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ABSTRACT 

All economic systems are analyzed from the point of view of (a) 

whether or not they offer individuals opportunities to earn capital 

income; (b) whether the allocation of output between current consumption 

and investment is determined by the “invisible hand" of the market 

mechanism or "visible hand" of central planner. For the purpose of this 

study four economic systems are defined: Capitalist market, capitalist 

central planning, socialist market, and socialist central planning. 

Ample evidence is provided to show that the economies of the East 

European Bloc represented almost a model cases of the socialist central- 

ly planned system. In this sense these economies had the following three 

characteristics: 

1. The state controlled almost all returns to capital in the 

economy, including the returns to human capital. 

2. The state controlled the allocation of resources between in- 

vestment and current consumption. 

3. Households supplied labor to the state sector in exchange for 

compensation in the form of consumption, i.e., the state maintained only 

an indirect relationship with the labor factor of production. Labor 

effort could have been increased only by offering consumption-type 

incentives. 

In part two of this dissertation the dynamic macroeconomic equili- 

bria possible under socialist central planning, socialist market, and



capitalist systems are analyzed. It is shown that under both socialist 

systems (where individual households are banned from earning capital 

income from their personal savings) the supply of labor is suboptimal 

compared to the first-best solution feasible under capitalist system. 

The socialist market system fails to invest optimally. This failure can 

be improved by the introduction of a central planner. In a socialist 

centrally planned economy, however, the issue of the time consistency of 

optimal plans arises when the planner avoids commitment to the level of 

real wages. In the rational expectations framework households can pre- 

dict the planner’s behavior and respond to it by supplying even less 

labor than under socialist market system. 

In part three an alternative program of economic reform of East 

European socialist centrally planned economies is outlined.
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Part I 

Institutional Analysis of the Centrally Planned Economies 

I. Introduction: Institutional Framework 

This study attempts to bridge the existing gap between the tradi- 

tionally divided schools of economics: the free-market economists and 

the proponents of various forms of central planning. The political and 

economic changes currently taking place in Eastern European nations made 

research on the issues of centrally planned economies popular in the 

context of the transition from central planning to a market economy. 

Most of the research concentrates around two main topics: stabilization 

and privatization. In order to stabilize an economic system, however, 

one must know its internal logic and functioning. To privatize meaning- 

fully and irreversibly the past ownership arrangements must be taken 

into account. There remains a lot of misunderstanding over both aspects 

of centrally planned economies. Economists educated in the West have 

some understanding of the technical workings and failures of central 

planning, but they lack the full knowledge of the underlying social and 

economic structure created to facilitate central planning. Eastern 

European researchers, on the other hand, currently demoralized by the 

collapse of central planning, are accepting without reservations any 

economic reform as long as it carries a magic word "market," or "market



1 Both, Western and East European schools, fail to consid- orientation." 

er the reasons leading to the emergence of central planning in the first 

place, i.e. the failure of the real market system to generate growth and 

prosperity in most of the developing regions of the world. It is gener- 

ally forgotten that central planning as a form of economic management 

was put to test as an antidote to the economic collapse caused by the 

market system. The market system that led to the emergence of central 

planning on the economic front, and fascism or communism on the politi- 

cal front, could hardly be labeled as an efficient system. 

The economic and social results of the reforms undertaken in East 

European countries are far from the initial optimistic expectations. 

The removal from power of the communist parties across Eastern Europe 

failed to produce economically sound and positive results in the econom- 

ic domain. The experience so far suggests that to protect various 

particular interests a new form of central planning emerges. Polish 

farmers demanded and got protection from foreign competition. The 

government reintroduced subsidies and with little resistance increases 

purchases of surplus produce. The Polish car industry is well en- 

trenched behind tariffs and taxes levied on imports. Many other groups 

are already in the line to state ministries to request protection from 

both foreign and domestic competition as their economic well-being is 

crippled by the often ill conceived economic programs. Some parts of 

these programs, like wage freeze, have already been tried on a number of 

1. In the not so distance past Eastern European parliaments to appease the Soviet Union’s leadership 

would declare that the transformation to Communism was completed. Today, to appease Western observ- 

ers and domestic populations the new governments announce deadlines for the completion of the tran- 

sition to a market economy. In neither case the announcements had any meaning. As in the past, such 

declarations may improve the morale among the governing bodies in the countries involved, but will 

eventually have a detrimental effect on economic reforms.



occasions and failed in both market and centrally planned economies. 

The new political, social, and economic forces, united around their 

common interests, have fortified themselves in new "establishments." 

They are calling for measures directly resembling central planning, but 

named after Western "market style" instruments. These measures are 

referred to in public as "corrections" or "adjustments." In reality they 

border on central planning and economically destructive domestic and 

international protectionism. They will not only prolong the current 

suffering associated with the transition to a new economic system, but 

will ultimately threaten the long-term prospects for economic growth. 

As a result the fragile social and political stability achieved in East 

European countries may eventually be undermined. 1+ 

xk 

For the purpose of this dissertation I look at each economic 

system from the following three prospectives: 

1. Who are the recipients of the returns to capital, including the 

returns to human capital 

2. Who determines the supply of capital, i.e., who controls the 

allocation of output between consumption and investment. 

3. Who determines the supply of labor. 

The decisions in each of the three areas can theoretically be made 

either in a decentralized fashion, i.e. by independent participants with 

no power to influence the market equilibrium, or by a central authority, 

usually the government, represented by some form of central planner. 

For the purpose of this study I assume that it is irrelevant whether the 

1. For more on the new generation of central planners in Eastern Europe see in Part III of this 

dissertation Chapter 1.3.



central planner’s impact on any of the markets is achieved through 

direct quantitative controls, or indirectly, through the use of finan- 

cial indicators, taxes, tariffs, etc. An economic system where all 

returns to capital (interest and profits) are appropriated by the center 

and redistributed back to the economy according to the preferences of 

the central government will be called here socialism or communism. The 

opposite to socialism is an economic organization where the returns to 

capital are paid directly to households according to each households 

participation in the capital pool producing the returns. Such a system 

is called here capitalism.?+ 

The allocation of resources can be coordinated either by a visible 

hand of central planner or an "invisible hand" of a free market mecha- 

nism. In this sense the existence of a free-market system is not tanta- 

mount to the theoretical concept of perfect competition. The free- 

market system is just free of government intervention. Its workings in 

allocating goods and services may still by obstructed and distorted by 

the market players such as private monopolies. 

The situation in the labor market is somewhat different. I will 

argue here that labor markets cannot be eliminated or even restricted. 

The special nature of the labor factor makes its allocation and use 

impossible without the voluntary consent of the human individuals who 

supply it. The supply of productive labor effort can be obtained only 

by offering to compensate workers in exchange for their involvement in 

production. However centralized the command system, labor must still be 

1. A more adequate names for the two systems would be state capitalism and private capitalism. In 

the system of state capitalism the state controls all the returns to capital. In a private capital- 

ism individual households are fully own capital assets. The distinction between communism and capi- 

talism was applied in the text to keep it in Line with the general literature on comparative econom- 

ic systems.



hired and its behavior, productive effort at work, can be influenced 

only with incentives convertible into real consumption. 72 

With this in mind I distinguish the following four theoretical 

economic systems: 

a/ Socialist (communist) centrally planned economy 

b/ Socialist.(communist) market economy 

c/ Capitalist market economy 

d/ Capitalist centrally planned economy 

The socialist centrally planned economy is a system where the 

center, usually the government, collects all returns to capital and 

2 directs the commodity flows in the economy. Figure 1 represents the 

circular flows in such system. 

1. 1 assume here that households are always free to choose the amount of labor they intend to sup- 

ply. Households maximize utility subject to a budget constraint. They derive utility by consuming 

goods and services and suffer disutility from work. 

2. The returns to capital may also include returns to human capital in addition to the traditional 

returns to tangible capital.
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In the socialist market system the state continues to collect the 

returns to capital. The allocation of the factors of production, and 

the distribution of goods and services is carried out in a decentralized 

fashion, outside the center’s control. The price system, not the plan- 

ner, is responsible for directing the resources to their best uses. The 

circular flows in a socialist market economy are shown in figure 2. 

In the capitalist market economy all returns to capital are col- 

lected by households directly from the users of capital.? The amount of 

interest and dividends paid to each household is proportional to the 

household’s capital stock invested in the income producing entity, 

enterprise, bank or similar institution operating for profit. Figure 3 

provides the representation of the flows in the capitalist market sys- 

tem. 

The fourth type of economic organization listed here, a capitalist 

centrally planned system is characterized by the following two proper- 

ties: the returns to capital are distributed directly to households, but 

the allocation of inputs and output is governed by a central planning 

institution. 

As is usually the case with all theoretical models also here none 

of the four types of economic organizations has ever existed in reality 

in its pure form. However, the real-life organizations resemble at 

least to some extent these cases. The real Eastern European economies 

until very recently fitted the model of the communist centrally planned 

economy. The capitalist market system is represented by the majority of 

ee ee eee eee ee 

1. The capitalist system just excludes government intermediation in the collection and redistribu- 

tion of the returns to capital. This does not rule out other forms of financial intermediation, 

provided it originates in the private sector an the participation in such an intermediation is 

voluntary.



industrialized countries. Some features of the capitalist centrally 

planned system can be noticed in a number of Western industrialized 

countries where governments engage in indicative planning and pursue 

some forms of economic or industrial policies. The capitalist centrally 

planned system is present in most of the developing Third World coun-~ 

tries. The early advocates of economic planning led by Oskar Lange 

might have had such a system in mind. Lange’s planner would have accom- 

plished the allocation of inputs and output through a mechanism known as 

artificial markets. The communist market economy may be in the making 

in Eastern Europe and the Soviet Union. Some elements of it are present 

in all so called capitalist economies where the tax system discriminates 

against various forms of capital income, and specifically against in- 

vestment, i.e., non-entrepreneurial, capital income. 

In part one of this dissertation I will provide ample evidence 

that Eastern European economies and the Soviet Union represented almost 

a model cases of socialist centrally planned system as defined above. I 

will argue that all East European economies could be described by the 

following three properties: 

1. The state controlled almost all returns to capital in the 

economy, including the returns to human capital. 

2. The state controlled the allocation of resources, including the 

determination of investment and current consumption. 

3. The state failed to enforce quantitative labor supply plans. 

Ce eee 

1. See: Lange, Oskar (1936) On the Economic Theory of Socialism, Review of Economic Studies, Oct. 

1936, 4, pp. 53-71, Feb. 1937, 4, pp. 123 - 142; reprinted in Benjamin Lippincott, ed., On the 

Economic Theory of Socialism, Minneapolis 1938. Also, for a discussion of market socialism see: 

Bergson, Abram (1948) Socialist Economics, in Howard S. Ellis, ed., A Survey of Contemporary Econom- 

ics. Philadelphia: Blakiston. Hayek, Frederich A. (1940) Socialist Calculation: The ‘Competitive 

Solution,’ Economica 7, (May), pp. 125-49. 
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It maintained only an indirect relationship with the labor factor of 

production. Labor effort could have been increased only by offering 

consumption-type incentives. 

In part two of this dissertation I analyze the dynamic macroeco- 

nomic equilibria possible under socialist central planning, socialist 

market system, and capitalist market and centrally planned systems. I 

compare the results and point to the dynamic inefficiencies of both of 

the socialist systems. I address the issue of the dynamic consistency 

of optimal plans in a socialist command economy. 

