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Why should money earn interest simply because somebody owns it? We usually treat
interest as a natural and inevitable part of the economy, but in this Understanding
Economics video, I question whether that assumption is justified.

Commercial banks do not need to collect deposits before making loans. When a bank
lends, it creates new money through its accounting records. The process of creating
that money itself costs very little, so why are interest rates often so high, even after
allowing for the fact that lending does involve administration and the risk that
borrowers will not repay?

That question is especially appropriate when much lending is now virtually risk-free.
Interest should not be confused with an investment return. Investment involves taking a
genuine risk in the hope of making a profit. Interest, by contrast, is a payment for
allowing somebody else to use money for a period of time.

I argue that we should separate the different costs currently bundled together as
interest. Borrowers could instead see a basic charge for using money, an administrative
charge and a separate premium reflecting the genuine credit risk involved.

This matters because interest rates have significant economic consequences. Higher
rates redistribute income towards people who own financial wealth while increasing
mortgages, rents and borrowing costs. They can also discourage productive investment
and spending on priorities such as the green transition.

I am not arguing that interest should be abolished. I am arguing that the basic interest
rate on low-risk money should be close to zero in real terms, while genuine costs and
risks should be identified and charged transparently.

Understanding what we are actually paying for would make borrowing clearer, improve
competition and help us understand who gains and who loses from the interest rates
that shape our economy.
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https://www.taxresearch.org.uk/Blog/2026/09/28/what-is-interest/


https://www.youtube.com/watch?v=COPLlwEY2AE?si=uYirHILpMV4jRW0T

This is the audio version:

https://www.podbean.com/player-v2/?i=2etg8-1b6e4b3-pb&from=pb6admin&share=1
&download=1&rtl=0&fonts=Arial&skin=f6f6f6&font-color=&logo_link=episode_page&b
tn-skin=c73a3a

This infographic supports this video:

This is the transcript:
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Hello, I’m Richard Murphy, and this is Understanding Economics, the series of videos
that I’m making which explains economics in the way that I see it. I stress in the way
that I see it. Because I do not see economics in the way that most economists do. I am
a heterodox economist. In other words, I stand outside the mainstream, but I do so
deliberately because mainstream economics very clearly does not work. It’s failing us.
And so I try to explain economics in a way that makes sense with regard to the world as
it really is and in the way that you are likely to see it. That’s why I think this series
matters, and that’s why I hope you will watch it.

So, what is this video about? It is about interest. Now, an interest rate is a charge for
borrowing money or a payment received for having money in savings.

We tend to assume that money should earn interest simply because someone holds it.
They make a positive return on money, and that appears natural and inevitable. But my
question is: is that assumption justified?

As a matter of fact, banks and the government do not need to collect deposits from
savers before they can lend. When a bank makes a loan, it creates new money through
its accounting records. Creating the money itself costs the bank almost nothing. It just
has to type two numbers into a keyboard. It increases the value of a person’s loan
account, and it increases the value of a person’s current account. And that is how
money is created. You can see that the cost involved is very small indeed.

Now, I’m not saying there is no cost, because of course there might be a loan
agreement to prepare, or some other documentation, and I do accept that there are
risks from lending money because the borrower might not repay. But those costs and
risks could be separately identified and charged for quite distinctly and separately from
the interest on the loan itself.

And let me make clear something else that is important, that has to be said about
interest, and that is: it is not an investment return.

Genuine investment involves taking a risk in the hope of earning a profit. The return is
uncertain because the investment might succeed or fail. Interest is not like that.
Interest arises simply because somebody has left money with somebody else for a
period of time and they expect to be paid by that other person for the use of that
money. We should not confuse a return for taking genuine investment risk with interest
on money that arises purely as a consequence of the passing of time. Economically,
they are entirely different.

And why should rates now be so low as I’m suggesting they should be?

Well, the risk attached to bank deposit accounts has fallen dramatically over time. They
are now almost negligible. If you have less than £120,000 in a bank account in the UK,
and different sums apply in different countries, the government guarantees to repay
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your deposit. Whatever happens to your bank, there is no risk associated with your
loan.

