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BOOK IV

REORIENTATION OF ENTERPRISE

Effects of the Corporate System on Fundamental
Economic Concepts



CHAPTER 1

The Traditional Logic of Property

The shifting relationships of property and enterprise
in American industry here described, raise in sharp relief
certain legal, economic, and social questions which must
now be squarely faced. Of these the greatest is the ques-
tion in whose interests should the great quasi-public cor-
porations (now representing such a large proportion of
industrial wealth) be operated. This problem really asks
in a different form the question, who should receive the
profits of industry? ‘

Tt is traditional that a corporation should be run for
the benefit of its owners, the stockholders, and that to
them should go any profits which are distributed.* We
now know, however, that a controlling group may hold
the power to divert profits into their own pockets. There
is no longer any certainty that a corporation will in fact
be run primarily in the interests of the stockholders.®
The extensive separation of ownership and control, and
the strengthening of the powers of control, raise a new
situation ealling for a decision whether social and legal
pressure should be applied in an effort to insure corporate
operation primarily in the interests of the owners’’ or
whether such pressure shall be applied in the interests of
some other or wider group.

" The lawyer answers this question in no uncertain
terms by applying to the quasi-public corporation the
traditional logic of property. The common law, extended

* 1Bonus schemes are usually undertaken with an aim of tncreasing
the profit remaining and available to be distributed as dividends. For
this reason they must, in general, be regarded as a cost to the stock-
holders rather than as a sharing or distribution of profit.

3 While there are other possible groups,—the employees, the con-
sumers, etc., in whose interest a corporation might be run, discussion
of them can best be delayed.
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334 TuE MoDERN CORPORATION AND PRIVATE PROPERTY

to meet the new situation, logically demands the award of
the entire profit to the security holders, and in particular
to the stockholders. According to this logic a corpora-
tion should be operated primarily in their interests.

The legal argument is largely historical; but it has
been built up through a series of phases which make
this conclusion inevitable. From earliest times the owner
of property has been entitled to the full use or disposal
of his property,® and in these rights the owner has been
protected by law. Since the use of industrial property
eonsists primarily of an effort to increase its value—to
make a profit—the owner of such property, in being en-
titled to its full use, has been entitled to all accretions to
its value—to all the profits which it could be made to
earn. In so far as he had to pay for the services of other
men or other property in order to accomplish this in-
crease in value, these payments operated as deductions;
the profit remaining to him was the difference between
the added value and the cost of securing these services.
To this difference, however, the owner has traditionally
been entitled. The state and the law have sought to pro-
tect him in this right.

From earliest times, also, the stockholder in the cor-
poration has posed both as the owner of the corporation
and the owner of its assets. He was removed slightly
from legal ownership in the assets in that he did not have
legal ‘‘title”” to them—that was vested in the corpora-
tion; but collectively the stockholders, through their par-
ticipations were entitled to the whole of corporate assets
and to the whole of any corporate profits which could be
made. The corporation was theirs, to be operated for
their benefit.

In the development of the eorporation, constantly
widening powers over the management of the enterprise
have been delegated to groups within the corporation.
At first these powers concerned mainly the technical
(profit-making) activity of the enterprise. Later, powers
were delegated which had to do with the &mnivdﬁoﬁ.om
profits and interests among the security holders. With

' Except as impaired by the exercise of police power by the state.
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the separation of ownership and control, these powers
developed to a stage permitting those in control of a cor-
poration to use them against the interests of ownership.
Since powers of control and management were created
by law, in some measure this appeared to legalize the
diversion of profit into the hands of the controlling group.

Following the traditional logic of property, however,
it is clear that these powers are not absolute. They are,
rather, powers in trust. The controlling group is, in
form at least, managing and controlling a corporation
for the benefit of the owners. While insertions might be
made in corporation statutes and in corporate charters
apparently giving power which could be used against the
interests of the owners, these were, in the light of the com-
mon law, only grants of power to the controlling group,
the better to operate the corporation in the interests of
its owners. The very multiplication of absolute powers,
including power to shift interests in the corporate assets
and profits from security holders to those in control threw
into bold relief the tacit (but by no means fictitious)
understanding that all these powers were designed for
the benefit of the corporation as a whole, and not for the
individual enrichment of the management or control.
While the law fumbled in application of this principle,
and developed through a series of rules, sometimes inecon-
sistent and often mot clear in application, not a single
case on record denies the ultimate trusteeship of the con-
trolling group, nor even faintly implies that such a group
may use its power for its individual advantage. Fact-
situations can be ‘‘rigged’’ whereby the individual profit
of this group is made to appear an advantage to the cor-
poration as a whole; advantage may be taken of emer-
gencies in which the management and control present
the security-holding group with the altermative of per-
mitting profit to the ‘‘control’’ on the ome hand or
inviting disaster on the other. Sometimes the courts,
shielding themselves behind a consideration of the advan-
tage to the ‘‘corporation as a whole,”” have overlooked
the fact that apparent advantage to the mythical corpo-
rate entity may mean staggering loss to its separate own-
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ers; and that it is often necessary to trace what group
within the corporation receives the ultimate advantage.
Despite these situations, in many of which the controlling
group is able, first, to seize a portion of the corporate
profits and, second, to hold them against legal attack, the
theory of the law seems clear. All the powers granted to
management and control are powers in trust.

