Lecture 18: Capital Market

Capital

Unless otherwise stated, the term capital will be used here in the sense of "produced goods for use in further production." This refers to the stock of machinery and equipment, structures and other real physical goods which is available to assist in the production of other goods. Although many difficulties stand in the way, this stock of capital can be measured, making it possible to track the growth of the capital resources available in a particular economy over time and to compare the quantity of capital in different economies. Although allowance must be made for differences in the quality of the capital stock, how up-to-date it is, for example, generally speaking the richer, more developed economies have much higher stocks of capital in relation to their supplies of other factors than do the poorer, less developed countries. The cause and effect relationship in this generalisation goes both ways. The more capital there is, the higher the productivity of labour and the higher per capita incomes can be. And the higher per capita incomes can be, the greater the ability to create and maintain a large capital stock.

One of the things that makes measuring the capital stock difficult is that it is constantly changing. This is due to at least two influences, obsolescence and depreciation. The higher the rate of technical change in an economy, the more quickly some of its capital stock becomes out of date. Consider, for example, how quickly computers become obsolete and are replaced by newer, more capable models. There is a close connection between technological change and the capital stock. For new technology to become effective, it usually must be embodied in capital. Nuclear energy technology, for example, would be of no practical importance unless it was built into a nuclear power station.

The other influence constantly at work on the capital stock is its physical deterioration in use. Machinery and equipment and buildings wear out as they are used. This means that some part of the capital stock is constantly in need of replacement or repair. This physical degradation of capital is called depreciation in economics. Note that accountants use the same term, but mean by it some arbitrarily defined rate at which the financial value of capital assets is reduced.

As noted at the beginning of the course, the act of creating capital, whether to replace worn out capital or to enlarge the capital stock, is known in economics as investing. The amount of investing that is possible depends on the amount of saving, which is defined as the act of abstaining from consumption. If some individuals or households in an economy have incomes in excess of what they choose to spend on consumption, the income not spent is called saving. It is also possible for firms and governments to save. Corporations, for example, often do not pay out all their net earnings to shareholders, choosing instead to retain some of these earnings for the company’s own use. Governments can also save by spending less during some accounting period, say a year, than they collect as tax revenues during the same period. But the bulk of savings in the modern industrial economies is done by individuals or households. The motive for saving is sometimes to finance an act of investment carried out by the savers themselves, most commonly to finance the purchase or construction of a home, but most investing is done by businesses who borrow funds from individuals or households to finance business investment.

Apart from saving to finance housing, the motives for saving are varied. The amount individuals can save usually depends on their stage in the life cycle. Young people seldom save because their incomes are low, but as they become better established their incomes rise and they become concerned about such things as putting money aside for their children's’ education or their own old age. 

The funds saved by individuals and households are typically accumulated in accounts held in various kinds of financial institutions, such as banks and trust companies, which then lend them to borrowers, or they are used to buy stocks and bonds. Unless they are hoarded as currency hidden away somewhere, savings consequently find their way into the hands of businesses which want them for the purpose of financing the acquisition or creation of real capital. 

Business borrowers of such funds must, of course, pay a price to have the use of them. This price is called the interest rate. Although there are a great many different interest rates in the real economy, varying with the credit-worthiness of particular borrowers, the time period of the loan, and the type of financial instrument used, these rates tend to move more or less in unison, giving some justification to the practice in economics of referring to "the" rate of interest to mean the whole set of interest rates in effect at some particular time.

Capital is nothing but the sum total of intermediate products which come into existence at the individual stages of the roundabout course of production.

—Eugene Von Böhm-Bawerk

The rate of interest may be thought of as being determined in a market much like any of the markets studied earlier. There is a supply of investable funds which arises from acts of saving and there is a demand for these funds from business firms who want to borrow them to finance the creation of new or replacement capital goods. The supply of funds offered is assumed to be determined by the price offered for their use, that is, by the rate of interest. To the extent suppliers of savings are affected by interest rates, more will be supplied at higher than at lower rates. The demand for funds may be assumed to show the reverse of this relationship. A larger quantity of funds will be demanded when interest rates are lower and a smaller quantity when interest rates are higher as shown here. Why this may be so requires some explanation.

Whether a firm will want to borrow funds to finance investment or not depends on the expectations of its owners or managers as to the likely profitability of such an investment. Whether it will pay the firm to invest in a new machine, for example, requires an estimate of the expected net earnings from that machine over its useful lifetime. This is likely to be a difficult estimate to make, for much will hinge on future sales prospects and other uncertainties. Experience, good judgement and luck may all enter into making good predictions of this kind. What is needed, however, is at least a guess as to how much the new machine will increase the firm’s earnings over time. If this can be expressed as a percentage annual rate of return on the investment, it can then be compared directly with the cost of borrowing the money needed to make the acquisition. The higher the interest rate the higher the expected return on the capital will have to be to justify undertaking the investment. Looking at all such investment decisions in the economy as a whole, high interest rates mean that relatively fewer such investments will be undertaken, lower interest rates make it likely that more will be. The quantity of investable funds demanded consequently varies inversely with the rate of interest. This is why the demand for investable funds displays the negative relationship between price (the interest rate) and the quantity of funds demanded.

How sensitive the demand for investable funds is to changes in the interest rate (as implied by the slope of the curve) is a matter of controversy and the reasons for this will be examined later. But note that a change in anything other than the rate of interest that affects investment demand will cause the overall demand to shift. For example, if business people become more optimistic about future business prospects, the demand for investable funds will be greater over the whole range of interest rates. Assuming that there was no offsetting shift in the supply of funds, this would cause the equilibrium interest rate, to rise. Here such a shift is shown graphically. Alternatively, if something happened to cause an increase in the supply of investable funds (ceteris paribus), this would cause the equilibrium rate of interest to fall. All these possibilities will be important when attention is given to the role of money and investment in determining the level of output in the economy as a whole later in the course. At this point what is important is to establish the connections between saving and the creation of real capital and to show how the rate of interest is determined in the market for investable funds.

Once established, the interest rate functions like any other price to ensure that the scarce supply is allocated to those who are best able to use it. In this case, investable funds are scarce and the market for them sees to it that they go to the highest bidders, the users who think they can make the most profitable (and hence productive) use of them.

No one supposes that the owner of urban land performs, qua owner, any function. He has a right of private taxation: that is all.

—R.H. Tawney