In part three I outline an alternative program of economic reform 

that could be implemented in East European socialist centrally planned 

economies. The underlying assumption behind this program is that the 

success of the transition can succeed only if the current socialist 

system can be transformed into a capitalist system instead of into a 

socialist market structure. 2 

II. The Classical Theory of Economic Growth of a Centrally Planned 

Economy: Kalecki and Kornai 

Summary of findings: 

1. Kalecki developed a consistent theory of economic growth of a 

supply constraint economy. He repeatedly stressed that growth achieved 

through increased capital accumulation has its limits. These limits 

come aS a result of the social displeasure from lowered consumption 

1. For an interesting discussion on the compatibility of central planning with socialism on the one 

hand, and market mechanism with capitalism on the other hand see: Kornai, Janos (1990) The Affinity 

Between Ownership Forms and Coordination Mechanism: The Common Experience of Reform in Socialist 

Countries, Journal of Economic Perspectives, vol. 4, No. 3, pp. 131-147. 
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during the period of stepped up capital accumulation. 

2. Kalecki, as most other authors, failed to model the interac- 

tions between households, labor suppliers, and the planner who has to 

purchase labor services in exchange for promised consumption. He warned 

central planners not to push consumption too low in an attempt to in- 

crease investment but his caution was more based on fear for political 

repercussions of suppressed consumption than the on the real costs of 

lost output and falling capital efficiency of investment due to lower 

labor supply. 

3. Kornai introduced the concept of "normal shortage." Centrally 

planned economies suffer from permanent shortages that oscillate around 

some normal, socially acceptable, level. 

4. Kornai failed to show that shortages and their variability may 

result from a never ending game between the planners and households. 

The planners in this game may attempt to extract more labor effort from 

households by systematically first promising to reward labor effort with 

higher consumption and then reneging on this promises in order to in- 

crease capital accumulation. 

5. Neither Kalecki nor Kornai have raised the question of how the 

centralization of all capital income in the hands of state might have 

influenced labor supply, savings, and macroeconomic equilibrium in a 

centrally planned socialist economy or a socialist market economy. 

II.1. Kalecki’s Theory of Growth of a Supply Constrained Economy 

Kalecki’s final model of growth acceleration in a supply con- 

strained economy was presented in the Introduction to the Theory of 

12



Growth in a Socialist Economy in 1963. It influenced a whole generation 

of economists. Its recommendations were applied in both East European 

and in a number of developing countries. Without exaggeration, Ka- 

lecki’s impact on economic policy making in the underdeveloped world 

paralleled that of the impact Keynes’ General Theory had on Western 

market economies. His theory became the leading topic in the classes of 

Political Economy of Socialism thought in East European Universities.? 

The Keynesian theory addressed the issue of unemployment of re- 

sources in an economy suffering from inadequate effective demand. It 

recommended that economic policy makers use the instruments of fiscal 

policy to counter declining aggregate demand. According to this theory 

markets could not be relied on and left to themselves when employment 

and social welfare were at stake. Kalecki, like Keynes, advocated a 

strong role for the government but for entirely different reasons. 

Kalecki was a classicist as far as the demand side of the economy was 

concerned. He saw little problems with insufficient demand. His focus 

was on the supply side. Kalecki’s theory dealt with underdeveloped 

economies that suffered from insufficient productive capacity. It pre- 

scribed strong government involvement in capital accumulation. Kalecki 

was very skeptical of the ability of the private sector to generate 

adequate capital investment. In Essays on Developing Countries he pre- 

sented the dilemma faced by developing countries in their effort to 

accelerate economic growth by increasing capital accumulation: 

"There will be, however, three important obstacles to stepping up investment. 

Firstly, it is possible that private investment will not be forthcoming at a de- 

awe enm ween ewe nee e nace 

1. Kalecki’s model was the core of the Political Economy of Socialism class thought in Poland 

throughout the 1970s and 1980s. In the department of Foreign Trade at the Central School of Planning 

and Statistics, where I completed my M.A. in Economics, Kalecki’s article, quite technical for an 

undergraduate sophomore, was allocated twelve hours of class time. 
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sirable rate. Secondly, there may be no physical resources to produce more invest- 

ment goods. Thirdly, even if the first two difficulties were overcome, there is 

still the problem of adequate supply of necessities to cover the demand resulting 

from the increase in employment." 

In Kalecki’s model of economic growth, the acceleration in the 

rate of economic growth is achieved by acceleration in investment. As 

opposed to the Keynesian theory of insufficient effective demand, addi- 

tional income in a supply constrained economy came not from investment 

expenditures (these by themselves are inflationary) but from increased 

productive capabilities of the economy as investment projects are com- 

pleted and put into operation. An underdeveloped economy, accordingly, 

would always operate at its potential, on its production possibilities 

frontier. Kalecki advocated government involvement in changing the 

output mix in favor of capital goods. Accordingly, higher current in- 

vestment (i in Kalecki’s classical paper) compared to the normal level - 

io - although costly in terms of forgone current consumption, shifts 

outside the production possibilities frontier, and therefore allows for 

faster increase in consumption in subsequent periods. 

In his analysis of the acceleration process Kalecki argues that an 

increase in capital accumulation equal to di that reduces current con- 

sumption by the fraction of di/(1 - i) of the current income, Yor must 

be compared with the gains in income and consumption due to increase in 

the rate of growth of income by dr. The net advantage is defined as 

dr - wdi/(1-1) 

where the coefficient w is higher the stronger are the objections 

1. Kalecki, M.(1976) Essays on Developing Countries, Harvester Press, Humanities Press, p. 23. 
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against reducing consumption in the short-run. Kalecki adds that if: 

"the rate of growth is to be raised above the level fp =a + b [where a - rate of 

increase in labour productivity in the new plants brought into operation, b - rate 

of growth of employment], we may postulate that w will be higher, the greater 

becomes the difference between i and ig?" 

Therefore, w is in fact a function of i, w(i), and w(i) is an 

increasing function in i. 

Kalecki concludes by solving for the optimal investment rate (i) 

and the rate of growth of output (r) obtaining: 

dr/di = w(i)/(1-i) 

The expression w(i)/(1-i) represents an upward sloping planner’s 

decision curve. The planner should keep increasing capital accumulation 

as long as dr/di is greater than w(i)/(1-i). According to this condi- 

tion the planner would increase investment up to a point where decrease 

in labor productivity due to social dissatisfaction from falling current 

consumption would outweigh output gains from additional investment. 

In Kalecki’s model of growth with limited reserve of labor: 

“the relative share of productive accumulation in the national income i and the 

rate of growth r tends to be fixed at a lower level than in the case of unlimited 

supplies of labor. This may be interpreted as the effect of the labor-supply 

barrier on the rate of growth; a limited reserve of labor only makes it possible to 

shift this barrier, not to eliminate it altogether." 

Even more relevant to the economic development of Centrally 

Planned Economies (CPEs) in the later years were Kalecki’s theories of 

growth under conditions of full employment. Under full employment, 
ee ee ee 

1. Introduction to the Theory of Growth in a Socialist Economy (1963) in: Selected Essays on the 
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economic growth can be accelerated either by shortening the life-span of 

equipment or by raising the capital-output ratio. Both methods attempt 

to raise productivity per employee and both methods involve increasing, 

at least temporarily, capital accumulation in the distribution of cur- 

rent output. 

Again, Kalecki was aware that increased accumulation would be 

costly in terms of labor productivity lost if capital accumulation went 

too far. With this respect he criticized the classical golden rule 

concept as it did not take into account these potential losses. Kalecki 

stated that 

“the golden rule solution is purely theoretical in character because the key prob- 

lem in the choice of capital intensity is the standard of living in the course of 

‘recasting,’... The ascending ‘decision curve’ which allows for this factor 

leads... to the adoption of a much lower capital intensity and a lower average rate 

of growth of consumption during the period of ‘recasting.’" 

Summarizing, Kalecki saw the limits to growth acceleration pursued 

by means of increasing capital accumulation. He was aware that if the 

policies of stepped up investments extended too far at the expense of 

current consumption, the final outcome may be opposite to the planner’s 

intentions. Namely, labor unrest and falling labor productivity would 

produce dramatic and increasing at an increasing rate losses to output. 

Kalecki foresaw the possibility for growing inflation or shortages and 

their potential negative impact on labor productivity. The solution to 

alleviate this problem offered by Kalecki was far from satisfactory. He 

suggested that: 

"Inflationary pressures may be avoided by planning an increase in the supply of 

necessities matching the demand for them, which will be generated by the planned 

1. Introduction to the Theory of Growth in a Socialist Economy (1963) in: Selected Essays on the 

—_—_— ee 
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. . . . 1 
increase in national income." 

There are two major problems with this approach. First, the defi- 

nition of "necessities" has always been very subjective. In the prac- 

tice of the centrally planned economies the "necessities" were limited 

to basic food (staples), unimaginative clothing and an elementary shel-~ 

ter. Housing was in general neglected since apartment construction was 

in direct competition for resources with the accumulation of productive 

capital. Second, the provision of the required "necessities" was a 

function of the total value of the compensation, wages and salaries, 

received by households. The issue was hardly one of balancing the con-~ 

sumer goods market ex post, but one of obtaining the optimal mix of 

labor and capital inputs needed to fulfill the plan. The amount of 

"necessities" could depend more on the amount of residue left after the 

investment plans were implemented than on the actual demand of the 

society. The weakness of Kalecki’s model is in its very vague treatment 

of the labor market. Though he foresaw the negative response of the 

labor factor to accelerated capital accumulation, he failed to clearly 

define this negative response. The w(i) function is just an unspecified 

factor in the planner’s decision-making process. The planner could 

learn the relationship between i and w(i) only by trial and error. It 

might be that the history of central planning was exactly the history of 

learning this functional relationship. It may also be the case, possi-~ 

bility never truly investigated, that the East European economies were 

already at the best point in a free-market equilibrium and any govern- 

ment sponsored acceleration led to an inferior solution. 

Kalecki’s analysis is unquestionably very valuable to all students 

1. Kalecki, M.(1976) Essays on Developing Countries, Harvester Press, Humanities Press, p. 29. 
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of centrally planned systems. It is free of political dogma so abundant 

in most studies of these systems carried out both in the West and the 

East. Kalecki did not inquire into the behavior of the labor market 

probably because in his days East Europe suffered from severe unemploy- 

ment inherited from the Great Depression and the monopolistic structure 

of the economy in existence before the World War II. It was capital 

that was in short supply, not labor. Interestingly, Kalecki’s followers 

committed the same error. Their error, however, was the result of the 

commitment to certain political convictions. The reader may be sur- 

prised to learn that economics students in East European countries until 

very recently spent almost no class-time studying labor markets. The 

problem of household utility maximization and the resulting labor supply 

decisions was generally avoided. The textbook labor supply was offi- 

Cially fixed and independent of household decisions.! Ideologically, 

work was declared a duty and honor of the citizens, not a means of 

increasing consumption. 

II.2. Kornai’s Economy of Shortage and Postulates for Harmonic 
  

Growth 

Kornai, probably the best known modern scholar and writer on the 

theory and practice of centrally planned economies, tried to identify 

1. Most growth models suffer from the same deficiency. Their authors assume labor supply and labor 

productivity to be proportional to the size of the population. Models developed by Kantorovich in 

the late 1950s and early 1960s although mathematically sound commit the same error. They treat Labor 

supply decisions very mechanically. The planner’s real problem is how to allocate capital efficient- 

ly between different sectors of the economy. Labor behavior in response to different capital accumu- 

lation policies it totally ignored. See: Kantorovich, L.V. (1976) Essays in Optimal Planning, Inter- 

national Arts and Sciences Press, Inc., White Plains, N.Y. 
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the most important characteristics of a centrally planned system and 

create a comprehensive theory of growth and development of a socialist 

economy. In his early research Kornai described the inner conflicts and 

inconsistencies of a centrally planned economic system that lead to the 

state of chronic shortages. Kornai, as Kalecki, modeled East European 

countries as supply constrained systems. He focused on the social and 

economic costs of growth acceleration under central planning. Although, 

“the growth rate is a fetish of our times.™! 