And you have made a loan, let me be clear. You have lent money to your bank, but you
will get it back. The government guarantees it.

And as a matter of fact, this is a condition that applies across much of modern banking.
Better credit risk data, better deposit guarantees, and better central bank support
protects savers throughout our monetary system.

And as a result, we are seeing a very marked trend develop. Seven centuries of
evidence have shown that real interest rates, after allowing for inflation, that is, have
fallen over the long term, and partly for these reasons. In fact, the logic of that trend is
now so strong that real interest rates, as I say, after allowing for inflation, should now
be around zero. There is no risk to depositing money, so you do not need to be
compensated for the possibility that there is. And that is also true of money, of course,
deposited with the government because they can always repay their loans.

So the fact is that we have an odd situation where interest is paid, but it is not
necessary. And this is not politically neutral because high interest rates redistribute
income within our society. Higher rates increase mortgage costs; they increase rents,
and they increase the cost of business borrowing. Those tend to impose most heavily
on those with no money. Whilst those who do have money gain as a consequence.

And the economy as a whole suffers if we have high interest rates because the rate of
investment within it is reduced, and as a result, we do not get the investment we need.
We do not get the growth that some politicians desire. We do not get the spending on
the green transition that I want. And all of those are costs to our society. High interest
does therefore come with significant penalties attached.

So what should borrowers really pay for? The charge for simply using money over time
should, in my opinion, be close to zero after allowing for inflation. So if the inflation rate
is at present 3%, that should be, broadly speaking, what the interest rate in our
economy should be, and nobody should be paying much more.

But that is not the only charge that you should expect to pay. I do know that there are
costs of administration. That cost can be spread over the life of the loan. The charge
should be separately identified.

And there are also risks that the borrower will default. Let’s not pretend otherwise.
People do not pay their credit cards. People do not pay their car loans, and some people
default on their mortgages, and the bank has to reclaim them. That is why there is a
mortgage. The mortgage is what is called a charge on a property so that if you don’t
pay your mortgage loan, the bank can reclaim your house. That’s how they mitigate
their risk.
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But there is a risk nonetheless, and a cost involved, and that does require a payment
because this is a form of insurance, which is collectively borne by all those who borrow
money against the risk that some people will not pay. Of course you have a personal
credit score, and that might push up or down the risk premium that you pay, but my
point is this should not be called interest. It should be separately identified. You should
know what you’re paying for.

And banks who do at present, and most of them do this, bundle the whole charge for
the time interest on money and credit risk and administration into just one interest rate,
which is basically misleading you as to what the cost is. They are using their
commercial power as suppliers of credit to increase the costs that they charge you for
the risks that you might not impose upon them. That is unjustified in my opinion. We
should separate the charges out because then you will be able to decide who is
charging you fairly and who isn’t. We will get better informed choices throughout the
financial system.

But let me be clear, I am not arguing for the abolition of interest. But for risk-free
deposits, the interest rate should be at or close to zero, having allowed for inflation. For
ordinary lending, the basic interest charge should never be much more than inflation,
but genuine credit risk and administrative costs should then be charged separately and
transparently, and people should know what they’re paying for. Borrowers have to be in
a position of understanding the product they’re buying, and at present they’re told
they’re paying interest when that is not true.

Interest rates are then a matter of choice. They determine who pays, who gains, and
whether money supports productive activity in our economy or rewards the ownership
of financial wealth instead. That is why they matter so much. And transparency about
them is vital because unless we understand these enormous financial flows, we cannot
manage our economy properly, and that is what I want to achieve.

This is what the whole of Understanding Economics is all about. We want to understand
our economies better so we make better decisions. To help you, there is a playlist down
below, which includes all the videos in this series, and there are now quite a number of
them. Start, I suggest, with video one because that’s the logical thing to do and work
your way through them. You will understand economics better as a consequence, and
there are more to come in this series. I would not be surprised if it reaches one hundred
in total. Economics is a big subject. We’ve got a long way to go. I hope you join us on
the journey. Understanding economics matters.
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