Tracing this doctrine back into the womb of equity,
whence it sprang, the foundation becomes plain. Wher-
ever one man or a group of men entrusted another man
or group with the management of property, the second
group became fiduciaries. As such they were obliged to
act conscionably, which meant in fidelity to the interests
of the persons whose wealth they had undertaken to han-
dle. TIn this respect, the corporation stands on precisely
the same footing as the common-law trust. Since the
business problems connected with trusts were relatively
restricted, a series of fairly accurate regulations could be
worked out by the equity courts constraining the trustee
to certain standards of conduet. The corporation, which
carried on any and every kind of business, raised a set
of problems of conduct infinitely more varied, and calling
for expert business judgment which courts were mnot
equipped to render. Fixed standards of eonduct, ther-
fore, became impossible of development in the corporate
situation; such rigid standards as were worked out, (for
instance, the standard that no stock must be issued unless
first offered preémptively to existing shareholders) be-
came arbitrary or inapplicable in the complex corporate

structare of today. But thongh definite rules could not
be laid down, the courts have maintained a supervisory
jurisdietion; the fundamental principle of equitable con-
trol remains unimpaired; and the only question is how
it should be applied in each case. Imability to answer
these questions has given ample latitude to the control
to absorb a portion of the corporate profits. This does
not mean, however, that the law concedes them a right
to such absorption. It merely means that legal machinery
may not be sufficiently developed to accomplish a remedy.
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Underlying all this is the ancient pre i
the common law with the rights of wwokuﬂ%o.o oWﬂWMMWﬂ%
the common law did not undertake to set up ideal m&umﬁww
of government. It aimed to-protect men in their own
Only ﬁwm.nm the property interests conflicted with moEe“
very ovﬂoﬂ.m public policy did the law interfere. Its
primary design was protecting individual attributes of
individual d.EPlSSW right to property, to free motion
and Ho.uo.EoSoF to protection of individual relationships
entered into between them. In this aspect the oogowﬂ-
tion was Emﬁmq one more bit of machinery by which the
property of individuals was managed by other individ-
dm_mm and the corporate management took its place in the
picture alongside of agents, trustees, ship captains, part-
ners, joint adventurers, and other fiduciaries. .%m the
power of the corporate management has inereased, and
as the control of the individual has sunk into the wmow-
mwod:mw,. the tendency of the law has been to stiffen :Um.
assertion of the rights of the security holder. The thing
that it has not been able to stiffen has been its regulation
of the conduct of the business by the corporate manage-
EE.;. . h.wbm. this omission has resulted, not from lack of
logieal uzmﬁm.ommoP but from lack of ability to handle
ﬂ—m problems involved. The management of an enterprise
is, ﬁw% nature, a task which courts can not assume; and the
various devices by which management and ooumu& have
absorbed a portion of the profit-stream have been so inti-
mately related to the business conduet of an enterprise
that the courts seem to have felt not only reluctant to in.
terfere, but positively afraid to do so. ]
) The result acecordingly is that the profits of the enter-
prise, so .mm:. as the law is concerned, belong to the security
w.oamum @ toto. Division of these profits among the va-
rious groups of security holders is a matter of private
agreement, but they, between them, have the complete
right to all of the profits which the corporation has made
Not only that: they are entitled to those profits ﬂ&mam
the management in reasonable exercise of its powers
ought to make. They have further a right that no one
shall become a security holder except upon a suitable
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contribution to the corporate assets—that is, that the
security holding group shall be & group of persons who
have committed actual property to the administration of
the management and control of the corporation.

Such is the view which the law has developed by
extending to the new situation the traditional logic of
property. The control group is not in a position openly to
combat this logic. Constant appeals are made both to
this ideology and to its legal basis when corporations go
into the market seeking capital. The expectation of the
entire profit is the preeise lure used to induce investment
in corporate enterprises. The possibilities of the situation
are continuously stressed by investment bankers who,
in turn, act for the corporate management and control
when the latter are bidding for the public investor’s sav-
ings. Whatever their private views or actual practice, the
control groups within eorporations have estopped them-
selves from maintaining any other view. The legal
hypothesis has been too much the basis of the financial
structure of today.

Yet, while this conclusion may result inevitably when
the traditional logic of property is applied to the new
sitnation, are we justified in applying this logict? In the
past, the ownership of business enterprise, the only form
of property with which we are here concerned, has always,
at least in theory, involved two attributes, first the risk-
ing of previously collected wealth in profit-seeking enter-
prise; and, second, the ultimate management of and
responsibility for that enterprise. But in the modern
corporation, these two attributes of ownership no longer
attach to the same individual or group. The stockholder
has surrendered control over his wealth. He has become
a supplier of capital, a risk-taker pure and simple, while
ultimate responsibility and authority are exercised by di-
rectors and ‘‘eontrol.’” Ome traditional.attribute of
ownership is attached to stock ownership; the other
attribute is attached to corporate control. Must we not,
therefore, recognize that we are no longer dealing with
property in the old sense? Does the traditional logic of
property still apply? Because an owner who also exer-
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ommmm. control over his wealth is protected i

receipt of the advantages derived %oE it, nENM %HMNMMM
maw&.@ follow that an owner who has surrendered control
of his ﬂmpﬁw should likewise be protected to the full?
May not this surrender have so essentially changed his

- relation to his wealth as to have changed the logic appli-

cable to his interest in that wealth? An an i
) swer to t
question cannot be found in the law itself. It E%ﬂ rmm
sought in the economic and social background of law.



