Profits & Interest


For one hundred years, Maryland Financial Institutions dealt with state laws that set usury ceilings.  Because interest rates stayed below these ceilings, things like mortgages experienced few problems.  Home buyers got good rates on home loans, and lenders receive an acceptable rate of return.  However, during the 1970’s, inflation drove interest rates up.  This was causing banks to pay out more interest on saving, and receive less from interest on loans.  
Due to these economic changes, the banks began looking elsewhere for investment opportunities.  This caused the money that would have gone towards building new homes, to go elsewhere in search of higher returns.  This devastated the Maryland housing industry.  These issues led the Maryland State Government to lift the usury ceilings.  By doing so, the interest rates went up, but more loan funds were made available.

Money in the form of Loan able Funds is subject to the laws of Supply and Demand as is any other commodity.  The Demand on the money borrowed will depend on the interest rates.  Thus, the lower the interest rate, the more money will be borrowed.  However; on the Supply side, banks and lenders will always look for the best rate of return.  For example; if an acceptable rate is not found in Maryland, lenders will logically look elsewhere.  So what role does usury laws play in the decisions?  
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Let us say that on a supply and demand graph, supply and demand meet at an interest rate of 15%.  What the Maryland usury law did was to say no; you can’t charge 15%; you can only charge 10%.  This is a ceiling, as illustrated in the Figure 1 graph above. 
When calculating the rate of return, the benefit gained must be weighed against the investment required.  This was the case for General Motors.  After inflation hit in the 1970’s, changes in consumer preferences, oil shortages, and new Government regulations led GM down a dark road to a $763 Million loss in 1980.  GM was forced to come up with an innovative way to build their cars more efficiently.  General Motor’s answer lied in the Orion plant in northern Detroit.  The advancement in computers and robotics played a major role in GM’s innovation.  The Orion plant was so efficient that 75 cars per hour could be produced, and with less expense.  However, GM first had to calculate the rate of return on an investment of a new production plant.  The formula used to calculate return on investment is:
Investment = Expected Added Revenue / (1+R), where R is the expected rate of return.

This R, or Rate of Return, is the determining factor of whether or not it will be worth the investment.  If the Rate is above 20% it will be considered profitable.  If it is under 20% it will not be considered profitable.
In the case of Apple Computer, calculating the rate of return was not as easy.  The founders had initially calculated a negative return on investment, but decided to go forward because of their love for the science.  Because their innovative ideas were new, and the fact that most new businesses fail in their first year; there was no way of telling how successful the company was to become.  Innovation will always have a major role in economics.  However, the rate of return on investment will always remain a key factor of the decision making.