Kornai wrote in 1972, 

“[t would be an unhistoric approach to explain rush as the overambitious efforts of 

some statesmen. But it would also be even more superficial to qualify rush simply 

as irrational economic policy..... To catch up with the developed countries is not 

only a slogan of megalomaniac politicians, it is the true wish of millions." 

Kornai continued by putting forward what he called the "twelve 

requirements" of harmonic growth.? Among them were: 

1. The requirement of raising of consumption. Increasing consumption 

had to be regular, even over time and "tangible" for every stratum of 

society.“ 

2. The call for proportionate satisfaction of consumers’ needs. 

3. Incentive and equitable distribution of income. Kornai accepted 

that: 

"a certain degree of income inequality is not only unavoidable but socially useful 

and also equitable," 

but, at the same time he took on a task to set upper limits for social 

1. Kornai, Janos (1972) Rush versus Harmonic Growth, Professor Dr. F. DeVries Lectures, North Hol- 

land Publishing Company, Amsterdam, p. 5. 

2. Ibid., p. 90. 

3. Ibid., p. 29. 

4. Ibid., p. 30. 
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inequality as: 

"there is certainly no kind of stimulation that would necessitate a proportion of 

1:100 or 1:1000 between earnings." 

4. Security in the form of full employment. 

5. Opportunity for free unfolding of talents under which he postulated 

the need for free education and increasing leisure time. 

He further analyzed the potential costs of accelerated growth in Hungary 

in the early 1970s. Should Hungary choose acceleration: 

“there are three intertemporal methods of acceleration, available ... (1) sacri- 

fice, (2) postponement, and (3) neglect." 

Later he adds that: 

"... the growth rate of the near future can be increased not only at the expense of 

present consumption (sacrifice), but also at the expense of the future (postpone- 

ment, neglect)." 

This, since: 

"Rush demands great sacrifices from those participating in it, from the present 

generations. But not only of them: it also puts burden on the future. It post- 

pones investment tasks of consumption capital formation which are overdue." 

Kornai was aware that the central planner’s efforts of accelerat- 

ing growth through increased investment could backfire. He comments 

that: 

“In historically exceptional cases (though occurring) the forced high rate of 

growth slows down suddenly. It is, however, much more characteristic that the rate 

is slowing down gradually, perhaps against the intentions and rate-pushing efforts 

1. Ibid., p. 36. 

2. Ibid., p. 68. 

3. Ibid., p. 74. 

4. Ibid., p. 92. 
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of economic policy.| 

Modeling the behavior of a centrally planned economy, Kornai is 

very realistic when making simplifying assumptions. The economy is 

examined at the national macro-level. No breakdown by industries is 

introduced. It contains only two sectors: the state- and cooperative- 

owned firms’ sector, and the household sector. There is no money as its 

role in centrally planned economies was passive, or secondary in impor- 

tance. In the Marxist tradition he assumes labor to be the only primary 

resource.” 

Kornai presented centrally planned economies the way they were, 

economies of shortage. He introduced the concept of a normal shortage 

level, which is similar to normal unemployment level in a market, demand 

constrained, economy. According to Kornai all Eastern European econo- 

mies were in a state of permanent shortages; what differed in time was 

the extent and severity of shortages, deviations from the normal state. 

Replying to the findings made by Portes on the consumer goods market in 

four East European countries Kornai stated that: 

“ALL four countries should be considered chronic-shortage economies all through the 

period under examination. ... The only judgment that could be made of each of them 

is that, in comparison with their own normal shortage, actual shortage was some- 

times stronger, sometimes weaker." 

Kornai’s analysis of centrally planned economies is extremely 

valuable mostly for its comprehensive and exhaustive presentation of the 

everyday functioning of these systems. The introduction of the concept 

1. Ibid., p. 97. 

2. Kornai, Janos (1982) Growth, Shortage and Efficiency. A Macroeconomic Model of the Socialist 

Economy. (1982), The Camelot Press Ltd., Southampton, pp. 7-8. 

3. Ibid., p. 35. 
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of normal shortage led to a new wave of analysis of the supply con- 

strained centrally planned economic systems. He brought the economic 

research on these economies closer to the mainstream of disequilibrium 

analysis. 

Still, despite his tremendous contribution toward understanding of 

centrally planned systems, Kornai failed to rationalize the most criti- 

cal contradiction of central planning, namely, the reason for the gener- 

al softness of budget constraints in the state sector. Kornai was right 

when he repeatedly pointed to the existence of an acceptable level of 

shortages. He failed, however, to notice that shortages might have been 

a by-product of an optimal policy that was simply time inconsistent. 

Unfortunately, such policy could have been the only one available to the 

planners in the political and institutional environment of East European 

countries. If soft budget constraints led to ever repeating tensions in 

the economy the constraints should have been hardened. Since the tight- 

ening never occurred the economists should have tried to find a rational 

explanation for not doing so. This dissertation attempts to fill this 

gap and explain the recurring tension and shortages in terms of rational 

economic policy. 

Understanding the reasons behind shortages and/or inflation on the 

consumer goods market has tremendous repercussions for the current 

reform process taking place in the majority of East European countries. 

Specifically, if the recurring periods of excess demand could have been 

the result of a purposeful dynamic optimization and macroeconomic poli- 

cy, the currently underway economic reforms may turn out to be off 

target unless they solve this problem. 
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III. Three Fundamental Features of a Centrally planned Economy of 

the Eastern European Type 

In this section I present three core characteristics of a central- 

ly planned economy of the East European type. I claim through this work 

that to reflect reality, any of the East European centrally planned 

economies should be modeled along the following postulates: 

POSTULATE 1. The central planner had an almost absolute control 

over the collection and the distribution of the returns to capital, 

including the returns to human capital. 

POSTULATE 2. The central planner had an effective control over 

the composition and destination of output. Specifically, the center 

could switch the composition of the final output. Plans could favor 

investment or consumption depending on the perceived impact of the 

policy on the plan’s objectives. The desired commodity composition of 

the final output could be easily achieved. Assortment limitations in 

the composition of domestic output could have been overcome with the 

help from the centralized government monopoly of the foreign trade 

sector. 

POSTULATE 3. Households, i.e., the labor factor of production, 

responded primarily to consumption type incentives when making decisions 

with respect to labor supply. Real wages played the dominant role in 

inducing population to increase labor supply and/or labor effort. Cen- 

trally planned economies were never able to eliminate market-type rela- 

tionship between households, labor suppliers, and the state-firms sector 

on the demand side for labor services. 

Shortly speaking, central planners had relatively unlimited direct 

control over the capital factor of production, but only very indirect 
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influence on the human factor. The opportunity cost of increasing capi- 

tal stock was traditionally measured in forgone labor input. This cost 

was reflected in deteriorating labor discipline, growing absenteeism, 

increasing social tension and declining labor productivity. 

The three features were present in all of the countries of the 

Eastern Bloc. The Soviet Union was the first country to introduce cen- 

tral planning on the national level. This process was finalized in the 

late 1920-s when the Soviet Union began its industrialization drive. 

Central planning seemed to give the government a huge advantage over 

free markets. It allowed the center to concentrate all resources on 

selected projects. The initial orientation of the investment effort was 

at electrification and heavy industry. Within five years after the 

Second World War all East European countries followed the Soviet Union’s 

example in introducing central planning and concentrating efforts on 

forced industrialization. To make planning effective, first, unlimited 

control over almost the entire industrial sector was seized by the 

center. In most cases the tightening of control over agricultural 

sector had to follow to guarantee food supplies to the industry. Also, 

agriculture, the dominant sector in the economy, was the only available 

source of surpluses necessary for capital accumulation. 

In the Soviet Union, the revolutionary government nationalized 

industry and soon afterwards launched a massive collectivization drive 

in agriculture. In other East European countries the process of nation- 

alization was basically completed by the late 1940s, following the 

Second World War. The seizure of capital assets was relatively easy to 

achieve. War destruction made some assets worthless. Past owners of 

the assets were often killed during war or their fate was unknown. 

Also, the prewar ownership structure that favored foreign control, often 
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from the war-enemy countries made expropriations easy to justify. The 

biggest battle for control was probably fought in agriculture, since 

land was what survived the war with relatively small damage. 

Once the central government was in direct control of assets it 

effectively controlled the returns to these assets. To execute plans, 

however, the center needed something more then just funds, returns to 

capital it controlled. The center had to control the physical streams 

of goods and services produced in the economy. The allocation of inputs 

and the composition of output was submitted to almost unlimited central 

control. With one exception: The labor services had to be purchased in 

normal market conditions. But even with respect to the labor factor the 

center, at least initially, attempted to take over all control and 

eliminate the market relationship altogether. An appropriate taxation 

system was created to offset possible leakages of capital, non-labor 

income to the household sector. The tax structure also reinforced the 

planners grip on the final allocation of output between consumption and 

capital accumulation. The environment for central planning and manage- 

ment in each of the East European countries was set. Shortly thereafter 

planners of East Europe rightly determined that economic efficiency 

might be increased if separate efforts of individual countries are 

combined and synchronized. Since 1955 the centrally planned economies 

of the Eastern Bloc operated on the basis of coordinated, in time and 

substance, five-year and one-year plans. 

The early results of the post-war reconstruction were very encour- 

aging for the advocates of centralized planning and management. Average 

annual rates of growth were higher in the East compared to the West of 

Europe, not to mention the Third World nations. The severe unemployment 

inherited from the past was eliminated when newly created industries 
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absorbed excess labor from urban areas and, later, from agriculture. 

IV. State Control over Capital Assets and Capital Income 

Summary of findings: 

1. The State legally acquired control over tangible assets through 

expropriation, in most cases with minimal compensation to previous 

owners. 

2. Since the State could not eliminate private property of tangi- 

ble capital altogether it used the tax system to appropriate the returns 

to capital left in the private sector. 

3. The State’s drive to appropriate returns to capital also in- 

cluded the returns to human capital. Wage rates were little differenti- 

ated across groups with different education levels. The income-tax 

system faced by households discriminated against earnings of higher 

educated professionals. Education was provided "free of charge” (paid 

by the state) and therefore human capital and returns to it were consid- 

ered socialized property. 

4. Officially and legally all capital assets, both tangible and 

human, remained the property of the people. The State was considered 

just a trustee performing fiduciary services in the name of its share- 

holders. 

All East European countries centralized the control over the 

factors of production in the hands of the State. The constitutions 

enacted in socialist countries provided the State with the powers to 

manage the nationalized property on behalf of society. Officially the 
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whole society was considered a joint owner of the socialized property. 

For all practical purposes, however, the State controlled and managed 

the national economies. Private - individual - ownership of capital was 

severely restricted to small factories and small farm plots, operating 

mostly on the margin of the economy. Due to the low capitalization of 

these entities and restrictions imposed on employment of workers from 

the outside of the immediate family of business owners, the opportuni- 

ties for any non-labor income in this sector were next to none. The tax 

system faced by the private sector was designed to sterilize any possi- 

ble income originating from capital ownership. 

To make the East European capital ownership arrangement more 

understandable it can be explained in terms of an institutional formula 

known in the West as mutual fund. The East European mutual funds were 

named after the name of the country. Their prospectus was available in 

every bookstore and newspaper kiosk and was called the Constitution. 

