A History Of Interest Rates 1

A History Of Interest Rates

A History Of Interest Rates Downloaded from www.strongadvocates.com by Cummings & Bryson

INTRODUCTION: THE PRICE OF MONEY THROUGH THE AGES

Interest rates are often called the "price of money." They influence everything from the cost of a home mortgage to the return on a savings account,
from corporate investment decisions to the economic policies of central banks. But interest rates are not a modern invention. Their story is as old as
civilization itself, woven into the fabric of trade, religion, war, and innovation. Understanding A History Of Interest Rates is not merely an academic
exercise; it is a window into how societies have managed risk, rewarded patience, and priced the fundamental human desire to access capital today
in exchange for future payment. This journey takes us from ancient Mesopotamia, where farmers paid grain on loans, to a modern world of negative
interest rates and quantitative easing. By tracing this arc, we can better grasp the forces shaping our own financial landscape and appreciate the
deep historical roots of the numbers that quietly govern so much of our lives.

ANCIENT ORIGINS: THE BIRTH OF LENDING

The earliest recorded evidence of interest-bearing loans dates back over 4,000 years to the Sumerians in Mesopotamia. In agrarian societies, crops
were seasonal, and a farmer might need grain or seed to plant before the harvest. Temples and palaces, which served as early banks, would extend
loans of silver or grain, with interest—often called "usury" in its original, non-pejorative sense—charged for the service. The Code of Hammurabi, circa
1754 BCE, contains some of the first known laws regulating interest rates, capping them at 33.3% for grain loans and 20% for silver loans. These were
not compassionate limits; they were pragmatic efforts to prevent debt spirals that could destabilize society.

In ancient Greece and Rome, interest rates became more sophisticated and widespread. Greek city-states saw rates fluctuate based on risk, typically
ranging from 8% to 12% for maritime loans, which were extremely risky because they depended on a ship completing its voyage. Rome initially
viewed interest with suspicion, but as the Republic expanded and commerce grew, lending became common. By the late Roman Empire, legal
maximums were set, often around 12% for general loans, though actual rates varied widely. The foundational idea was already in place: lending
money was a service that deserved compensation, but unchecked usury could enslave borrowers and corrupt civic life.

MEDIEVAL AND RELIGIOUS INFLUENCES: THE USURY DEBATE

The history of interest rates enters a dramatic new phase with the rise of major religions, particularly Christianity and Islam, which both developed
strict teachings against usury. For much of the medieval period in Europe, charging any interest at all was officially condemned by the Church as a
sin. The reasoning was rooted in Aristotle’s idea that money was "barren"—it could not naturally reproduce, so demanding extra payment was seen as
unnatural exploitation. This prohibition had a profound effect on economic development. Kings and nobles often relied on Jewish moneylenders, who
were not bound by the same religious laws, or on the Knights Templar, who developed sophisticated financial instruments to fund crusades.

However, the needs of commerce gradually eroded these strictures. As trade expanded during the later Middle Ages and Renaissance, merchants
needed credit to finance long voyages and large inventories. Theologians began to distinguish between "usury" (excessive or oppressive interest) and
legitimate "interest" (a fair compensation for the lender's risk and the opportunity cost of parting with money). The rise of double-entry bookkeeping
and the first modern banks in Italian city-states like Florence, Venice, and Genoa saw interest rates become a normal part of business life, typically
ranging from 10% to 30% depending on the venture's risk. The slow, grudging acceptance of interest laid the groundwork for the financial systems of
the modern world.

THE BIRTH OF MODERN BANKING AND CENTRAL BANKS

The 17th and 18th centuries witnessed a revolution in finance that would permanently alter the trajectory of interest rates. The founding of the Bank
of England in 1694 created the first true central bank, a lender of last resort that could influence the cost of borrowing across an entire economy.
Governments began to issue long-term bonds, creating a perpetual stream of interest payments. The Dutch Republic and later Britain developed deep
and liquid markets for sovereign debt, where interest rates reflected not just the time value of money but also the perceived creditworthiness of the
state itself.

This period also saw the emergence of professional economic thought. Early economists like John Locke and later Adam Smith debated the proper role
of interest rates. Smith argued that low interest rates were a sign of a thriving, well-governed economy because they indicated abundance of capital
and low risk. The Bank of England’s discount rate—the rate at which it lent to other banks—became a powerful tool for managing the economy.
During wars, interest rates would spike as governments borrowed heavily; during peace, they would fall. By the late 18th century, the idea that a
central bank could deliberately adjust rates to influence economic activity was taking root, setting the stage for modern monetary policy.

THE GOLD STANDARD ERA: A FOUNDATION OF STABILITY

The 19th century, particularly after the Napoleonic Wars, is often seen as a golden age of monetary stability thanks to the widespread adoption of the
gold standard. Under a gold standard, currencies were directly convertible into a fixed weight of gold. This created a powerful anchor for expectations

and for interest rates. Because the money supply was tied to gold reserves, countries could not simply print money to finance spending. This limited
inflation and kept long-term interest rates remarkably stable by modern standards, often hovering between 3% and 5% for government bonds in
financially stable nations like Britain.