CHAPTER II
The Traditional Logic of Profits

The economist, approaching the problems growing
out of the shifting relationship of property and mﬂneﬁ.-
prise which we have examined, HmEme start %Ho:w a differ-
ent background and with a set o.m H.aouamam.mu.mmﬂﬁm oww.b.wu.
tially from those of the law. His Eﬁowmmwa is not prim : y
in the protection of man in his own, but in the produe .5%
and distribution of what man desires. .mo is preoceupied,
not with the rights of property, but with ?m. production
of wealth and distribution of income. To him wwowow.ﬂw
rights are attributes which may be mﬁu&%m to wea .
by society and he regards ?mum mjm.&woﬁ protection, mﬁw
as the inalienable right of the E&ﬂ@d& OT as an en mm
themselves, but as a means to a socially mmmﬁwgm muw,
namely, ‘‘a plentiful revenue and subsistence’” for the

eople. .

) w‘._Em socially beneficent results to be m.ﬁ.:&& H”HcE
the protection of property are supposed to arise, not ﬁ._ﬂurw
the wealth itself, but from the efforts to acquire Aﬁ.ﬁw o
A long line of economists have developed what mig ; M
called the traditional logic of profits. .Hw.m% .rmam W.m

that, in striving to acquire wealth, apm.ﬁ is, in see Enm
profits, the individual would, perhaps dbooumﬁodm_? mﬂu -
isfy the wants of others. By carrying on enterprise he

i as a “natural right” (following the

»o»nw_mwmmuﬂmmum%%wwowwn% mwmowwhﬁwnmoa as a “law of m_»_”EN.: At M”M

time he analyzed the beneficent results which u.d_m_ t omnx%nm%_.o d
wwnmwé from making actual nonm%__w:m %.oﬂwwwﬂ_ﬂ M_o mM___—wnn Wﬂ»ﬂ m_.w. e
1 i in {
rnnm »_Monw%ﬂ.mwmmnwﬂmown.m%w.ﬂ“w& Fﬁm and the shift of \m_.:m—.__wm_m <@M w»_—n_m
M&Uuw:wnﬁ of the protection of property. See Adam Smith,
of Nations,” Book I, Chap. X, Pt. IL .
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would employ his energy and wealth in such a way as to
obtain more wealth? In this effort, he would tend to
make for profit those things which were in most demand.
Competition among countless producers could be relied
upon in general to maintain profits within reasonable lim-
its while temporarily excessive profits in any one line of
production would induce an increase of activity in that
line with a econsequent drop of profits to more reasonable
levels. At the same time it was supposed that the busi-
ness man’s effort to inerease his profits would, in general,
result in more economical use of the factors of production,
each enterprise having to compete with others for the
available economic resources. Therefore, it has been ar-
gued that by protecting each man in the possession of
his wealth and in the possession of any profits he could
make from its use, society would encourage enterprise
and thereby facilitate the production and distribution of
goods desired by the community at reasonable prices with
economic use of labor, eapital, and business enterprise.
By protecting property rights in the instruments of pro-
duction, the acquisitive interests of man could thus be
more effectively harnessed to the benefit of the com-
munity.,

It must be seen that under the condition just de-
scribed, profits act as a return for the performance of
two separate functions. First, they act as an inducement
to the individual to risk his wealth in enterprise, and,
second, they act as a spur, driving him to exercise his ut.
most skill in making his enterprise profitable.® In the
case of a private enterprise the distinetion between these
two functions does not assume importance. The owner
of a private business receives any profits made and per-
forms the functions not only of risk taking but of ulti-

*Since this study is concerned with property rights in the instru-
ments of production, we need not here consider the process of acquir-
ing wealth in the form of wages and salaries or in the form of interest.

*These two functions have been recognized in the current litera-
ture on profits. Some writers have maintained that profits are pri-
marily a return for the taking of risk while others have maintained
that they are primarily a return for exercising business judgment and
enterprise. See S. H. Nerlove, “Recent Writings on Profits,” The

Journal of Business of the University of Chicago, Vol II (1929),
p. 363.
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mate management as well.* It may be that in the past
when industry was in the main carried on by a multitude
of small private enterprises the community, through pro-
tecting property, has induced a large volume of risk-
taking and a vigorous conduet of industry in exchange
for the profits derived therefrom.