There were differences between the U.S. or West European funds and East 

European funds. Most crucial of them was that the investment deposits 

into the East European country~-funds and the reinvestment of dividends, 

interest, and capital gains were not personalized. Also, contrary to 

Western practices, the funds’ portfolio managers actively voted in 

matters relating to activities of the companies held in the fund’s 

portfolio. 

In chapter IV.1. below I start by examining the constitutional 

arrangements of ownership present in East European countries. The legal 

analysis of the ownership arrangement is then extended to the tax law 

and its role in reinforcing the ownership structure in chapter IV.2. I 

follow with the impact the arrangements had on the distribution of 

national income in chapter IV.3. I conclude with the historical case 
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study of the Poland’s "road to socialism" with the emphasize on the 

transformations in the structure of capital ownership. 

Iv.1. Legal arrangements: An Analysis of the Constitutions of the 

European Centrally Planned Economies 

The present chapter attempts to clear the issue of the ownership 

of the capital assets in East European economies. The correct interpre- 

tation of the ownership issue could potentially speed up all reforms 

currently being attempted in these economies. On the other hand any 

misinterpretation would, rather sooner than later, derail all reforms 

and inevitably lead to substantial reversals in the political democrati- 

zation just recently achieved. 

To understand what was behind the so called "state ownership of 

assets" one does not have to search far. The answers and explanations 

are contained in the constitution of the countries involved. As opposed 

to current trends aimed at avoiding or even outright hiding the trouble- 

some problem of ownership, the constitutions of the formerly Communist 

states, whatever we think of them today, made it clear that the state 

ownership simply stood for "socialist ownership" and the latter concept 

represented the property of the people living in a given country. 

Though some capital assets were nationalized without compensation, or 

stolen, from past owners, the majority of the capital assets now in 

existence had been created during the last forty five years under the 

socialist system. These additions can hardly be claimed as property of 

any well specified individuals. 

The early constitutions of the Soviet Union, before the 1977 
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revisions, defined the socialist property (Article 5 of the 1936 consti- 

tution) as: 

"state property (belonging to the whole people) or ... co-operative and collective- 

farm property (property of collective farms, property of co-operative societies) ." 

Similar provisions declaring that means of production belong to 

the people of the Soviet Union were written into the constitutions of 

the republics.” 

Toporin, in his analysis of the constitutional law of the USSR, 

leaves little doubt as to whether the state property really represented 

the "socialized property" and, this in turn, clearly stood for a single 

national mutual fund. He writes: 

2 eee 

1. Constitution (Fundamental Law) of the Union of Soviet Socialist Republics, Foreign languages 

Publishing House, Moscow, 1957, p. 14-15. The Constitution (Fundamental Law) of the Russian Social- 

ist Federal Soviet Republic, adopted by the fifth All-Russian Congress of Soviets, July 10, 1918, in 

chapter II (Article 3) abolished private ownership of land, declared land the property of the peo- 

ple, and handed it over to the toilers without compensation on the basis of equal rights to its use. 

Article 3 also declared forests, underground mineral wealth, and waters of national importance, all 

Live stock and appurtenances, all model-farms and agricultural enterprises national property. All 

factories, workshops, mines, railroads, and other means of production and transport were put under 

workers’ control. The constitution repudiated debts contracted by the government of the Tsar, the 

landlords, and the bourgeoisie. All banks were transferred to the ownership of the workers’ and 

peasants government. See: Constitutions that Made History, (1988) ed. by Albert P. Blaustein and Jay 

A. Sigler, Paragon House Publishers, New York, pp. 340-342. The 1977 constitution contained similar 

Reports (1979) ed. by F.J.M. Feldbrugge, Sijthoff & Noordhoff, p. 81. 

2. Specifically, Article 5 of the Constitution of the Russian Federative Republic was a direct copy 

of the Article 5 of the Constitution of USSR (before the 1977 revisions). In fact the first 12 

Articles of the Russian SFSR were almost word for word copies of the Constitution of USSR. Very 

similar if not exactly the same were Articles on the "Social Structure” in Constitutions of the 

Autonomous Republics, members of the Russian SFSR. For more on the Constitutions of the autonomous 

republics members of the Russian Republic see: Konstitutzya Rossiyskoy Sovietzkoy Federativnoy 

Socialisticzeskoy Respubliki. Konstitutzy Avtonomnych Sovietzkich Socialisticzeskich Respublik, 

vchodiaszezich v sostav RSFSR. Izdatielstvo ‘Izviestia’, Moskva 1972. (Constitution of the Russian 

Soviet Federative Socialist Republic. Constitutions of the Autonomous Soviet Socialist Republics 

members of the Russian Soviet Federative Socialist Republic). For an extensive analysis of the major 

historical developments in the constitutional law of the Soviet Union and the union republics and a 

and The Union Republics: Analysis, Texts, Reports, (1979) ed. by F.J.M. Feldbrugge, Sijthoff & 

Noordhoff International Publishers B.V. Alphen aan den Rijn, The Netherlands. 
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"State property is the common property of the Soviet people and is defined in 

Article 11 [of the 1977 Constitution] as the principal form of socialist 

property. ... The means of production and material benefits constituting state 

property comprise a single fund disposed of by the whole people. This enables the 

state to manage the economy effectively and pursue a planned policy." 

Toporin continues with search for the origins of the “socialist 

property." As expected, initially: 

"Socialist property arose from the bourgeois and landowner property nationalized in 

the initial years of the October Revolution. By December 1920 the Soviet state 

owned 4,500 large industrial enterprises, and all land had passed into the hands of 

the people." 

However, 

"Subsequently, the main source for augmenting socialist property became extended 

socialist reproduction. ... Over the years of Soviet power, the country’s national 

wealth, i.e. the total amount of its goods and benefits, has increased dozens of 

times and is now worth more than 2,000,000 million roubles excluding the value of 

land and forests. The bulk of this wealth consists of fixed productive assets, the 

volume of which is 37 times higher than the 1917 level." 

The legal case for representing East European economies in the 

form of a centralized mutual fund with the society as shareholders can 

be strengthened even more after analyzing the constitutional provisions 

addressing the issue of the sources of the accumulated assets. The 

Constitutions quoted here make a point in dividing the national assets 

into two principal categories: socialized property and private property. 

The former remains in the hands of the state, the trustee of the whole 

people. The latter is held privately. The former is comprised primari-~ 

ly of productive assets. Private property, with some exceptions, is 

limited to consumer goods. Private property cannot be used to earn 

income for its owner. The use of productive assets, capital in Marxist 

es 

—_—_—=$———— Oe 

2. Ibid., p. 85. 
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terminology, generates profits (returns to capital) that have to be used 

for the benefit of the society as a whole. 

The implications of such a division are far reaching. To avoid 

any misunderstanding the 1977 constitution (Article 13) of the USSR 

points out that: 

“Earned income forms the basis of the personal property of Soviet citizens. ... 

Property owned or used by citizens shall not serve as a means of deriving unearned 

income or be employed to the detriment of the interests of society." 

Article 14 reveals that: 

"The source of growth of social wealth and of the well-being of the people, and of 

each individual, is the labor, free from exploitation, of Soviet people. ... The 

state exercises control over the measure of labor and of consumption in accordance 

with the principle of socialism: ‘From each according to his ability, to each 

according to his work.’ It fixes the rate of taxation on taxable income. ..." 

Also, the Yugoslavian Constitution is quite specific on the issue 

of the origin of the "socialized" means of production, an issue so 

crucial in today’s debates over privatization. Namely: 

"The social product serves to restore and expand the material basis for socially- 

organized work, and directly to satisfy the personal and common needs of the work- 

ing people, in conformity with the principle of distribution according to work. ... 

That part of the social product which is set aside for the renewal and expansion of 

the material basis of socially-organized work provides the foundation for social 

economic growth, which the working people realize in their working organizations, 

and through the mutual co-operation of these organizations, as well as in the 

social-political communities." 

Similar definitions of the state property and its origins and 

ownership were contained in all East European constitutions. More or 

less explicitly they point to the fact that the so called national 

F.J.M. Feldbrugge, Sijthoff & Noordhoff, p. 82, 

2. Ibid., p. 241. 

3. Constitutions of Nations (1968) edited by Amos J. Peaslee. Revised Third Edition in four volumes, 

Martinus Nijhoff, The Hague, Netherlands. Volume III: Europe, p. 1239. 
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property is only administered by the state that performs the role of an 

investment fund manager. Ultimately the national property belongs to 

the people, citizens of the country. 

The Albanian Constitution of March 14, 1946, revised July 4, 1950, 

and amended in 1953, 1954, and 1958 in Article 7 declared: 

“The means of production in the People’s Republic of Albania is made up of common 

property of the people in the hands of the State, of the property of the people’s 

co-operative organizations and of the property of the private persons, natural or 

legal. All mines and other resources of the subsoil, water, natural springs, for- 

ests and pasture grounds, the means of air, rail and maritime communication, posts, 

telegraph, telephone, broadcasting stations and banks make up the joint property of 

the people." 

The Bulgarian Constitution of December 4, 1947, amended in 1961 

and 1965, in Article 6 established that: 

"The means of production in the People’s Republic of Bulgaria belong to the state 

(national property), or to the co-operatives, or to private individuals or juridi- 

cal persons." 

In Czechoslovakia, Article 8(1) of the July 11, 1960 Constitution 

defined state ownership to be: 

1953, 

1. Ibid. 

2. Ibid. 

3. Ibid. 

4. Ibid. 

"ownership by the people as a whole ..." 

The Hungarian Constitution of August 20, 1949, amended in 1950, 

1954, and 1957, asserted in Article 4 (1) that: 

"In the Hungarian People’s Republic the bulk of the means of production is owned, 

as public property, by the state, by public bodies or co-operative organizations. 

Means of production may also be privately owned." 

Article 6 clearly defined the role of the state in managing the 

1p. 7. 

1 Pp. 97. 

1 Pp. 228. 

, p. 433. 
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socialized property. It declared that 

"The mineral resources, the forests, the waters, the natural sources of power, the 

mines, the large industrial enterprises, ... , are the property of the state and of 

public bodies as trustees for the whole people." 

Poland’s Constitution of July 22, 1952, amended in 1954, 1957, 

1960, and 1963, covered the issue of the socialized property in an 

ambiguous way in Articles 7.1 and 8. However, even there, the means of 

production are “socialized” (Article 7.1). The need for special protec- 

tion of the national wealth held in the hands of the state is estab- 

lished in Article 8. 

The Rumanian Constitution of 1965, on the other hand, in Article 6 

underscored, like the Soviet Constitution, the direct relationship 

between the state property and the property belonging to the Romanian 

people: 

"Socialist ownership of the means of production is either state property - goods 

belonging to the whole people, or co-operative property-goods belonging to each co- 

operative organization." 

To avoid any doubts about the ownership of the national property 

Article 7 quickly added: 

"The wealth of the subsoil, whatever is nature, the mines, the state land, the 

forests, waters, sources of power, the factories and mills, the banks, the state 

farms, the machine-and-tractor stations, the means of communication, the state 

buildings and dwellings, the material basis of state socio-cultural institutions 

belong to the whole people and are state property." 

In Yugoslavia, Parts II and III of "Basic Principles" contained in 

the Constitution of April 17, 1963, dealt among others with the concept 

of the "social ownership" of the means of production. Although written 

1. Ibid., p. 433. 

2. Ibid., p. 768. 

3. Ibid., p. 768. 
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confusingly, they still offer some direction in the search of the owner 

of the socialist property. 

