Profit and Interest

By Richard Gill and David Schumacher 

“In Maryland, State Law protected home buyers from high interest rates.” “How could rapidly changing economic condition turn that law against them? For years, General Motors got the most from investments by refurbishing assembly plants.” “Why then would they spend $500 million of a radically new plant? How could an idea developed by two college dropouts be worth $300 million? A fundamental incentive of our economic system is to make money. It is why we work, save, and take risks.” 

Headlines read: Ford Sells Model T, Oil Industry booms, Stock Market Crashes, Depression Lingers, Farmer protest prices, FDR offers new deal, Labor strikes, War Economy booms, LBJ hails great society, Fed loosens supply, and Airlines deregulate. 

“Profits and Interest: How do you get the best return?” Normal Profit is the return to entrepreneurship. Normal profit is part of a firm’s opportunity cost because it is the cost of not running another firm. “The Economic Profit is a firm’s total revenue minus total cost. Interest is the income paid for the use of capital.” There are two type of interest rate: the nominal and the real. Nominal interest rate is the percentage return on a loan, calculated by using dollars. ‘The real interest rate is the percentage return on a loan, calculated by using purchasing power-the nominal interest rate adjusted for the effects of inflation.” “The church first decreed that charging for the use of money was sinful.”
“So why, after all those productive years, did GM move somewhere else? The nation’s largest automaker wanted the quickest possible return on capital investments, plants and equipment.” “GM planner wanted new assembly plans to start returning profits in five years. As auto industry analyst Maryann Keller explains, this system worked with strong sales of large American cars.” “General Motors always had a higher return on investment because they produced the largest cars and dominated that segment of the market, automation.” “America on the move was a tremendous display.” 

“During the 1950s and 1960s, Boom years for American automakers, GM had a 20% yearly return on equity.” “To keep the old plants efficient, plant managers fine-tuned production processes. If sales were strong and profit margins wide, GM could cover the inefficiency of old age in its assembly plants.”  

“Then, in the 1970s, several events cracked the comfortable cocoon of General Motors. A series of oil shortages, government regulation, and changing consumer preference shook the foundations in Detroit. Every fourth US car was now foreign made.” 

“How does one calculate this expected rate of return? Cost of 1-Year, Machine, $1 million; a firm is considering putting $1 million into a new piece of machinery.” “This machinery lasts only a year.” “During that year, the business man expects this machinery will add enough to output to increase revenue by $1.2 million. The rate of returns is 20%.” “The way we would calculate it is cost of the machine equal the expected added revenue over one plus r (the expected rate of return). Example one million equals 1.2million over 1+r. R=.20.” “If the interest rate is below 20%, the investment will be profitable. If it is above 20% it will be unprofitable.” 

“Apple stock was snapped up by the public, making it the largest initial offering since Ford went public. In addition to raising cash, the offering rewarded employees and investors handsomely.” “The big winners were Apple’s founding entrepreneurs, Steve Wozniak and Steve Jobs, who had in short time, become multimillionaires because of their creation.” “It was rather astounding. It was one of the finest products ever that deserved to be such a winner.” 

“But are such huge profits justified? What’s their role in a market economy? Large profits in a capitalistic system, according to economist Joseph Schumpeter, derive from one source--innovation. They’re the superabundant rewards given to those who are clever enough, daring enough, enterprising enough, to come up with something new. “The new Apple Computer story is a “letter perfect” example of what Schumpeter was talking about.” “A few points about this process--first, innovation decisions are quite different from the expected rate of return calculations we discussed earlier. How can you calculate a rate of return when you are doing something new? It’s doubtful the interest rate plays any major role here.” 

“Second, the entrepreneurs weren’t risking big money. They sold a van and a calculator. Their risks were far more subtle, a sense of failure, perhaps, reputations, Schumpeter might have said.” 

“Third, the huge profits did not last that long. IBM and all their brotherhood quickly swooped down into the personal computer market. Entrepreneurial profits and are often huge, but also transitory.” 
“What were Schumpeter’s general conclusions? They were that these enormous, short-lived profits are justified by the benefit innovation brings.” 

“Huge profits can represent a monopoly and distortion, but they also can be the oil that lubricates the wheels of progress.” “Of the thousands of people who start new firms every year in this country, most will fail. Financial institutions, large corporations, and individual entrepreneurs must calculate probabilities for failure and success.” “We are propelled by the marketplace to invest our time and money in those ventures offering the best chance of return.”  