In the modern corporation, with its separation of
ownership and control, these two functions of risk and
control are, in the main, performed by two different
groups of people. Where such a separation is complete
one group of individuals, the security holders and in par-
ticular the stockholders, performs the funetion of risk-
takers and suppliers of capital, while a separate group
exercises control and ultimate management. In such a
case, if profits are to be received only by the security
holders, as the traditional logic of property would require,
how can they perform both of their traditional economic
roles? Are mo profits to go to those who exercise con-
trol and in whose hands the efficient operation of enter-
prise ultimately rests? ]

Tt is clear that the function of capital supplying and
risk-taking must be performed and that the security
holder must be compensated if an enterprise is to raise
new capital and expand its activity just as the workers
must be paid enough to insure the continued supplying of
labor and the taking of the risks involved in that labor
and in the life based on it. But what if profits can be
made more than sufficient to keep the security holders
satisfied, more than sufficient to induce new capital to
come into the enterprise?® Where is the social advantage
in setting aside for the security holder, profits in an
amount greater than is sufficient to insure the continued

¢Even though he employs a manager to carry on the immediate
activities of the business, his desire for profits presumably induces him
to select the most efficient manager available and to require of him
a high standard of performance.

s «Profits sufficient to keep the security holders satisfied,” etc., is a
vague expression and not easily defined. In practice, however, it is
not necessarily so vague. Dissatisfaction among stockholders is pre-
sumably not important if it does not make itself known; and inability
to raise new capital with ease is likely to be all too evident to a con-

trolling group.
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supplying of capital and taking of ri
Mw HMM&MEH.MW wWomﬁm cannot poewmom MWWM cue_..wﬂa MMMMHMMM
. r to make him operate the enterprise wi i
In a way to serve the wants of the o%SMMMMW MMMMAMM e
no longer in control. Such extra profits if m,mqob to ﬁmm
security Wo_.mmnm would- seem to perform no usef .
nomie funetion. Sy
Furthermore, if all profits are ea
security holder, where is the g@somgwwuw HWMmﬁMMMmﬁ.H
control to manage the enterprise efficiently? When non
of the profits are to be received by them why should th =
mH.mun themselves beyond the amount =mommmﬁ.% to Em.M-%
tain a H.mmm.‘ospvq satisfied group of stockholders? If gm
profit motive is the powerful incentive to action which
1t 1s supposed to be, and if the community is best served
when each enterprise is operated with the aim of makin
the maximum profit, would there not be great mo&%_
advantage in encouraging the control to seize for them
m.m?m.m any profits over and above the amount necessa m-
a wmﬁ.mmmaﬁou% return to capital? Would not the E.om% om
of this surplus profit act as an incentive to more maoﬁa
management by those in control? Certainly, one cannot
escape @o nmouoEmmou that if profits have pw% chQMm
asa Eoﬁﬁ&um foree, any surplus which can be made over
a satisfactory return to the investor would be better
M\N_ﬂowww Sro_w EME %‘Ma as an incentive to action by
ol than when handed over o o0
surrendered control. ik
This conclusion is somewhat modified
the separation of ownership and control MMMM__MW%MMWMW
come aoEEoS. While a large body of stockholders are
not ina position to exercise any degree of control over the
affairs of their corporation,® those actually in control are
usually stockholders though in many cases owning but a
very small proportion of the total stock. It may be that
the prospect of receiving one or two per cent of the total
added profit which could be produced by their own more

* Except under the most unusual iti
conditions as for i i
of a u_:.ou@ fight, when the bulk of the stockholders U_»ww_._nﬂw .“.Mn_m_ﬂnnw_wm
populace supporting or refusing to support a palace revolution =
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vigorous activity would be sufficient inducement to pro-
duce the most efficient operation of which the controlling
group are capable. It remains true, however, that profits
over enough to keep the remaining stockholders satisfied
and to make possible the raising of new capital would
still involve an economically wasteful disposal. Only
the ome or two per cent of profits going to the controlling
group would perform both roles traditionally performed
by profits.

The traditional logic of profits, when thus applied
to the modern corporation, would indicate that ¢f pro fits
must be distributed either to the ewners or to the control,
only a fair return to capital should be distributed to the
¢¢owners’’; while the remainder should go to the control
as an inducement to the most efficient ultimate manage-
ment. The eorporation would thus be operated financially
in the interests of control, the stockholders becoming
merely the recipients of the wages of capital.

This conclusion runs directly counter to the conelu-
sion reached by applying the traditional logic of prop-
erty to precisely the same situation—and is equally

suspect.

. CHAPTER III

The Inadequacy of Traditional Theory

) dﬁumb such divergent results are obtained by th
plication of .»rm logic of two major social &momwmhm_mmww
a new fact .m-gmﬁob. we must push our inquiry still fur-
s.uou. cm.ow into the assumptions and concepts of those
disciplines.

.dﬂ%&w&pm the thinking of economists, lawyers and
_EmE.mmm men during the last century and a half has been
the picture of economic life so skillfully painted by Adam
Smith. Within his treatise on the ‘“Wealth of Nations’’
are contained the fundamental concepts which run
a.z.cﬁ.m__ most modern thought. ‘Though adjustments in
his picture have been made by later writers to aceount
for new o.ouu&ﬁoum, the whole has been painted in the
ao_ou.m which he supplied. Private property, private en-
terprise, .E&ﬁmsm_ initiative. the profit motive, wealth,
competition ewdhese-are-the-comrepts-which Tis embloyed
s desertbing “the 8eononty of "hie time-and by means of
which he sought to show that the pecuniary self-interest
of mmor individual, if given free play, would lead to the
optimum satisfaction of human wants. Most writers of
the Nineteenth Century built on these logieal foundations
wbm. current economic literature is, in large measure ommm
in such terms. ’

Yet these terms have ceased to be accurate, and there-
wcum.emﬁa to mislead in describing modern enterprise as
carried on by the great corporations. Though both the
terms and the concepts remain, they are inapplicable to a
dominant area in American economic organization. New
terms, connoting changed relationships, becorae necessary.