"Since no one has the right of ownership over the socially-owned means of produc- 

tion, neither the social-political community nor the working organization nor the 

working man may appropriate in any form of ownership the product of socially-organ- 

ized work, or manage and dispose of socially-owned means of production and work, or 

arbitrarily determine the terms of distribution. ... Work is the only grounds for 

the appropriation of the product of the socially organized work, and the foundation 

of management of social means." 

If it is agreed on that the socialist form of ownership merely 

amounted to an ownership comparable in legal terms with the ownership of 

assets in a mutual fund the conclusion for any future distribution is 

obvious and does not need any additional explanation. 

The taxation of income in East European countries was in line with 

the ideological conviction that labor as a source of wealth should 

receive favorable treatment as opposed to private capital, the source of 

exploitation. In general, policy-makers in East Europe intended to 

eliminate private non~labor income (called simply unearned income) 

altogether. For the time being, however, since the complete elimination 

was difficult to achieve, non-labor revenues of households were strongly 

discouraged. Traditionally, the marginal tax rates on investment and 

investment related earnings have been much higher than the rates for 

1. Ibid., p. 1239. 
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straight labor income for comparable amounts received. 

In some East European countries the policy of preferential treat- 

ment of labor income and discrimination of capital income could be 

traced to their constitutions. In German Democratic Republic Article 29 

of the Constitution explicitly gave 

“property and income earned by labor special consideration in respect to 

taxation.” 

In the Soviet Union the tax reform law enacted as late as 1983 

continued to provide favorable treatment to income from simple manual 

labor. The Income Tax Decree of 1983 produced three different tax 

schedules. Income below 840 rubles earned in the private production and 

sale of handicrafts or artisan objects was exempted from income taxa- 

tion. Income from such activities above 840 rubles but less than 3,000 

was taxed at a rate equal to the amount of income tax paid on the corre- 

sponding earnings of factory and office workers at their principal 

Places of work. For incomes in the interval of 3,000 to 5000 rubles the 

tax was 332.4 rubles plus 60 percent of the amount in the excess of 3000 

rubles. The marginal tax rate reached 65 percent for incomes above 

1. The discrimination of capital income is also widespread in capitalist market economies. Tradi- 

tionally, shareholders of U.S. companies are taxed twice on their returns from investment. First 

profits are taxed on the corporate level, then the recipients of dividends pay personal income 

taxes. An increase in the tax burden of corporations is often suggested in the recurring debates on 

taxation and its fairness in the West. As recently as June 1991 the new proposal for a comprehensive 

plan to improve child care and education in the U.S. called for financing needed expenditure from 

increased taxes on corporations. The authors of this and other programs that target corporate prof- 

its behave exactly the way central planners in East Europe behaved: They search for funds from 

capital and not labor. They fail to notice that eventually tax on returns to capital is paid by 

households. For more on taxation of profits and the stringent requirements to qualify income in 

small businesses as labor income instead of profits see: Tax Guide for Small Business, Publication 

334 For Use in Preparing 1990 Returns, Department of the Treasury, Internal Revenue Service, p. 29. 

2. Constitutions of Nations, vol. III - Europe, op. cit. p. 339. 
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5,000 rubles.? 

Labor income requiring more than the minimum contribution of 

capital, including human capital in the form of education and experi- 

ence, was taxed at rates substantially higher than ordinary blue-collar 

income. Income of physicians and other medical workers, teachers, 

architects, artists, machinists, stenographers, and other citizens from 

private practice of their professions was taxable no matter what the 

amount was. The marginal tax rates increased drastically from 5 percent 

for income below 300 rubles, through the rate of 29 percent for income 

between 841 to 1,200 rubles, to as much as 69 percent on incomes above 

7,001 rubles.” 

The third tax schedule with respect to private activities applied 

to the income of citizens that were not covered by any of the preceding 

categories. This was mainly pure capital income from ownership of rent- 

able resources. According to the Instructions on the Income Tax, such 

other income would include the proceeds from rental of buildings and 

apartments; leasing of personal property to state, public and coopera- 

tive organizations; the sale of medical herbs, etc. This income was 

taxable at a marginal rate of 22.2 percent for income below 300 rubles, 

37.5 percent on income above 840 rubles and less than 1,200, and up to 

81 percent on income of 7001 and above. 

Other sources of potential capital income, in this case income 

from human capital did not escape severe taxation. Soviet inventors had 

1. Newcity, Michael A. (1986) Taxation in the Soviet Union, Praeger Special Studies, New York, p. 99 

and Table 3.6, p. 100 

2. Ibid., p. 99 and Table 3.7, p. 102 

3. Ibid., p. 99 and Table 3.8, p. 103. 
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to pay substantial fees when they applied to register patents and trade- 

marks. Under the regulation adopted in 1982 by the USSR Council of 

Ministers a fee of 150 rubles was charged in connection with the appli- 

cation for the issuance of a patent. Annual fees ranging from 25 to 300 

rubles per year were charged for the maintenance of patents.? Tax rates 

on royalties were strongly progressive. Under the 1973 Decree on the 

Taxation of Royalties, later incorporated into the 1983 Income tax 

Decree, earnings derived by Soviet authors and foreign citizens who are 

permanent residents of the USSR from the use of their works abroad were 

taxed at a maximum marginal rate of 75 percent. 

Taxation of private farmers in Soviet Union was based on fixed 

charges per lot. Such charges were easily assessable since the maximum 

permissible size for a personal plot in rural areas in the USSR was 

limited to 0.5 hectare (1.2 acres). In case the land was irrigated, the 

allowable lot was reduced to 0.2 hectare (0.5 acre). 

Concluding, the Soviet Union’s tax structure, created as late as 

1. Ibid., p. 167. 

2. The marginal tax rate on royalties received from domestic use of works were 13 percent for income 

above 1200 rubles. In the case of the use of works abroad, the marginal tax rates on royalties were 

as follows: income up to 500 rubles - 30%, 501 to 1,000 rubles - 45%, 1,001 to 3000 rubles 55%, 

3,001 to 5,000 rubles - 65%. All income over 5,000 rubles carried a marginal tax rate of 75 percent. 

The lower marginal tax rate on domestic income from royalties can be explained by the fact that 

royalty payments, as all other prices were strictly regulated in the USSR. The official tax was 

imposed on an already relatively low income. Also, under the 1985 amendment to the 1983 Income Tax 

Decree the maximum marginal tax rate on royalty income to heirs of authors was raised to 90 percent 

for income above 15,000 rubles. Any analysis of the Soviet tax system must take into account that 

all international transactions in royalties were monopolized in the hands of the All-Union Agency on 

New York, pp. 93-98 

3. "At the average rates specified for the various union republics, the amount of annual agriculture 

tax paid in connection with a private plot of 0.5 hectare would range from 65 rubles in Georgian SSR 

to 15 rubles in Belorussian SSR."... "The rates for irrigated plots were set higher. Newcity, Mi- 

tax schedules see pp. 118-119. 
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in mid-1980s, favored labor income, specifically low skilled labor and 

strongly cut into non-labor earnings of the population. This was in 

line with the generally negative attitude of the Soviet government 

toward capital incomes. Similar tax structures dominated in all other 

East European countries. 

In Poland, even on the eve of economic reforms in the mid-1980s, 

private enterprise income, including investment income, was subject to a 

stiff, strongly progressive taxation with the upper marginal tax rate of 

80 percent.? 

IV.3. Economic Implications of the Constitutional Laws on the 

Distribution of National Income 

The economic implications of the laws limiting private property to 

primarily consumption goods were enormous. Even today, they are under- 

estimated by economists. The mainstream of criticism of central plan- 

ning was oriented at the inability of the center to allocate resources 

efficiently. What was hardly noticed, however, was that even if the 

planners managed to overcome these allocation inefficiencies, the amount 

of resources available would be always lower than in a capitalist free 

market system where individuals were allowed to save for future income. 

The second argument in favor of private property and against common, 

state-type, forms of property originates in the notion that privately 

held assets receive more care from their owners as opposed to public 

property which is usually neglected. According to this approach individ- 

uals in Eastern European countries had little incentive to work and 
ee re 

1. Poland: Reform, Adjustment, and Growth, vol. 1, A World Bank Country Study, The World Bank, Wash- 

ington, D.C. p. 182. 
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accumulate productive capital if the results of their work were appro- 

priated by the state and used by the state according to its objectives. 

This approach is much closer to heart of this analysis, but still it 

fails to capture the problem entirely. 

In todays world of high capitalization requirements in major 

industries the single family ownership of many dominating companies is 

no longer feasible. An increasing share of productive capacity in 

industrialized countries belongs more to the society in general than 

individual entrepreneurs-managers. Employees of IBM or General Electric 

May approach their workplaces the same way East European workers did in 

their case, i.e., as a job where they sell labor in exchange for wages. 

They will work as long as they are monitored by the superiors, who in 

turn are monitored by their superiors, and so on. On the top of the 

control ladder are the owners, shareholders. In most cases these are 

the U.S. pension funds and the managers of mutual funds that hold IRA 

accounts that alone hold an equivalent of over 80 percent of the capi- 

talization of the US stock market. Since capital management companies 

traditionally voted with the current management or abstained from voting 

altogether. There may be little difference between the supervision 

network of the East European central planning system and the system 

existing in the West. Yet, few openly declare US to be a socialist 

state though over 50 percent of Americans directly or indirectly own 

1. See: Money Market Directories, Inc.,"21-st Edition, 1991. and S&P 500 1990 Directory, vol. 2, No. 

2. Standard & Poor’s Corporation, p. 3. 

2. For most recent trends in voting preferences of institutional investors and discussions on proxy- 

rule changes see: Pension Officers Back Proxy-Rule Shifts, The Wall Street Journal, April 1, 1991, 

p. Ci. Also, see: Shareholders Muscle Cutting Into Corporate Fat, The Wall Street Journal, March 25, 

1991, p. A10; Shareholder-Rights Movement Sways a Number of Big Companies, The Wall Street Journal, 

April 4, 1991, p. C1. 
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1 And this for a very simple reason. The only major distinction stocks. 

between the shareholders of America and the shareholders of the East 

European Peoples’ Republics is that the former can, with some limita- 

tions, define the value of their personal financial assets, while the 

latter cannot. Today, the young generation of Americans can hope to 

influence its retirement income by appropriate labor supply and savings 

decisions. In East Europe individuals had much less influence over 

their future income since they were not allowed to accumulate capital 

for the purpose of deriving future income. They became alienated from 

the income of their capital to absolute extremes. Just a brief look at 

the comparative Personal Income statistics from the Western capitalist 

economies and East European nations reveals the extent of this phenome- 

non. 

1. In 1976 Peter Drucker in The Unseen Revolution: How Pension Fund Socialism Came to America (New 

York: Harper and Row, 1976) wrote "through their pension funds, employees of American business today 

own at least 25 percent of its equity capital ... and pension funds of the self-employed, public 

employees, and school and college teachers own at least another 10 percent, giving the workers of 

America ownership of more than one-third of the equity capital of American business ... By 1985 they 

will own at least 50, if not 60 percent of equity capital. Ten years later, or well before the turn 

of the century, their holding should exceed around two-thirds of the equity capital plus a major 

portion - perhaps 40 percent of the debt capital of the American economy." (p. 1) 
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Table 1 

Sources of Household Income in Selected OECD Countries, 1987 

Country U.S. Japan Germany 

Source of Income S$ yen DM 

Compensation of Employees? 2,690.0 188.7 1,084.1 
Income from Property & Other 940.1 58.6 459.37 

Current Transfer Received 548.2 60.1 410.7 

Less: Interest on Consumer 

Debt 91.4 17.8 

Total Income 4087.0 307.4 1,936.4 

Less: Direct Taxes 571.6 24.9 210.3 

Current Transfer Paid 402.7 50.6 456.8 

Disposable Income 3112.7 231.9 1,269.3 
Consumers’ Expenditure 3010.8 196.8 1,112.7 

Country France Italy U.K. 

billion trillion billion 
Source of Income francs lira pounds 

Compensation of Employees? 2,802.0 443.0 225.9 
Income from Property & Other 1,279.3 417.4 74.4 

Current Transfer Received 1,271.9 173.7 52.6 

Less: Interest on Consumer 

Debt 

Total Income §,187.6 1,034.1 352.9 

Less: Direct Taxes . 346.0 106.5 43.6 

Current Transfer Paid1,201.5 153.5 30.3 
Disposable Income 3,640.2 774.1 279.0 
Consumers’ Expenditure 3,223,2 602.9 261.7 

1/ Includes wage compensation of employees, self-employment income, and transfers - 

employers’ contributions to social insurance and to private pension, health, wel- 

fare funds. 