However, the gold standard was not without its costs. It imposed a rigid discipline that could exacerbate economic downturns. A country experiencing
a trade deficit would lose gold, forcing its money supply to contract and its interest rates to rise, potentially deepening a recession. The era also saw
wild swings in short-term rates during financial panics, such as the Panic of 1893 and the Panic of 1907. Nevertheless, for the long-term saver and
borrower, the gold standard era provided a degree of predictability that has never been fully recaptured. The interest rate during this time was seen
almost as a natural, immutable force, as steady as the tides.

THE 20TH CENTURY: WAR, DEPRESSION, AND VOLATILITY

The 20th century shattered the old certainties. World War | forced nations off the gold standard to finance their massive military expenditures, leading
to high inflation and volatile interest rates. The interwar period was a disaster for the global monetary system. Attempts to return to gold at pre-war
parities led to deflation, high unemployment, and the Great Depression. In the 1930s, interest rates in many countries fell to extremely low levels as
central banks tried to combat deflation, but the Depression proved that low rates alone could not revive an economy suffocating from a collapse in
confidence and aggregate demand.

After World War Il, the Bretton Woods system established the US dollar as the new global anchor, convertible to gold at $35 per ounce. This created a
more managed environment. The Federal Reserve and other central banks actively used interest rate policy to manage economic cycles. The post-
war era was characterized by rising prosperity and relatively low, stable interest rates through the 1950s and early 1960s. But by the late 1960s,
inflationary pressures began to build, fueled by government spending on social programs and the Vietnam War, combined with rising oil prices.

The 1970s were a nightmare for borrowers and savers alike. Inflation skyrocketed into double digits in many developed economies. Interest rates
followed, reaching levels unimaginable just a decade earlier. In the United States, the Federal Reserve under Chairman Paul Volcker famously raised
the federal funds rate to over 20% in 1980 to break the back of inflation. This caused a severe recession but successfully anchored inflation
expectations. The "Volcker Shock" demonstrated the immense power of central banks to set interest rates, and the painful trade-offs involved in
restoring price stability. The history of interest rates in the 20th century is a story of regime changes, from gold to paper, from stability to crisis, and
from low rates to extraordinary heights.

THE GREAT MODERATION AND THE 2008 CRISIS

From the mid-1980s until the mid-2000s, a period often called the "Great Moderation," interest rates entered a long, secular decline. Inflation was
brought under control, economies grew with less volatility, and the world seemed to have mastered the art of central banking. The Federal Reserve
and other central banks gained tremendous credibility. Interest rate decisions became a matter of measured, incremental adjustments of 25 or 50
basis points. Long-term bond yields fell steadily, reflecting lower inflation expectations and a global savings glut, particularly from fast-growing Asian
economies.

However, this period of low and stable rates also bred complacency and risk-taking. Investors, searching for yield in a low-rate environment, piled into
increasingly complex and opaque financial instruments tied to the US housing market. The global financial crisis of 2008 was a catastrophic shock.
Central banks slashed short-term interest rates to near zero—a policy of "zero interest rate policy" (ZIRP)—but the damage was so severe that
conventional monetary policy seemed powerless. The crisis marked a definitive end to the Great Moderation and ushered in an entirely new era in the
history of interest rates.

THE MODERN ERA: NEAR-ZERO AND NEGATIVE RATES

In the aftermath of the 2008 crisis, and again during the COVID-19 pandemic, the world entered uncharted territory. Central banks in Japan, Europe,
and briefly in other countries pushed interest rates *below zero*. Negative interest rates mean that, in effect, banks had to pay to park their reserves
at the central bank, an attempt to force them to lend rather than hoard cash. This was a policy that most economists had once considered theoretical
or impossible, reflecting the extraordinary depths of the economic challenges.

Alongside negative rates, central banks engaged in massive "quantitative easing" (QE)—large-scale purchases of government bonds and other
assets—to push down long-term interest rates and stimulate borrowing and investment. For more than a decade, interest rates remained at historic
lows across the developed world. This has had profound effects: it made housing more expensive as mortgage rates plummeted, it encouraged
companies to take on record levels of debt, and it punished savers who earned almost nothing on their deposits. The post-2022 period has seen a
sharp rise in rates as central banks fight the highest inflation in forty years, proving that the history of interest rates is never linear. The era of ultra-
low rates may be ending, but its legacy of high debt levels and distorted asset prices will persist.
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CONCLUSION: LESSONS FROM THE LONG VIEW immense but not absolute. They are constrained by inflation, by global capital flows, and by the confidence of markets.

As we navigate the current era of rising rates and stubborn inflation, we would do well to remember the deep roots of this key economic variable.
From the grain loans of ancient Sumer to the negative rates of modern central banks, the story of interest rates is, in many ways, the story of
civilization itself—a story of trust, risk, and the eternal human struggle to balance the needs of the present against the promises of the future.
Understanding this history does not allow us to predict the next move of the Federal Reserve, but it does give us the perspective to see that today's
rates, however challenging, are just the latest chapter in a very long book.

What does A History Of Interest Rates teach us? First, interest rates are not a modern abstraction but a fundamental human institution, as old as
credit itself. Second, they are profoundly shaped by context: religion, war, technology, and ideology have all left their mark on the cost of borrowing.
Third, there is no "normal" interest rate; what seems normal in one era would be considered extraordinary in another. The 5% long-term bond yield
that would have been considered low in the 1980s was unattainably high in the 2010s. Fourth, the power of central banks to control interest rates is
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