. When Adam Smith talked of ‘“enterprise’’ he had in
. mind as the typical unit the small individual business in

which the owner, perhaps with the aid of a few appren-
345
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i kers, labored to produce goods for market or
M%Mwuﬂwﬁmw.oogmsmuam. Very oiwrmﬁom:% ?.w H.mHEQE.nmm
the stock corporation as a dﬁmuummm. EoormEma.P r.oagm
that dispersed ownership made mmmo_ﬁ.; owmawﬂou impos-
sible. ‘“The direectors of such companies . . ., w:w pointed
out, ‘‘being the managers rather of other people’s money
than of their own, it cannot well be expected that they
should watch over it with the same anxious vigilance
with which the partners in a E._dm.em copartnery ».Mm-
quently watch over their own. .H;Wm the mmoﬂmam o m
rich man, they are apt to conmsider attention to mSﬂ
matters as not for their Emmﬁ.ﬁ..m honour, m.um very mpm__.v.
give themselves a dispensation from having it. Negli-
gence and profusion, therefore, must always prevail, more
or less, in the management of the m.m.ﬁum of such a com-
pany. It is upon this account that joint stock ooEwEEwm
for foreign trade [at the time he was ﬂH..:..Em ?m obum
important manifestation of the corporation outside o
banks, insurance companies, and dw,mam.u. or canal aoﬁww-
nies] have seldom been able to maintain the competi %u
against private mgdmisg.am. They E:S.. mooon.m_.uwm Y,
very seldom succeeded without an exclusive MM__S Mmm,
and frequently have not succeeded with one. Wit oM ﬁwa
exclusive privilege they have .o@EEoE% Ememmmmm.M he
trade. With an awewmmmum%ﬂﬂgmm they have both mis-
confined it.
Epsmm.wm%%ﬂwu we speak of business enterprise .nomm,.f .ﬂm
must have in mind primarily .?omm very ﬁ.E.Um dwmar
seemed to Adam Smith not to fit into the prineiples w .HM
he was laying down for the conduct of economic mom_ﬂ y-
How then can we apply the oouuamﬁﬁm of Adam Smith in
i ing our modern economy :
&modmww %m consider each of these concepts 1n turn.

Private Property |
pr—me. To Adam Smith and to his followers, private property
¢ was a unity involving possession. He mmmaﬂmﬂrerme MMHH.M
! ership and control were combined. Today, Wn e mo fern
i corporation, this unity has been broken. Passwe prop

%m ™ T pdam Smith, “The Wealth of Nations.” Everyman's Library
edition, Vol. 11, p. 229.
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erty,—specifically, shares of stock or bonds,—gives its
possessors an interest in an enterprise but gives them
practically no control over it, and involves no Tesponsi-~
bility. Active property,—plant, good will, organization,
and so forth which make up the actual enterprise,—is
controlled by individuals who, almost invariably, have
only minor ownership interests in it. In terms of rela-
tionships, the present situation can be described as in-
cluding:—(1) ‘“passive property,”” consisting of a set of
relationships between an individual and an enterprise,
involving rights of the individual toward the enterprise
but almost no effective powers aver it; and (2) ““active
property,’’ consisting of a set of relationships under
which an individual or set of individuals hold powers
over an enterprise but have almost no duties in respeet to
it which can be effectively enforced. When active and
passive property relationships attach to the same indi-
vidual or group, we have private property as conceived
by the older economists. When they attach to different
individuals, private property in the instruments of pro-
duction disappears. Private property in the share of
stock still continues, since the owner possesses the share
and has power to dispose of it, but his share of stock is
only a token representing a bundle of ill-protected rights
and expectations. It is the possession of this token which
can be transferred, a transfer which has little if any in-
fluence on the instruments of production. Whether pos-
session of active property,—power of control over an
enterprise, apart from owmnership,—will ever be looked
upon as private property which can belong to and be
disposed of by its possessor is a problem of the future,
and no prediction can be made with respect to it.? What-
ever the answer, it is clear that in dealing with the modern
corporation we are not dealing with the old type of pri-
vate property. Our description of modern economy, in
8o far as it deals with the quasi-public corporation, must
be in terms of the two forms of property, active and pas-
sive, which for the most part lie in different hands.

? Such would be the case, for instance, if by custom the position
of director became hereditary and this custom were given legal sanction.

Hirpmy

S
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Wealth

In a similar way, the concept ‘‘wealth’’ has been
changed and divided. To Adam Smith, wealth was com-
posed of tangible things,—wheat and land and buildings,
ghips and merchandise,—and for most people dq.o&er. _M
still thought of in physieal terms. .Mme in .oouhmoﬁou wit!
the modern corporation, two essen ally different-types.of

it ot bl 1 padsve ey, thastacs-
holder:-weslth Consists; Hiot of tangible goods,—Eactories,

i Toms; i — le of expee-
ailroad--stetioms; fimehinery,—but of a EEQ. >
Mm.ﬁwbm which rmdo a EE.WM» value and which, if r@.E,
may bring him income and, if sold in the market, may give