2/ In the U.S. "Income from Property and Other" can be disaggregate into the fol- 

lowing five components (with their respective contributions in brackets, in bil- 

lions of dollars): Proprietors’ income with inventory valuation and capital con- 

sumption adjustment - farm (41.6), nonfarm (270.0); rental income of persons with 

capital consumption adjustment (13.4); personal dividend income (92.0); personal 

interest income (523.2). See: Economic Report of the President, United States 

Printing Office, Washington, D.C., 1990. 
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3/ Excluding retained earnings of unincorporated businesses. 

4/ Public and private. 

Source: OECD Economic Outlook, No. 46 (December 1990), pp. 53, 58, 63, 68, 73, 78, 

154 (definitions); own calculations. 

  

The ratio of Income from Property to Total Income (before taxes) 

was 23 percent for the U.S., 19 percent for Japan, 23.7 percent for 

Germany, 24.7 percent for France, 40.4 percent for Italy, 21.1 percent 

for the U.K. 

In the same period in Poland, where the private sector was far 

from extinct, especially in agriculture, earnings from capital were 

almost nonexistent. 

Interest income received by Polish households from state banks 

accounted for a meager 2.1 percent of total household earnings in 1987. 

Below I present the detailed distribution by source of personal income 

in Poland in the late 1980s. 
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Table 2 

Personal Disposable Income in Poland: 1985-87 

(In billions of Polish zlotys, current, nominal income) 

Item 1985 1986 1987 (In % 1987) 

Total 6374.4 7653.7 9699.7 100.0 

Remunerations 3046.3 3733.9 4550.8 46.9 

Money social security 
payments 980.9 1209.3 1557.2 16.1 

Income in non-socialized 

agriculture 867.6 989.4 1096.3 11.3 

Labor income in 
non-socialized economy, 
excluding agriculture 235.4 334.5 506.4 5.2 

Personal income from 
other activities 97.1 115.3 150.3 1.5 

Other personal income 1147.1 1271.3 1838.7 19.0 
within this: 

balance of credits 

for consumption and 
housing construction 47.3 59.9 75.7 8 

Foreign currencies used 
for purchases of goods 164.4 259.2 409.6 4.2 

Interest accrued earned 
on savings accounts 117.3 168.4 199.3 2.1 

Foreign pensions 18.8 26.5 42.3 4 

Source: Rocznik Statystyczny 1988," (Polish Statistical Yearbook 
1988), Glowny Urzad Statystyczny, Warszawa (Central Statistical Bureau, 
Warsaw), p. 125; author's calculations. 

Similar conclusions can be drawn from the Soviet Union’s sketchy 

statistics. Households derived income primarily from labor compensation 

and transfers from the government. In a study of the Soviet Union’s 

national income statistics carried out for the period of 1958-1964, 

Becker found that in 1960 “wages and salaries, farm and nonfarm," ac-— 
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counted for 55.51 percent (60.81 billion rubles) of the total income of 

households. 18.9 percent (20.72 billion rubles) of the income came from 

agriculture (excluding wages of state employed farm labor); income of 

armed forces was 3.4 percent (3.77 billion rubles), "other income and 

statistical discrepancy" accounted for 9.9 percent of the total house- 

hold income in 1960. Interest income, the only explicitly provided 

source of receipts coming from capital ownership accounted for a 

meager .28 percent (.31 billion rubles) of the total household income of 

109.55 billion rubles. The imputed value of owner-supplied building 

services and imputed rent of owner-occupied dwellings, theoretically 

another source of capital income, were estimated at 1.1 percent (1.22 

billion rubles) and 1.08 percent (1.18 billion rubles), respectively.2 

Interesting conclusions can be drawn from analyzing household 

spending behavior in the Soviet Union. In 1960, outlays for consumption 

accounted for 90.78 percent (99.45 billion rubles) of the total income 

of 109.55 billion rubles. Private housing construction took a negligi- 

ble 2.5 percent (2.74 billion rubles) of income; in-kind farm investment 

added .62 percent (.68 billion rubles). Net household savings in 1960 

were estimated at .6 percent of the total income or a marginal .65 

billion rubles. For comparison, in the same year 1960, the value of 

gross fixed investment in the Soviet Union exceeded 44 billion rubles, 

with 41.13 billion rubles invested by the state-cooperative sector 

(37.93 billion rubles) and collective farms (3.2 billion rubles) .7 

Therefore, there seems to be little doubt that investment and capital 

1. Becker, Abraham S. (1969) Soviet National Income 1958-64. National Accounts of the USSR in the 

Seven Year Plan Period, University of California Press, Table 1, p. 19, Table 9, p. 76. 

  

2. Ibid., Table 2, p. 20, Table 26, p. 168. 
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accumulation in general were the responsibility of the state in the 

Soviet Union. In 1960, U.S households saved $20.8 billion (5.8 percent 

of personal disposable income) while the value of gross investment was 

$81.4 billion. The remaining investment contribution came from retained 

business profits (gross business saving were equal to $60.3 billion).? 

It can be claimed that business investment increasing the value of 

corporations must have been explicitly or implicitly agreed on with the 

stockholders. Therefore, at least to some extent, business savings were 

generated by the household sector that did not demand dividend payments 

and did not use such dividends for consumption. In the case of the 

Soviet Union household savings could not be considered a source of 

investment funds for at least two reasons. First, households were not 

participating directly in capital ownership, hence they could not fi- 

nance capital accumulation voluntarily as such a financing would have 

required that households obtain the right to capital income in return. 

Second, the derivative of the first reason, the already existing struc- 

ture of capital ownership (with the state monopoly in this field) fa- 

vored financing from within the business sector. Since corporations 

were not required to pay dividends to households and had the ability to 

dictate wages on a monopsonistic labor market they could maximize prof- 

its and the pool of investable funds without getting any prior explicit 

or implicit consent from the households sector. For an average house- 

hold its private capital stock (share in the economy’s capital stock) 

was entirely exogenous to its labor contribution. The link between 

labor supply earnings and future capital income were almost totally 

1. See: The Economic Report of the President, Transmitted to the Congress, February 1990, United 

States Government Printing Office, Washington, Table C-26, p. 324, Table C-28 p. 326. 
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nonexistent for the vast majority of households in the Soviet Union, and 

all other Eastern European countries. 

x * * 

At the time of writing, it is not only East Europe that attempts 

to break up with past in an effort to privatize capital income, income 

from property acquired in most case from savings. In the West the 1980s 

marked a huge, almost one~way march away from the government sponsored 

retirement programs. The United Kingdom launched a major privatization 

of the retirement saving system.+ The same period witnessed an unprece- 

dented growth in individualized savings accounts invested directly in 

the productive assets of the world. In the United States at a time when 

Saving & loans institutions and commercial banks were losing deposits, 

mutual funds experienced growth. In the 1980s deposits of all American 

commercial banks barely doubled. In the same period the number of 

mutual funds increased from 564 in 1980 to over 3000 in 1990. Their 

assets increased tenfold from $134.7 billion in 1980 to over 1 trillion 

ten years later. 

The Social Security contributions, with their low rates of return 

for the majority of the society, are hardly be viewed as a sound retire- 

ment investment by the majority of Americans. They have to be collected 

as taxes. At the same time individuals do not mind contributing volun- 

tarily to their personal savings plans. 

The East European central planners banned capital income to 

1. See: The Personal Pension Revolution, (1985) The Economist Intelligence Unit, The Economist 

Publications Ltd., London, U.K. 

496, 500, 513. 
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eliminate economic exploitation. By doing this they also eliminated one 

of the more important incentives to provide labor and save: The opportu- 

nity to earn income without suffering the disutility from work. In 

chapter VI I present the instruments that were applied to induce workers 

to provide the needed amounts of labor. In chapter V I give examples of 

how the center enforced savings from the household sector in the absence 

of capital markets and associated with them opportunities for individual 

capital ownership. In part two I model theoretically the impact of the 

lack of the opportunities for private capital income on labor supply, 

output, and macroeconomic economic equilibrium. 

Iv.4. Historical Background: The Case of Poland 

In the current turbulent period of political and economic change 

the it is natural for the citizens in the socialist centrally planned 

economies to look alternatives they already know. Therefore, it is 

important to refer to the prewar East European economies to avoid errors 

of the past. We have to avoid substituting one type of central planning 

by another, maybe more democratic, but not necessarily more efficient. 

For all advocates who currently favor the reconstruction of the 

economic order that reigned in Poland before World War II it may be 

surprising to learn that although that system was of market type, i.e. 

prices were responsible for clearing supply and demand, it was far from 

being a free-market system characterized by efficient mechanism for 

allocating resources and free of destructive government intervention. 

To support my claims I will repeatedly refer to two excellent 

documentations of the Polish economy of the late 1930s. The monographs, 

written in 1938 by Wellisz, a Polish industrialist, and in 1955 by 
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Alton, both printed in the United Kingdom could hardly be accused of 

pro-communist advocacy. Alton seems to be aware of the fact that the 

prewar, capitalist, Poland was far from ideal in the economic sense. He 

begins his discussion of the role of the state in prewar Poland by 

writing: 

"The role of the state has always been large, and it manifested itself in various 

forms ranging from direct controls to direct regulation and outright ownership and 

operation of enterprises. ... State ownership of properties of all kinds in 1927 

was estimated at about one eighth of the total national wealth. Included in state 

ownership were about 90 percent of all railroads, 95 percent of the merchant ma- 

rine, 100 percent of commercial aviation, 70 percent of fron production, 30 percent 

of coal production, 37 percent of the county’s forests, the entire potash industry, 

50 percent of the metal industry, and the entire armament industry. Moreover, the 

state participated in a Large number of industrial enterprises through joint owner- 

ship with private business, cooperatives, and municipalities. ... In addition, the 

whole area of money and credit was dominated by the state through its ownership of 

the National Economic Bank, the State Land Bank, and the Postal Savings bank, and 

through its direct control since 1936 over the bank of Poland." 

Wellisz, a businessman and industrialist saw major obstacles to 

economic development in severe shortages of capital. He observed: 

"In 1925 ... the savings capital of Polish citizens came to barely 11 percent of 

the total cash capital possessed by them in prewar times." 

Polish savings were extremely low. Although savings growth was 

exceptionally solid compared to other European countries their absolute 

levels were far below those of other European states. Savings per 

capita increased from 14.5 zlotys in 1928 to 38.1 zlotys in 1936. Total 

3 savings in 1936 were 192 percent higher than in 1928. 

