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The Frofit Motive

The assumption on which this soudy is based is simply that the
growth of firms can best be explained if we can assume that invest-
ment decisions are guided by opportunities to make money; in
other words that firms are in search of profits. But then the further
question arises, why should a firm, or more accurately the managers
of a firm, always want to make more profits? The * profit motive *
when applied to individuals is usually based on the psychological
assumption that increases in income and wealth have personal
advantages for the individual which will spur him to obtain what he
reasonably can.! The profts of a firm do not confer such advantages
on individuals unless they are paid out as income to individuals,
From this it is often concluded that a firm is interested in making
profits in order to pay out dividends to owners. To be sure, some
dividends must be paid to maintain the reputation of the firm and,
in particular, its attractiveness to investors as the source of future
funds, but why should a firm ever want to pay out more than this if
owners are not in a position to force it to do so 2
Almost every large firm to-day is appropriately classed as

controlled *, that is to say, most firms that have grown

large (according to any of the commonly accepted criteria of what is
large) have reached a size where either the ownership equity is
widely shared, or the owners' control of operations is in practice
effectively limited by the managerial bureaucracy.? Salaried managers
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have little or nothing to gain by paying out more than is necessary
to keep existing shareholders from complaining in force, to attract
any additional eapital that may be needed, and in general to build up
of to maintain the reputation of the firm as a good investment. On
the contrary, the managers of a firm have much more to gain if
funds can be retained and reinvested in the frm) Individuals
thereby gain prestige, personal satisfaction in the successful growth
of the firm with which they are connected, more responsible and
better paid positions, and wider scope for their ambitions and
abilities. On this view, dividends would be looked on as a cost to
be kept to a level no higher than necessary to keep investors happy;
providers of capital, like providers of labour services, must be
remunerated, sometimes handsomely, but a desire to remunerate
them as handsomely as possible is not a plansible explanation of the
behaviour of modern corporations.® Even owner-managers often
seem to be more interested in the growth of their firm than they do in
the income they withdraw from it. Small businessmen frequently
tend to identify themselves with their firm and to view it as their lifes
basge induscrial firms thar 1 scodied in Auitralia, for example, not one was offectively
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work, as a constructive creation to which they can point with pride
and which they can pass on in full strength to their children. To
this end they often prefer to reinvest their profits in the firm rather
than outside and to draw only moderately on profits for their
personal consumption.

It seems reasonable, therefore, to assume that in general the
financial and investment decisions of irms are controlled by a desire
to increase total long-run profits.! Total profits will increase with
every increment of investment that yields a positive return, regard-
less of what happens to the marginal rafe of return on investment,
and firms will want to expand as fast as they can take advantage of
opportunities for expansion that they consider profitable.* On this
assumption, we would expect a marked tendency for firms indefin-
itely to retain as much profit as possible for reinvestment in the
firm; we would also expect that funds that could not be profitably
used would be invested instead of being used substantially vo raise
dividends, unless higher dividends were required to attract further
equity capital, In other words, profits would be desired for the
sake of the firm itself and in order to make more profit through
expansion. The proposition, thus baldly stated, may to some seem
to imply extreme and almost irrational behaviour. Yet it is, to my
mind, the most plausible of the various possible assumptions,?

Lomg-Ran Profits and Growsh
The assumption that the managers of firms wish to maximize
long-run profits derived from investment in the enterprise itself
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has an interesting implication for the relation between the desire to
grow and the desire to make profits. If profits are a condition of
successful growth, but profits are sought primarily for the sake of the
firm, that is, to reinvest in the firm rather than to reimburse owners
for the use of their capital or their * risk bearing °,! then, from the
point of view of investment policy, growid and profits become equivalent
ar the criteria for the selection of imvestment programmes, Firms will never
invest in expansion for the sake of growth if the return on the
investment is negative, for that would be self-defeating. Firms will
never invest outside the firm except eventually to increase the funds
available for investment in the firm. To increase total long-run
profits of the enterprise in the sense discussed here is therefore
equivalent to increasing the long-run rate of growth., Hence, it
does not matter whether we speak of * growth * or * profits " as the
goal of a firm's investment activities.

There is no need to deny that other * objectives® are often import-
ant—power, prestige, public approval, or the mere love of the
game—it need only be recognized that the attainment of these ends
more often than not is associated directly with the ability to make
profits, There surely can be little doubt that the rate and direction
of the growth of a firm depend on the extent to which it is alert
to act upon opportunities for profitable investment. It follows that
lack of enterprise in a firm will preclude or substantially retard its
growth, although “enterprise” is by no means a homogenecous
quality, a problem to which we return in the next chapter.
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