him power to obtain some other form of wealth. Louthere

possessor..of - active.. @W@H&%.ﬂh&mxuﬂ.nmﬁr@%ﬁ~|€mm:..w
means a great oﬁamgwﬂa which he dominates, an mmuﬂm.-
prise whose value is for the B.ome part aoﬂwommm of 1 ﬁo
organized relationship of gm?._m properties, the MMM- -
ence of a functioning organization of ﬁouwamum an 8 M.
existence of a functioning body of consumers. Instead o
having control over a body of tangible ﬂam:_p éﬂ..ﬁpwﬁm
easily ascertainable market value, .ﬁrm group in con H.M . eHp
a large modern corporation is mm\amo an organism ﬁm Ma
has little value except as it continues to .?uoﬂou.r an L or
which there is no ready market. Thus, side by side, these
two forms of wealth exist:—on the one hand ummmﬂw@
wealth,—liquid, impersonal and involving no responsib Aw
jty, passing from hand to hand and oosmgﬁ_%. pvw;wmmr
in the market place; and on the other hand, active %oﬂ .
—great, functioning oummummg.m dependent for their lives
on their security holders, apmmn. émx.w.wam. w.ﬁm oobm“ﬁbow._m,
but most of all on their mainspring,— control.”” The
two forms of wealth are not different mmwmoam.om. the same
thing, but are essentially and functionally distinet.

nsumer as a functioning part of a great

..ann nmmnmmwn %m._mwnnm%% at first be difficult o grasp. Yet, u.sw"

o:»o—.%ﬂmm of members is essential to the continued existence of a club,

=t _uo nw, of consumers is essential to the continued existence of MJ

wmﬂw_.ummw In each case the members w_. nosm_.__uﬁnnw ﬂ._onnwﬂm”.mm_mnw

: iation or enterprise. In each case

vwﬂmeanM»o vmw.wumﬂwwa for the purpose of oﬁ.;m_.“,:.:m the benefits. .m_,rm

Mn?m_.mmmnm slogan, “Join the Pepsodent Family,” is perhaps unintende

recognition of this fact.
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Private Enterprise

Again, to Adam Smith, private enterprise meant an
individual or few partners actively engaged and relying
in large part on their own labor or their immediate diree-
tion. Today we have tens and hundreds of thousands
of owners, of workers and of econsumers combined in sin-
gle enterprises. These great associations are so different
from the small, privately owned enterprises of the past
as to make the concept of private enterprise an ineffective
instrument of analysis. It must be replaced with the con-
cept of corporate enterprise, enterprise which is the
organized activity of vast bodies of individuals, workers,

consumers and suppliers of capital, under the leadership
of the dictators of industry, ¢‘control.”’

Individual Initiative

As private enterprise disappears with increasing
size, 50 also does individual initiative. The idea that an
army operates on the basis of ‘‘rugged individualism”’
would be ludicrous. Equally so is the same idea with re-
spect to the modern corporation. Group activity, the
codrdinating of the different steps in production, the
extreme division of labor in large seale enterprise neces-
sarily imply not individualism but coéperation and the
acceptance of authority almost to the point of autocracy.
Only to the extent that any worker seeks advancement
within an organization is there room for individunal initia-
tive,—an initiative which can be exercised only within
the narrow range of function he is called on to perform.
At the very pinnacle of the hierarchy of organization in

-a great corporation, there alone, can individual initiative

have a measure of free play. Yet even there a limit is set
by the willingness and ability of subordinates to carry out
the will of their superiors. In modern industry, indi-
vidual liberty is necessarily curbed.

The Profit Motive

Even the motivation of individual activity has
changed its aspect. For Adam Smith and his followers,
it was possible to abstract one motive, the desire for
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personal profit, from all the motives driving men to action
and to make this the key to man’s economic activity.
They could conclude that, where true private oﬁoﬂmﬂmm
existed, personal profit was an effective and socially
beneficent motivating forece. Yet we have already seen
how the profit motive has become distorted in the modern
corporation. To the extent that profits induce the risk-
ing of capital by investors, they play their customary
role. But if the courts, following the traditional logie of
property, seek to insure that all profits reach or be held
for the seeurity owners, they prevent profits from reach-
ing the very group of men whose action is most important
to the efficient conduet of enterprise. Only as profits are
diverted into the pockets of control do they, in a measure,
perform their second function.

Nor is it clear that even if surplus profits were held
out as an incentive to control they would be as effective
an instrument as the logic of profits assumes. Presumably
the motivating influence of any such huge surplus profits
as a modern corporation might be made to produce would
be subject to diminishing returns. Certainly it is doubt-
ful if the prospect of a second million dollars of income
(and the surplus profits might often amount to much
larger sums) would induce activity equal to that induced
by the prospect of the first million or even the first hun-
dred thousand. Profits in such terms bear little relation
to those envisaged by earlier writers.

Just what motives are effective today, in so far as
control is concerned, must be a matter of conjecture. But
it is probable that more could be learned regarding them
by studying the motives of an Alexander the Great, seek-
ing new worlds to conquer, than by considering the
motives of a petty tradesman of the days of Adam Smith.

Competition ”

Finally, when Adam Smith championed competition
as the great regulator of industry, he had in mind units
so small that fixed capital and overhead costs played a
role so insignificant that costs were in large measure
determinate and so numerous that no single unit held an
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important position in the market. Today competition in
markets dominated by a few great enterprises has come
to wm. more often either cut-throat and destructive or so
nactive as to make monopoly or duopoly conditions pre-
vail. .005%353_ between a small number of units each
involving an organization so complex that costs have
become indeterminate does not satisfy the condition
assumed by earlier economists, nor does it appear likely
to be as effective a regulator of industry and of profits as
they had assumed.