Capital shortages were reflected in higher than in other parts of 

1. Alton, Thad Paul (1955) Polish Postwar Economy, Columbia University Press, New York, pp. 14-15. 

2. Wellisz, Leopold (1938) Foreign Capital in Poland, George Allen and Unwin Ltd., London, p. 41. 

3. See: Wellisz, Leopold (1938) Foreign Capital in Poland, George Allen and Unwin Ltd., London, p. 

44. This increase compared very favorably with west European countries. For comparison, Belgium 

experienced 169 percent increase, France 118 percent, Germany - 99 percent, while Czechoslovakia 

only 26 percent. 
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the world cost of borrowing. While: 

‘the discount rates of the banks of issue in Great Britain, Holland, Germany, 

Belgium, Switzerland, and the US fluctuated between 4 and 2 percent during 1933- 

37," 

the Polish rates held steadily at 5 percent in the period 1934-37 and 

fell to 4.5 percent in December 1937. At the same time the lending 

rates charged by private banks remained high throughout the period. 

They gradually declined during the Great Depression from the high level 

of 12.2 percent in 1929 to 8.5 - 9.0 percent at the end of 1937. 

Foreign capital investments certainly helped but could hardly fill the 

gap and alleviate capital shortages entirely. The main problem with 

foreign investments, however, was its pro-cyclical behavior: 

"The aggregate foreign capital invested in Polish enterprises in 1928 was 1,182 mln 

zlotys; this figure rose to the peak sum of 1,754 min zlotys in 1933, after which 

it began to decrease, dropping sharply in 1936." 

The flight of capital out of Poland, during the Great Depression should 

be partly blamed for the Depressions depth and prolonged duration com- 

1. Wellisz, Leopold (1938) "Foreign Capital in Poland," George Allen and Unwin Ltd., London, p. 42. 

"The same symptom as on the credit markets - disproportionately high interest rates - appears with 

even greater force on the investment market in Poland, where, for instance, the average yield of 

Government loans and of prime mortgage bonds fluctuated at a level which exceeded 10 per cent per 

annum during 1929-36." p. 43. 

2. Wellisz, Leopold (1938) Foreign Capital in Poland, George Allen and Unwin Ltd., London, p. 143. 

"Foreign capital in Poland chiefly participated in the joint-stock companies; it is also to be found 

in the Limited liability companies (not by share), but is quite insignificant in other forms of 

undertakings. Of 1,692 mln zlotys invested by foreign capital in Polish enterprises at the end of 

1935, 1,466 million zlotys represented joint-stock capital, i.e. 86 per cent of the total foreign 

capital in all types of enterprises.", p. 144. 

"Out of the total number of 1,118 joint-stock companies (industrial and commercial) foreign capital 

participated in 446 of them."..."The concentration of foreign capital is characterized by the data 

showing the relation of foreign capital to domestic capital. The participation of foreign capital 

exceeds 50 per cent of the total capital (1,402 million zlotys as against 1,772 million zlotys) in 

290 large joint-stock companies. In 141 companies this share is between 25 and 50 per cent, and 

amounts to a total of 269 million zlotys." 

"Foreign capital constituted on the average 38.4 percent of the total capital of the Polish joint- 

stock companies." pp. 147-8. 
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pared to Western countries. 

In the following section I briefly review major events that took 

place in the aftermath of the World War II. I focus attention on 

changes, government decrees and reforms in the economic sphere that 

shaped the Polish economy until the late 1980s. Since this study does 

not aspire to be another economic history of Poland (or any other East- 

ern European country) I limit my presentation to the initial post-war 

period and to the most important changes in the sphere of ownership 

relations that took place. Although adjustments and reforms were made 

or attempted in the later years - especially in the 1970s - the reader 

should be aware that most of these changes were fundamentally cosmetic. 

The reforms that tried to attack the backbone of the system, the state 

control over resources and capital income, were either never truly 

pursued or failed. 

The Polish experience presented in this section was not unique and 

limited only to Poland. All East European countries introduced very 

Similar economic (and political) systems. They all followed, to a var- 

ious degree, the model which became to be known as the traditional 

Soviet-type economy. In fact the Polish case might be the least extreme 

example of the economic systems that prevailed in Eastern Europe and the 

Soviet Union since the early 1950s. Polish agriculture remained to a 

large extent private. Also, small private entrepreneurial firms operat- 

ed in various market niches, in the service sector in particular. Yet, 

the principal characteristics of the socialist state control over capi- 

tal assets were preserved throughout the period under consideration. 

With these facts in mind I proceed to present the process of 
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revolutionary changes that took place in Poland after the Second World 

War. Quoting Alton we learn that: 

"Effective economic planning requires some means of influencing the allocation of 

factors of production, the blending of these into an assortment of goods and serv- 

ices, and the distribution of the latter among the various needs of consumption and 

investment. Without significant means of exercising such influence, the concept of 

planning is an empty one. The influence may be indirect, as through propaganda 

and education aimed at securing voluntary cooperation in the attainment of planned 

goals; it may be less indirect, as in the application of the tools of public fi- 

nance; or finally, it may consist of some form of direct state control over the 

country’s population, resources, and capital. The Polish context supplies examples 

of each of these types of influence. Increasingly, however, the state has extended 

its direct controls in keeping with Communist ideology that the state’s apparatus 

of compulsion must first be expanded in order to attain the higher level of social- 

ism." 

To achieve the goals of direct control over the economy the newly 

installed government consolidated its power by massive nationalization 

of private property. Such a move, however, was motivated not only by 

ideology. There were other factors influencing nationalizations and the 

imposition of state control: 

"The Polish economy between the two World Wars had already featured a large state- 

owned sector in industry, particularly in undertakings that failed to attract 

private capital. Moreover the course of events during the German occupation and 

subsequent Liberation, in many cases, rendered extension of state ownership or 

operation of industrial enterprises almost inescapable. In western Poland, which 

was annexed to Germany, the occupation authorities confiscated nearly all Polish 

factories and workshops. Although the economy in the so-called General Government, 

comprising the portion of Poland not annexed by the Soviet Union or Germany, was 

somewhat different, nearly all industrial plants were partially or totally submit- 

ted to German private or state administration. ... As Poland was liberated, the 

government mobilized industry to provide for military and civilian needs without 

awaiting the untangling of ownership titles. Finally, on January 3, 1946, the 

government formally nationalized the basic branches of industry and communication 

and large enterprises in other sectors." 

It is doubtful if one could successfully defend from nationaliza- 

tion any German-owned property in Poland or in any other country which 

wwrenenenecerereneoeverencece 

1. Alton, Thad Paul (1955) Polish Postwar Economy, Columbia University Press, New York, p. 49. 

2. Ibid., p. 51. For the nationalization law see: Dziennik Ustaw, 1946, No. 3, Item 17 
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suffered from war. Therefore, assertions that nationalizations could 

not have commanded any support in the countries outraged by war crimes 

of the occupying German forces are quite groundless. Even if the commu- 

nist led governments could not claim overwhelming support, shrewdly 

drafted nationalization rules were bound to give these governments 

additional clout. The nationalization guidelines were designed to 

attract more than just limited popular support. First, 

"The nationalization law asserted that state ownership was necessary to permit 

planned reconstruction of the national economy, to assure the country economic 

sovereignty, and to raise the level of general welfare." 

Nationalizations were nothing new in Poland. The majority of the 

population remembered the Great Depression and was already used to 

increasing government intervention in one form or another. 

To increase support the new government targeted German-owned 

properties: 

“By the provisions of the nationalization law, the state, without compensation, 

assumed ownership of all enterprises in industry, mining, communications, banking, 

insurance, and trade which belonged to: (1) the German Reich and the former Free 

City of Danzig, (2) their citizens with the exception of those with Polish nation- 

ality or others persecuted by the Germans, (3) tegal persons under German law or 

that of Danzig, (4) firms controlled by citizens of Germany or Danzig or by the 

governments of these areas, and (5) persons who fled to the enemy." 

Properties owned by Polish nationals would be nationalized with, 

yet unspecified, compensation: 

"In addition the state nationalized the following with compensation: 

A. Mining and industrial enterprises in the following branches of the national 

economy: 

1.Mines and mining grants subject to mining law ... 2.The petroleum and natural gas 

industry together with wells, refineries, gas works, other processing plants, and 

pipelines, and the synthetic fuel industry ... 3. Enterprises producing, transform- 

1. Ibid., p. 51. 

2. Ibid., p. 51-53. 
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ing, transmitting, or distributing electrical energy for profit or supplying it to 

public centers of communication ... 4. Enterprises producing, processing, transmit- 

ting, or distributing gas for industrial or home use ... 5. Waterworks covering 

more than the terrain of one municipality ... 6.Foundries of iron and nonferrous 

metals ... 7.Enterprises in the armament, aviation, and explosives industries ... 

8.Coke works ... 9. Sugar works and refineries of sugar ... 10. Industrial distill- 

eries, refineries of spirits, and spirits factories ... 11. Breweries with a pro- 

ductive capacity in excess of 15,000 hectoliters annually ... 12. Yeast 

factories ... 13. Flour mills with a capacity above 15 tons of grain per day ... 

14. Vegetable oil works with a capacity above 500 tons annually and all refineries 

of edible fats ... 15.Cold storages ... 16. Large- and medium-scale textile indus- 

try ... 17. Printing industry." 

The State attempted to limit the size of the remaining capitalist 

firms. To have more control over the returns to capital and prevent 

individuals from earning non-labor income the State nationalized: 

"B. Industrial enterprises not listed under A, provided that they were able to 

employ more than fifty production workers per shift. However, the law excluded 

enterprises in the construction industry, regardless of capacity for employing 

workers. It permitted the Council of Ministers to raise the fifty worker per shift 

lower Limit in industries that were Little mechanized, or of a pioneer or seasonal 

character, or which produced articles not widely used." 

Also nationalized were enterprises in communications (railroads, 

electric railways, airlines) and telecommunications (Group C). Some 

exclusions were made: 

"Any enterprise Listed in A, B, or C above which belonged, in whole or in part, to 

local governments or cooperatives were exempted from nationalization to the extent 

of such ownership. The law permitted the Council of Ministers to exempt particular 

enterprises or categories of enterprises from nationalization as well as to extend 

State ownership to nonlisted categories such as banks, warehouses, storage and 

loading facilities, especially in ports or along railroads or waterways. Monopo- 

lies in important branches of the economy which were in existence on the date that 

the nationalization law went into effect could also be nationalized by the govern- 

ment under the provisions of this law." 

Initially, the government promised compensation for the property 

1. Ibid., p. 51-53. 

2. Ibid., p. 51-53. 

3. Ibid., p. 51-53. 
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taken over. Obviously in a country destroyed by war such a promise 

could have hardly been credible. The value of any payments made was 

bound to be wiped out by inflation that naturally took place in all East 

1 
European countries in the early years of reconstruction. The require- 

ments of central planning left little space for the development of the 

free private enterprise. At the same time the nationalizations law was 

passed: 

"The scope of the private sector in industry and trade was defined in a companion 

measure also enacted on January 3, 1946. ... The private sector in industry and 

trade at best had a narrow field for development, and this, moreover, could be 

narrowed by the instrumentality of concession permits or the exigencies of plan- 

ning." 

However, as should have been expected: 

“The squeeze [on the private sector] was not long delayed. On October 17, 1946, 

The Council of Ministers ordered that concessions be obtained before setting up new 

enterprises in the branches of industry and communications that had been taken over 

into state ownership earlier in the year ... Perhaps the most decisive step in the 

subordination of private industry to state control was the introduction of compul- 

sory membership of private enterprises in state-directed associations. This action 

resulted in the formation of nineteen country-wide associations by 1959 and permit- 

ted the state to direct private industry toward the attainment of goals set for the 

national economy." 

