approach to the problem of economic POwex. 7‘3712F¢ ;f
Let us start our analysis of economic iostitutiOns wich the very

simple economic institution, the ancient Greek family. As all econés‘
mists are taught, it was the management of the Greek family which gave

g the term "economic." The exteaded Greek family with cousins and
(MORE)




: S’l’

‘ rhaps 'by doz‘e, s, Was,n._.‘.\-A ]

thi-g'i‘ventjity N 'the f,ami;ly.' There could be no problem of‘market 'price L

,theory and ‘the body of ‘law built around’ 11:.'_ Adam“Smith wrote bef.

Vention, we had che classidal compe ‘1tion ;,1n féming which made the
prices of wheat and cotton adJust so"aa to equate supply and ‘demand
according to the expectations ot‘ claaaical thec:ry. .

There are two things to be noted about Adam Smith's model. First,

1t involved a separation of consumers from control over the instrumernts

of nroducticn. The one-man producer was worker-owner-manager sll-im

atﬁ controlled the entorpris?. Il; contrast, the em
MORE




'arose in.making hostels open to a11 comers

s 1n(out1aw1ng;

*was able to xetaln Adam Smith's model;‘ The onlyfchange that had to be ﬂf’

made was to 1nclude Iabor as &rraw material bought by enterprise 1ike

any other raw material. In Adam Smith's analysis the shoemaker bought

leather, shoe twine and shoe pegs, combined them into a pair of shOgs
and 80ld the shoes. In the later analysis, the shoe manufacturer

bought leather, shoe twine, shoe pegs and labor, combined them 1nto a

paLlr of shoes and solid the shoes. No significant modification of the

1 ¥4 made in 19th century th?ggglgecauae of the separation of




"-give 8 ecial attention._ But outs(ide the -follcw

nepnesentative fim a.nd his 1ndustry was a forest of enfef'prises

“r

'eac

"*’aeed W ha‘Ve sisnimchnt control over the enterprise. Occaaionany'
a8 proxy-fight may bring about a palaoe revolution thoush even this is
l1kely to be very infrequent. A recent study of 500 larger corpomf- -
tions suggests that, on the average, a big corporation would have a
proxy fight less often than once every three hundred years. For
practical purposes, and most particularly for the purpose of this

{ 8ftermoon's analysis, we can regard the modern corporation as aa . ..




s fz'bg:’gk,e z'vg-bf,rfqm c’dhtrol-‘ -ma;de ‘1:tg p'os‘is 1-b.~1‘ej‘ for 'f&-.’f-&ipg 1e e ’*{‘l'

ment 1ntem1ates the cap;ibal of many thousanda of 1nvestors an the ’

L3

‘labor of many thousands of workers and the wants of mgny thousa,nda éf Tt

consumers in a smat collective enterpmse.‘ ‘I‘hese collect.tves difrer

.

from the collective of the Greek family since ‘the aame aroup of people
&re not both owner and worker and consumer in a single collective.

But they are even more different from the private enterprise of Smithe
one-man enterprise or Marshall's owner-operated representative fimm.

-

z&.u She esonomic power of these great collective on«nm m



3
Lo

u 1s essential to the problem' of éconcm "c power

induces the owners to operate their enterprise ermciently.' But: m
collective enterprise, ownership and control are separated ao tha.t
these two functions are divided. The owners supply the capital, but
t controls the enterprise and determiucs its efficiency.
(WORE)




As you all know, up toa genemtion ago, économic 'htheory dnew a
sharp distinction between ecompetition and monopoly. An industry was
either competitive and the benefits of clauical competition were
presumed to flow or it was subject to monopoly with results likely
) %o detrimentel to the public interest. Llegal theory paralisled.

