
can in a cheaper and selling in a dearer capitadizanarket, acting as the equalizers of rates and
prices.”

Fetter also pointed out, quite correctly, that pihecess of capitalization and time discount applies
as fully and equally to land as it does to capjmbds. From the point of view of capitalization,
there is no fundamental distinction between landl produced means of production. In fact, Fetter
might have pointed out that under slavery, whebberars are owned, they, too, become capitalized,
and the present price of slaves becomes the dapdavalue of expected future earnings (or
“rents”) of slaves, discounted by the social retéme-preference. But the fact that slaves, t@m c
be capitalized does not justify obliterating fonet purposes any and all distinctions between slave
and capital goods.

Not only is Fetter's pure time-preference, or cattion, theory the only one that offers an
integrated explanation of interest on slaves, lamnd, capital goods, but it is also, as he pointéd o
the only one that provides an integrated explanatb interest on consumption loans and on
productive loans. For even the productivity thesrisad to concede that at least in the case of
consumer loans interest was occasioned by timeymete.

In Fetter’s final and extensive treatment of ins¢réinterest Theory and Price Movements” (1927),
pessimism has replaced his optimism of earliergjefar after an illuminating discussion of early
interest theories (in which he rescued Turgot ftbm deprecation of Bohm-Bawerk), Fetter sadly
noted that his insight into interest theory hadrbigmored. The old productivity theory of interest,
having at last conquered Bohm-Bawerk and Irvingn&issurvived as the dominant explanation of
interest in the eclectic theory of Alfred Marshalmong English and American economists,
productivity remained the major explanation of iet& on productive capital, and time-preference
was relegated to an explanation of consumer lending

Fetter proceeded to a particularly extended disonss the nature of time-preference and the time
market. Time-preference enters into primitive, ©eri$ype valuations, which predate the
development of barter as well as the emergencecokemloans and a money economy. The rates of
time-preference reflect all the conditions, theeiattions, and the choices of human beings. In
almost all cases, present goods are preferredueefgoods, and this preference is most marked in



primitive man. But, Fetter added, with the develeptof civilization, the advent of thrift generally
means a lowering of the premiums placed on pregeotds and hence of the rate of time-
preference.

In the money economy, just as the utility scalemdividuals interact to bring about uniform prices
on the market, individual time-preference schedtiesugh exchange bring all time-preferences
into conformity. The consequence is a social rdténoe-preference, a “general, average rate of
premium of present dollars over future dollars whnas resulted from leveling out a great part of
the individual differences.” Through arbitrage tipieference rates tend to be equalized throughout
the time market. The price of a durable factormidpiction is derived from the expected price of its
products, being the present discount, or capitalizam, of all of its future products. This
capitalization process precedes, rather than faljaive existence of an interest rate on money
loans. The time-preference rate that capitalizésréuincomes emerges as the long-run normal, or
natural, rate of profit of business firms. Shont-meviations from this norm are caused by special
circumstances and by entrepreneurial skills. Prafits tend to be equalized throughout the market
through a continuing reevaluation of the priceslafable agents — those capital goods providing a
profit being recapitalized upward and those sufiigriosses being recapitalized downward. This
process of recapitalization and reevaluation téndsring about uniform profit rates, Fetter noted,
rather than according to the conventional theonyfoum costs of producing new durable agents.
For Fetter, the interest rate on productive mooayns$ and the normal rate of profit tend to equality
because they have a common cause: capitalizatibmefpreferences throughout the time market.
As Fetter stated:

“The normal profit-making “productivity of capital(where goods containing future uses rise
toward parity with present uses) is thus nothingthe reversal of the former discount-valuation
applied to distant incomes. It is a psychologisaluation process, not a physical, technological
process. Thus profits no more explain interest théarest explains profits. They offer alternative
investment opportunities but neither is the caukehe other. Both opportunities result from
discounts and premiums permeating the existingesysif prices, and these are traceable to the
fundamental factor of time-preference exercisedey individually and collectively”.