In each of the situations to which these fundamental
concepts refer, the Modern Corporation has wrought such
a change as to make the concepts inapplicable.t New
concepts must be forged and a new picture of economic
relationships created. It is with this in mind that at the
opening A.um this volume the modern corporation was posed
as a major social institution; and its development was
envisaged in terms of revolution.

‘It is frequently suggested that economic activity has
vastly more complex under modern conditions. 42%? is wm_m%.”MM
that the concentration of the bulk of industry into a few large units
has not simplified rather than complicated the economic process. It
is worth m:%womn:.m that the apparent complexity may arise in part

from the effort to analyze the process in t i
e y P erms of concepts which
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\ CHAPTER IV

The New Concept of the Corporation

Most fundamental to the new picture of economic life
must be a new coneept of business enterprise as concen-
trated in the corporate organization. In some measure a
concept is already emerging. Over a decade ago, Walter
Rathenaun wrote concerning the German counterpart of
our great corporation: w

“‘No one is a permanent owner. The composition of
the thousandfold complex which funetions as lord wm the
nndertaking is in a state of flux. . . . This condition of
things signifies that ownership has been m.mwmnmoumrso@.
. . . The depersonalization of ownership simultaneously
implies the objectification of the thing oﬁqz.w&. The claims
to ownership are subdivided in such a mm.mwzou. and are 50
mobile, that the enterprise assumes an H,uam.vmwmm.:» life,
as if it belonged to no one; it takes an objective existence,
such as in earlier days was embodied only in state m.u@
church, in a municipal corporation, in the z.mm of a guild
or a religious order. . . . The depersonalization of owner-
ship, the objectification of enterprise, the m“mgorﬁmﬁe of
property from: the possessor, leads to a point A.awﬁ.m @rm
enterprise becomes transformed into an institution which
resembles the state in character.””* :

The institution here envisaged calls for analysis, not
in terms of business enterprise but in terms of social
organization. On the one hand, it involves a concentra-
tion of power in the economic field ooBﬁﬁHmEm to the con-

centration of religious power in the mediaeval church or
of political power in the national state. Ou.ﬁpm .o»ron
hand, it involves the interrelation of a wide diversity of
economic interests,—those of the ‘‘owners’’ who supply

14yon Kommenden Dingen,” Berlin, 1918, trans. by E. & C. Paul,
(“In Days to Come”), London, 1921, pp. 120, 121.
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capital, those of the workers who ‘‘create,’’ those of the
consumers who give value to the products of enterprise,
and above all those of the control who wield power.

Such a great coneentration, of power and such a
diversity of interest raise the long-fought issue of power
and its regulation—of interest and its protection. A con-
stant warfare has existed between the individuals wield-
ing power, in whatever form, and the subjects of that
power. Just as there is a continuous desire for power, so
also there is a continuous desire to make that power the
servant of the bulk of the individuals it affects. The
long struggles for the reform of the Catholic Church and
for the development of constitutional law in the states are
phases of this phenomenon. Absolute power is useful in
building the organization. More slow, but equally sure
is the development of social pressure demanding that the
power chall be used for the benefit of all concerned. This
pressure, constant in ecclesiastical and political history,
is already making its appearance in many guises in the
economice field.

Observable throughout the world, and in varying
degrees of intensity, is this insistence that power in eco-
nomie organization shall be subjected to the same tests
of public benefit which have been applied in their turn to
power otherwise located. Inits most extreme aspect this
is exhibited in the communist movement, which in its
purest form is an insistence that all of the powers and
privileges of property, shall be used only in the common
interest. In less extreme forms of socialist dogma, trans-
fer of economic powers to the state for publie service is
demanded. In the strictly eapitalist countries, and par-
ticularly in time of depression, demands are constantly
put forward that the men controlling the great economie
organisms be made to accept responsibility for the well-
being of those who are subject to the organization,
whether workers, investors, or consumers. In a sense the
difference in all of these demands lies only in degree. In
proportion as an economic organism grows in strength
and its power is concentrated in a few hands, the possessor
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of power is more easily located, and the demand for
responsible power becomes increasingly direct.

How will this demand be made effective? To answer
this question would be to foresee the history of the next
century. We can here only consider and appraise certain
of the more important lines of possible development.

By tradition, a corporation ‘‘belongs’’ to its share-
holders, or, in a wider sense, to its security holders, and
theirs is the only interest to be recognized as the object
of corporate activity. Following this tradition, and with-
out regard for the changed character of owmership, it
would be possible to apply in the interests of the passive
property owner the doctrine of strict property rights, the
analysis of which has been presented above in the chapter
on Corporate Powers as Powers in Trust. By the appli-
cation of this doctrine, the group in control of a corpora-
tion would be placed in a position of trusteeship in which
it wonld be called on to operate or arrange for the opera-
tion of the corporation for the sole benefit of the security
owners despite the fact that the latter have ceased to have
power over or to accept responsibility for the active prop-
erty in which they have an interest. Were this course
followed, the bulk of American industry might soon be
operated by trustees for the sole henefit of inactive and
irresponsible security owners.