(woR2)

[




1ng or establlshlng classical competltlon. The result ‘is

qoLTw

eﬁt’fram_thoue‘tofbe expected from’clas’

power. Thls opened up a whole uew'area of investigation.v
Unfortunately in both of these gxound breahing books, the explora-
tion of the nhew territory wae uuae~with the traditional tools of

monopoly analysis. It was assu?ed ;hat each of the few competitors
MORE)
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ducedyby classical competltion. There are undoubtedlygsom

to”whlch'thlsﬁapproach applles., But rt wouldgseem”to b

greater risk of new compecxtion.

As far as I know, the first logical presentation of this priczng

calculus was made, not by an economist, but bY a management engineer.
In 1924, Donaldson Brown, then,with DuPont and later a Vice President
- of General Motors, - (MORE)




E'after taxes 1n their pricing., Union Carbide uses"18. perce_,

nanagement and the target mtes of . retum and the 'standard*;operatir‘:g;fi?»
mt” to be “Bed fOI‘ Dricing purposes are likely bo remain unchanged
for years and even decades at a time and provide the basis for price
decisions at lower levels of management. These rates apply to general
sategories and may be decided on long before specific products to

|- Whteh they apply are made.

(moRE)



' be made or a lower price aould be set and a major“drive be mﬂde 305“
reduce costs so that, at the lower price, the target rate Of return

would be made at the standard rate of operations.

ﬁ " (MORE)




‘ One 1mportant efi‘ect of’targetwpmc}, "g'isfto ma.ke
o Ansensitive - - % :

1vely/to changee 1 «demand.

to be made 1n any particular year, but only the rate to be made under

8"3!’383 eonditions. In years cf high demand, the target price wnl

yleld more than the tarset rate and in years of mceaaion, 1t w:.ll

tn

,.-j'l‘he target rate of‘ zetum 13,,nob a rate

yleld less than the target rate. For a number of mnut‘acturing com-
panies examined in a recent Brookings study, all but one had averaged
& little better than their target rste of return over an eight year
period, yet in individual years the rates earmed departed ow




What does this mean fram the public point of'view? It means that B
the drive for profits in these great collective entetprises does not R
serve the public interest, In three importanc wayslthe“pfafit objec-

tive as the guide to operations conflicts with the public interest.
(MORE)




‘ 1. get\higher:
s and in my opinion most important of all alhi“h

Y

7And third

Ve ts

target rate of Ieturn means that the collective enterprise

If a big'corporation:
. logy and organizationj nd’ acesss
111,on1y make those things which will 'yl

making full use of 1ts potential

" of return on capxtal on the ground that'highfprorxts provide equity

gAve when it raised its target ??timﬁf return from 8 percent to a
MO

capital for expansion and thgt this 13 1n the public 1nterest. Such
8 the argument the management of the. Uhited States. Steel Corporation




érgse

»

" Prom the pQ§iiq;§6iﬁ¢Téf?

the operation of ‘cellectivé en

who‘manage’our7éolléﬁgi§¢?éuféféﬁiéé&iy¢ﬁ

,3'::2.:»

‘we -want, from

AN

the men




nd arcompetitive rate of return on capital This obJecéive

theﬂ,'mrt e at ,m'cex'est "and ‘with

E; ed
' Tre fact of thie arbitml mle 15 Well exprese/m a recent
statement by the President of tbe United Stabes Steei corparation,

who sald:

(MORE )




;,’two‘objectives,

that of an economical'

..«l s

on capital was earned after taxes aﬁd if 1t adopted‘s pet cent as the
target rate, the rest of the pricing process would follow and prices

would tend to correspond to average economic costs.

(MORE)




of profita as such.

‘Both prestige and satiefa,otion with a Job weu done depend 1n
'large measure on the definltion of,the&Job 1t5e1f.a

If the obJective

of the game is to make profits, then p:estise and aatisfaction depend
on making profits,

But if the obJective of the game can be ‘redefined,

then prestige and satisfaction in accomplishment need not be tied to
eorporate profits.

Money rewards to management also do not need to be tied %o
SR (mong)




chevex, thexe is one frdblem with respect to“bonuses that we do .
need to consider; Thzs is the effecc of income taxes on bonuses.