Having thus elaborated his concept of time-prefegeand the time market, Fetter applied his pure
theory to the complexities of determining intenesthe real world. In the first place, interestegt

in addition to being determined by time-preferenaay in accordance with different degrees of
risk, entrepreneurial skill, the cost of making riea different habits, and legal restrictions.
Furthermore, as Fetter pointed out, changes inptiee level slow up the market process of
equilibrating interest rates and lead to widespreadors of overcapitalization and
undercapitalization.

In a discussion of money and price levels in refato the interest rate, Fetter incorporated ingo h
analysis Fisher’s insight, now being rediscovethdf interest rates tend to rise during a boom and
fall during a recession in response to expectedgd®in price levels. Rising price levels lower the
purchasing power of the creditor’'s return, and redée rates tend to rise during inflations to
compensate for this loss. Conversely, interessriaied to fall below time-preference rates during a
recession to offset the increased real rate ofmetu

But Fetter was not content to stop there. Notirag émpirically interest rates do not rise contihual
during booms, Fetter developed a monetary theotii@business cycle, one that came close to the
Mises-Hayek “monetary malinvestment” theory thatsvieeing developed in Austria at about the
same time (see mymerica’s Great Depression

Fetter explained that a currency inflation fromreesed government spending raises the price level,
which in the long run is determined by movementshi@ supply of money. But increasing the
money supply via bank credit expansion has far noomaplex consequences. Continuing bank
credit expansion not only will bring about a boomdahigher prices but also will increase the
money supply via a massive increase in the supplpanable funds emitted by the banks. The
increased money supply will keep the rate of irgelbelowthe free-market rate, at least until later



stages in the boom, and will bring about an ovetalkpation of durable and producers’ goods.
Owing to the increase in product prices combinethwhe artificially low rates of interest,
businessmen are led into numerous unsound invesgmaimen the banks are finally forced to stop
their credit expansion, the overestimation of apialues is suddenly reversed, and the boom is
quickly succeeded by a recession. Business fajlunesetary losses, and lowering of capital values
bring the various parts of the system of prices\aldes on the market once more into harmony. In
particular, that part of the market not influendgdbank credit is brought into harmony with the
remainder of the economy. Such is the functionhaf tecession in response to the distortions
generated by the bank credit expansion of the dregdooom.

Criticizing the theory that bank credit should siynpe responsive to the “needs of business,” Fetter
properly pointed out that during a boom businessrestimates its “needs” in response to rising
prices and the seemingly greater opportunities giafit. In this way, bank credit expansion
stimulates those very business “needs” that ar@asga to furnish a rigorous criterion for bank
credit policy.

Fetter also provided a useful critique of the Swikdiconomist Knut Wicksell's theory that if banks
should continue to hold the interest rate below rtatural, or free-market, rate, the price level
would rise indefinitely. Fetter pointed out thaistbould only be true if the lowering of the disobu
rate was accompanied by a continuous expansioar® tredit.

Fetter concluded this discussion of interest thdyrnapplying it to the economics of war. During
wartime there is a sharp increase in rates of pre¢erence, in the demand for present goods
immediately usable for war purposes. Consequetiibre is a substantial rise in wartime of free-
market interest rates. Fetter was therefore hightical of the common attempts by governments to
keep interest rates low during wartime, thus cngagconomic distortions and preventing high
interest rates from smoothly shifting resourcesfi@vilian industries to war industries, which have
a higher immediate demand for funds.

Fetter's major article on the theory of rent, “Tirassing of the Old Rent Concept” (1901), was one
of his most notable essays. It is a detailed ertigf the several mutually contradictory rent theor
found in Alfred Marshall'sPrinciples of Economicdgrirst is the Ricardian notion that rent is the
return to land. The problem of “explaining” rentcbenes equivalent to defining what land is and
why it is different from capital. Fetter attackduetdistinction made between land and capital by
criticizing the idea that land can be distinguisifien capital in terms of its alleged inelasticdiy
supply. Fetter argued that both land and capitalbmincreased in the long run, while in the short
run the supply of capital goods can be as inelastithe supply of land.