In direct opposition to the above doetrine of striet
property rights is the view, apparently held by the great
corporation lawyers and by certain students of the field,
that corporate development has created a new set of rela-
tionships, giving to the groups in control powers which
are absolute and not limited by any implied obligation
with respeet to their use. This logic leads to drastie con-

clusions. For instance, if, by reason of these new relation-
ships, the men in control of a corporation can operate it
in their own interests, and can divert a portion of the
asset fund of income stream to their own uses, such is
their privilege. Under this view, since the new powers
have been acquired on a quasi-contractnal basis, the
security holders have agreed in advance to any losses
which they may suffer by reason of such use. The result
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is, ,S..mmm? that the existence of the legal and ecomomic
_.m_m.ﬂom_mrgm giving rise to these powers must be frankly
recognized as a modification of the principle of private
property.

If these were the only alternatives, the former would
appear to be the lesser of two evils. Changed corporate
relationships have unquestionably involved an essential
alteration in the character of property. But such modifi-
om.mobm have hitherto been brought about largely on the
principle that might makes right. Choice between
strengthening the rights of passive property owners, or
leaving a set of uncurbed powers in the hands of control
therefore resolves itself into a purely realistic evaluation
of different results. We might elect the relative certainty
and safety of a trust relationship in favor of a particular
group within the corporation, accompanied by a possible
diminution of enterprise. Or we may grant the con-
trolling group free rein, with the corresponding danger
of a corporate oligarchy coupled with the probability of
an era of corporate plundering.

A third possibility exists, however. On the one hand,
the owners of passive property, by surrendering control
and responsibility over the active property, have surren-
dered the right that the corporation should he operated
in their sole interest,—they have released the community
from the obligation to protect them to the full extent
implied in the doctrine of strict property rights. At the
same time, the controlling groups, by means of the exten-
sion of corporate powers, have in their own interest
broken the bars of tradition which require that the COTpo-
ummn_u be operated solely for the benefit of the owners of
passive property. Eliminating the sole interest of the
passive owner, however, does not necessarily lay a basis
for the alternative claim that the new powers should be

used in the interest of the controlling groups. The latter
have not presented, in acts or words any acceptable
defense of the proposition that these powers should be
so used. No tradition supports that proposition. The
control groups have, rather, cleared the way for the claims
of a group far wider than either the owners or the control.
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They have placed the community in a position to demand
that the modern corporation serve not alone the owners
or the control but all society.

This third alternative offers a wholly new concept
of corporate activity. Neither the claims of ownership
nor those of control can stand against the paramount
interests of the community. The present claims of both
contending parties now in the field have been weakened
by the developments described in this book. It remains
only for the claims of the community to be put forward
with clarity and force. Rigid enforcement of property
rights as a temporary protection against plundering by
control would not stand in the way of the modification of
these rights in the interest of other groups. When a ‘con-
vincing system of community obligations is worked out
and is generally accepted, in that moment the passive
property right of today must yield before the larger inter-
ests of society. Should the corporate leaders, for exam-
ple, set forth a program comprising fair wages, security
to employees, reasonable service to their publie, and
stabilization of business, all of which would divert a por-
tion of the profits from the owners of passive property,
and should the community generally accept such a scheme
as a logical and human solution of industrial difficulties,
the interests of passive property owners would have to
give way. Courts would almost of necessity be forced to
recognize the result, justifying it by whatever of the many
legal theories they might choose. It is conceivable,—
indeed it seems almost essential if the corporate system
is to survive,—that the ‘‘control’’ of the great corpora-
tions should develop into a purely neutral technocracy,
balancing a variety of claims by various groups in the
community and assigning to each a portion of the income
stream on the basis of publie policy rather than private
cupidity. n

» * * L *

In still larger view, the modern corporation may be
regarded not simply as one form of social organization
but potentially (if not yet actually) as the dominant insti-
tution of the modern world. In every age, the major con-
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mmﬂ#ﬁ&oﬂ of power has been based upon the dominant
interest of that age. The strong man has, in his time,
striven to be cardinal or pope, prince or eabinet minister,
vmbw Hﬁmmw@oﬁ or partner in the House of Morgan. Dur-
ing the Middle Ages, the Church, exercising spiritual
power, dominated Europe and gave to it a unity at a time
ﬂw._mb hoth politiecal and economic power were diffused.
With the rise of the modern state, political power, con-
mouﬂumnmm into a few large units, challenged the spiritual
interest as the strongest bond of human society. Out of
the long struggle between church and state which fol-
lowed, the state emerged victorious; nationalist polities
superseded religion as the basis of the major unifying
organization of the western world. Economic power still
remained diffused.

The rise of the modern corporation has brought a
concentration of economic power which can compete on
equal terms with the modern state—economic power
versus political power, each strong in its own field. The
state seeks in some aspects to regulate the corporation,
while the corporation, steadily becoming more powerful,
makes every effort to avoid such regulation. Where its
own interests are concerned, it even attempts to dominate
the memﬁm.. The future may see the economic organism,
now typified by the corporation, not only on an equal
plane with the state, but possibly even superseding it as
the dominant form of social organization. The law of
corporations, accordingly, might well be considered as a
m.on.mu.ap_ constitutional law for the new economic state,
while business practice is increasingly assuming the
aspect of economic statesmanship.
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