In the past, most of - the big campanies have given cash bonuses to
top management for lncreased'profits. But with high income tax rataes,

cash bonuses have very little incentive power., A high salaried exscy~

tivo is likely to pay most of an¥ cas? bonus to the Federal govs
: MORE




of target pricing at a rate of say 10 percent when ic could avéragé;ﬂ}’

20 percent. Would this stand up in the courts? I am not a lawyer,

but 1 presume that unless the program were presented for a stockholder

vote it would not find legal support. And even if a majority of




ulate,even greater profits;

But OI‘ both cha
f nges the legal
argument '
1n efense would presumably have. to be 1n terms of the stockh 1d
d older in-

Lo tgrest.

.Y}tbout new 1egislation, 1 would not expect such a shift to

erating experience.;gﬁ_”

1ng hetween legitimateu

Here al1s0. the 1n1tial tnterpnetabion could;n

eharpened -a8 the actual experience of each particular'aorporation 1n

raising capital became available. In thie respect, 1 would not be
perfectionia The difference. between a 20 percent return after taxes
and 8 percent can have important social. conaequences, ‘that between 10
and 8 percent would probably be minors - "

The real legal question is whether, with such legielation 1n oper-
ation, the adoption of the dual program by management could be over-
turned in the coumts.,

As I envisage the tax law, i1t would provide a
big induceme

nt to management to adopt the performance bonus system,
“r{ucularly i1f the same legislation removed for collective enter-
prices

(MORR)




D e appeal. to the courts
5 ‘*"’“ldbe equally ‘successful whether o mot thepe yar o . e

| o Ye was a change in
income tax law. L _ S

;ngs Therefore, I assume that a Stockholde r e

On what 'basis_' can t’h'e s‘toékhelder' be made to have an mter‘est 'in "
puttxng such a dual plan mto effect or be. forced to accept such 'a
plan? ' B

Here it seems to me we break into new legal ground--or perhaps,.“

- l'."a non-lawyer, I should say here 1s where I get out beyond my depth’

-.If I have analyzed the econom:.c problem correctly the rates io; 'ret:urn,fw

on cap:.tal" are currently too high for the public mterest to be_fully;*

;:v""?,-f'served because there is neither pubhc regulat::.on or a close approxi-

:f}r"'f*matj_on to ,lass:l.cal compet:.tion. _'From the publ:.c point _of view _...f_‘:the

mterest: and required them to use a targer rate of : ret‘mrn' related t:ox )

" their costs of capital

8 _<____otﬁ' beﬁhearly- as £
difficult to police as direct regulation and would grve mucb more
freedom of action to rhe indi.vidual en:erprise. Also, i.f a: Iegitimate
target rate of return was required rhen it: would be in the :lnt:erest
of both stockholders and management to adop... a performance bonus plan
provided it included a bonus for making the target rate.
The question is then whether such legislation could be successfully

dafendsd in the courts? I suppc(:g m?)wt the strongest line of d.f,




‘fwculd be that these collective enterpr;ses'are,so~big that competition5
~'does not adequately control ‘their behavior and that they involve the .
jilife and property of so many people that they have become vested with

: public interest -and are therefore subject to regulation, and that
:the type of regulation involved in the legislation is a mild form
,n,indeed. Would it strengthen the legal case to point out that the

stockholders had surrendered practical control over the enterprise.’ﬂ5‘

and therefore were not entitled to more than the wages of capita 7.0

Would it strengthen the legal case, if instead of requiring the adop-tff
tion of a legitimate target rate of return, the stockholders were

given a choxce of 1) accepting the status of a collective enterprise

'smaller

poration and that corporate developments°"have placedﬁthe community
in a position to demand that the modern corporation serve not alone
the owners or the control but all society. I now suggest that target ‘
tates of return based on the cost of capital and suitable bonus plans "
based on performance would goa long way toWard meeting this demand.

As an economist I look to the law to-make this possible.