Fetter next turned his attention to the influendiattrine of quasi-rents. According to Marshalhda
(as well as other nonreproducible goods, such isipgs and rare jewelry) is permanently fixed in
supply and therefore earns a true rent. Capitatigoosowever, are fixed in supply only in the short
run, and therefore their income, while similaraad rent, is only temporary, hence the term “quasi-
rent.” Fetter uncovered the crucial error in Mathalaim that quasi-rents are not part of thetcos
of production. In making this claim, Marshall hadiefly shifted his discussion from the
entrepreneur to the owner of the capital good wéaris an income” rather than “pays a cost.”
Thus instead of being a costless surplus to the@m@neur, rent “is essentially that payment which,
as a part of [money] costs, prevents the [entrequgnfrom getting any surplus which can be
attributed to the rented agents.”

At the base of the Marshallian error in the quasitidoctrine, stated Fetter, is a confusion between
money costs and the rather mystical concept ofl “‘ceats.” Money costs of production do not
consist of “real” costs; they are simply the markatue of the factors of production that the
business firm contracts to put to use. To make efgurplus” over real cost is tantamount to
abandoning the basic notion of rent as a regulaclyruing income produced by way of market
exchange.

Fetter criticized Marshall's adherence to the dtadsnotion that rent is the one income payment
that does not enter into the money cost of produactor into the supply price of factors of



production. Fetter noted that the rent of land mnit@to money costs as does any other contractual
payment, as any land-renting farmer or businessraanattest. The Marshallian reply that land is
employed up until the no-rent margin and theretwmae no effect on decisions to produce a little
more or less of the product is dismissed by Fettgemonstration that the same could be said about
any factor payment whatsoever by way of generalitire law of diminishing returns into the law
of variable proportions. There is simply nothingasil about land rent in this regard. Furthermore,
Fetter pointed out that no producer ever pusheactif as far as the “no-rent” margin; here
economic reality contradicts the infinitesimally abrunits of mathematical economics. For so long
as a factor remains productiat all, it will pay a rent in accordance with that produty, no
matter how small. And, furthermore, the supply o @ood is determined fully as much by rent-
bearing as by marginal units. In sum, land is gticethe same way as labor or capital in terms of
the value of its marginal product.

In his “Comment on Rent under Increasing Returnk93(Q), Fetter demolished the idea of
increasing returns and called for an extensiomefdoncept that rent accrues to land to the notion
that rent accrues to the separable uses of anydtiddrable good whatsoever. Finally in his article
on “Rent” in theEncyclopedia of Social Sciencétter traced the history of the notion of rerd an
defined rent in the common-sense meaning of “rgriat”: the amount paid for the separable uses
of a durable agent “entrusted by the owner to advear, to be returned in equally good condition.”
It may be that the hallmark of Frank A. Fetter’pagach to economic theory was his “radicalism”
— his willingness to discard the entire baggagkngfering Ricardianism. In distribution theory his
most important contributions are still too radidal be accepted into theorpus of economic
analysis. These are: (1) his eradication of aldpotivity elements from the theory of interest and
his development of a pure time-preference, or ahpdtion, theory and (2) his eradication of
everything pertaining to land, whether it be sdgror some sort of margin over cost, in the theory
of rent, in favor of rent as the “renting out” ofdarable good to earn an income per unit time.
Guided by Alfred Marshall and by eventual retreaisard the older view by Béhm-Bawerk and
Fisher, microeconomic theory has chosen a moreeceatsve route.

Despite the attention and the enthusiasm accoml@ds twritings at the time, Fetter’s contributions
to distribution theory have fallen into neglect asiduse. It is to be hoped that this collection of
essays will bring Fetter’'s contributions and higiduand systematic economic vision to the
attention of contemporary economists.