The "squeeze" on the private sector was effective and was 

"... reflected in the decline of the share of total industrial production originat- 

ing in this sector. Im 1946 the share of the capitalist sector, excluding handi- 

crafts, amounted to slightly less than 9 percent of the gross value of industrial 

output, by 1950 it had fallen to 5 percent, and in 1953 it declined further to less 

1. The Hungarian inflation of 1946 reached the highest recorded levels of all recorded inflations in 

the history of mankind. In the summer of 1946 the rate of inflation reached 10-12 per cent per hour. 

See: Berend, Ivan T. and Gyorgy Ranki (1985) "The Hungarian Economy in the Twentieth Century," Croom 

Helm, London & Sydney. For an interesting analysis of the role the indexation of short-term deposits 

played in stimulating inflation see: Bomberger, W.A. and G.E. Makinen (1980) "Indexation, Inflation- 

ary Finance, and Hyperinflation: The 1945-1946 Hungarian Experience," Journal of Political Economy, 

vol. 88, no. 3, pp. 550-560. 

2. Alton, Thad Paul (1955) Polish Postwar Economy, Columbia University Press, New York, p. 54. 

3. Ibid., p. 55. 
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than 1 percent." 

The land reform, launched in agriculture immediately after the 

conclusion of the war in Eastern Poland was expected, at least initial- 

ly, to serve a double purpose. First, the need to increase the economic 

efficiency of food production called for the maintenance of large, 

economically viable farms. Therefore: 

"The Land reform decree of September 6, 1944, issued by the Polish Committee of 

national Liberation, and subsequent decrees applying to the German lands placed 

under Polish administration officially envisioned an agricultural structure based 

on “strong, sound, and productively capable" privately owned farms. These measures 

provided for the nationalization of estates in excess of one hundred hectares in 

total area as well as the properties of Germans and certain other categories of 

persons regardless of size of holdings." 

Simultaneously, however, the need for political support for the 

new government required: 

"The reform [to permit] the state to appease temporarily the land hunger of the 

poorer peasants." 

The combination of the two, often conflicting goals and the ideo- 

logical constraints eventually made the satisfaction of neither of the 

two purposes possible. Alton comments: 

“It appears, however, that the resulting structure of land ownership did not create 

circumstances for healthy, individual peasant agriculture. Nearly two thirds of 

the peasant farms in 1949 were less than ten hectares, while about 8 percent of the 

total peasant acreage was in farms of twenty hectares or more in area." 

Without the establishment of the foundations for economically 

strong farmers the government naturally could hardly expect support. 

fast increase in agricultural production was the prerequisite for the 

1. Ibid., p. 55. 

2. Ibid., p. 59. 

3. Ibid., p. 59. 

4. Ibid., p. 59. 
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success of the rapid industrialization drive that was about to begin. 

Such an increase could not come from small, undercapitalized farms. 

Also, the government found itself trapped due to its excellent execution 

of the land reform: 

"The execution of the land reform was such that in 1949 the government owned about 

90 percent of the country’s forest lands and about 10 percent of the total agricul- 

tural land." 

With farm land now in private hands and the rapid industrializa-~ 

tion drive just behind the corner the center had little choice than to 

move with force to Poland’s farmland and try to extort the food sur- 

pluses desperately needed in the emerging industrial centers. 

Soon, Polish farmers found themselves fighting central bureaucrats 

forcefully trying to fix the error of the land reform: To increase the 

productivity of the Polish farmland the size of farms had to be in- 

creased. The instrument chosen was massive, forced collectivization 

accompanied by the expansion of the State farm system.” 

In conclusion, by the late 1950s the central planning authority 

effectively controlled the majority of productive assets in industry, 

agriculture and trade. The control included the monopoly on all returns 

to capital and their disposition. 

1. Ibid., p. 59. 

2. Im Hungary and Czechoslovakia the initially very successful land reform, that redistributed land 

to individual peasants was followed by centralization of agriculture in state and cooperative farms. 

For Hungarian experience with collectivization see: Berend, Ivan T. and Gyorgy Ranki (1985) The 

Hungarian Economy in the Twentieth Century, Croom Helm Ltd., pp. 182-5, 200-2; In the case of Czech- 

oslovakia collectivization was more enforced for ideological reasons than economic needs for cen- 

tralization of capital investment. Czechoslovakia’s private farms were already much more productive 

than farms in Poland, Hungary or the Soviet Union. See: Myant, Martin (1989) The Czechoslovak Econo- 

my 1948-1988, Cambridge University Press, Cambridge, p. 44-55, 73. 
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Iv.5. The Socialist and Private Sectors on the Eve of Reforms 

Before I move to the next chapter of the institutional analysis a 

few words are in place to describe the magnitude of the socialist sector 

that existed on the eve of the privatization effort began in 1990. In 

1985 net fixed capital assets in the Polish economy had an estimated 

total value of 27,300.8 bln zlotys, with industry accounting for 5,798.5 

bln zlotys, transport 6,625.3 bln zlotys, and agriculture 5,704.0 bin 

zlotys. The total net worth of all Polish capital assets in the social- 

ized sector was valued at 21,958.2 billion zlotys, i.e., the socialized 

sector accounted for 80.4 percent of the value of all capital assets. 

The socialized industry accounted for 5,742.5 bln zlotys out of 5798.5 

bin zlotys, or 99.03 percent of the total; the socialized transportation 

sector had a net value of 6,619.8 bln zl, and accounted for 99.91 per- 

cent of the total assets in this sector; the socialized agriculture had 

a net worth of capital assets equal to 1,890.3 bln zl, or 33.1 percent 

of total assets in agriculture; the socialized construction industry had 

assets valued at 511.8 bln zl and the socialized housing and municipal 

nonmaterial services controlled 3,270.7 bln zlotys in net fixed capital 

assets.? 

With the exception of agriculture where the private sector 

held assets worth 3,813.7 bln zlotys or 66.9 percent of the total in 

this sector, the state-owned, socialized sector obviously dominated the 

national economy. 

V. State Control over the Allocation of Physical Output between 

1. Rocznik Statystyczny, 1988 (Statistical Yearbook of Poland), op. cit. p. 188. The official ex- 

change rate of the Polish zloty was $1 = 147.88 zlotys, p. 112. 
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Investment and Consumption 

Summary of findings: 

To make sure that the objectives of national economic development 

are accomplished Eastern European governments took over the control over 

the physical flows of commodities. Specifically, the need for a strict 

differentiation between the productive, investment goods sector and the 

unproductive consumer goods sector was emphasized. This approach was in 

line with the Marxist two-sectoral model of development. According to 

Marxist approach the macroeconomic equilibrium would be preserved as 

long as the sum of all wages, salaries, and other labor compensation in 

the two sectors (household income) was equal to value of output in the 

sector producing consumer goods (Sector II). 

The Constitutions of Eastern European countries: 

1. Empowered the State to manage the economy. 

2. Subjected economic development to central plan. 

The tax laws were structured to: 

1. Sterilize possible leakages of monetary income into the house- 

hold sector that could threaten macroeconomic equilibria. 

2. Reduce demand for durable consumer goods since their production 

was in direct competition for resources with the investment goods sec- 

tor. 

3. Compensate the reduction in demand for durable consumer goods 

with increased consumption of staples and items with low opportunity 

cost in terms of forgone capital accumulation. 

4. Make profound use of alcohol and other sin-products to balance 

consumer goods market and pay for subsidies to other consumer goods. 

The statistical data give the following evidence on the function- 
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ing of Eastern European economies: 

1. Investment plans were more often overfulfilled than underful- 

filled. The reverse is true for consumption plans. 

2. The efficiency of investment was low. East European centrally 

planned economies were not able to both allocate investments resources 

to the best use and obtain expected returns once the investment commit- 

ment was made. 

3. The economic growth of centrally planned economies was cycli- 

cal. 

In the previous chapter I began with the analysis of the constitu- 

tional and tax laws on the socialized property and the economic implica- 

tions the socialized ownership had on the distribution of national 

income. In this section I argue that to make planning effective the 

center took over the control over the distribution of physical product 

between different sectors. Different final uses such as consumption and 

investment were subordinated to central allocation. Also, to close 

possible leakages and eliminate undesirable changes in the composition 

of final output the center exerted full control over the foreign sector. 

International trade became the instrument of planned transformation of 

one type of goods, considered by the center to be in surplus, into 

another type of output not produced domestically in sufficient quanti- 

ties. 

At least theoretically, the socialist countries could have nation- 

alized capital productive assets, ban all forms of “unearned income," or 

capital income, but in the meantime let the market forces determine 

prices and the composition of output. A shift to such a version of 
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"market socialism" was in fact advocated by reformers in the later years 

but was never fully introduced. 

The control over commodity flows in the economy was given to the 

center right in the constitutions. Planners were made responsible for 

determining the composition of production and its final allocation. 

V.1. Legal Arrangements: Constitutional Analysis 

Article 15 of the Soviet Union’s 1977 Constitution defined the 

economic objectives of planning: 

"The supreme goal of social production under socialism is the fullest possible 

satisfaction of the people’s growing material, and cultural and intellectual re- 

quirements." 

To fulfill these objectives the constitution declared that the 

Soviet economic life is ruled by the state economic plan (Article 11 of 

the 1936 Constitution, amended in 1965 and Article 16 of the 1977 Con- 

stitution) .7 

Very similar provisions empowering the central planners to control 

the flows of goods in the economy were provided in the constitutions of 

other East European countries. To give a few examples, Article 8 of the 

Albania’s Constitution proclaimed that: 

"In order to safeguard the vital interests of the people and to raise the level of 

their well-being as well as to make full use of all the economic possibilities and 

powers, the State directs the economic Life and development on the basis of a 

general economic plan. Relying on the state economic and co-operative sectors it 

242. 

2. For a detailed comparison of the 1936 and 1977 constitutions of the Soviet Union see: The Consti- 

brugge, Sijthoff & Noordhoff. 
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exercises a general control on the private sector of the economy." 

Article 7 of the same Constitution stated that: 

"Foreign trade is under the state control. The State also governs and controls 

the entire interior trade of the country." 

In Bulgaria, Article 12 of the Constitution asserted that: 

"ALL state, co-operative and private economic activity is directed by the state by 

means of a state economic plan, with a view to the most expedient development of 

the nation’s economy and the promotion of the public welfare...." 

And Article 13 promptly added that: 

“Foreign and domestic trade are directed and controlled by the state." 

In Czechoslovakia, Article 7(2) of the Constitution made a point 

that: 

“ ... the entire national economy {was} directed by plan." 

Article 12(1) reinforced the planned status saying: 

"The entire national economy shall be directed by the state plan for the develop- 

ment of the national economy,..." 

while Articles 14(1) set the plans objective: 

"... So that all-round development of production on the basis of continuous advance 

of science and technology and increasing labor productivity shall secure the full 

development of socialist society ..." 

Article 21 of the Constitution of the German Democratic Republic 

declared: 

“To ensure to citizens the material basis of existence and to raise their standard 

of living the state, through its legislative organs and with the direct participa- 

1. Constitutions of Nations (1968) edited by Amos J. Peaslee. Revised Third Edition in four volumes, 

Martinus Nijhoff, The Hague, Netherlands. Volume III: Europe, p. 7. 

2. Ibid., p. 7. 

3. Ibid., p. 97. 

4. Ibid., pp. 229-230. 
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tion of the citizens, draws up the public economic plan..." 

In Hungary, the Constitutional law handed the state planners 

macroeconomic management in Article 5 that simply read: 

"The economic life of the Hungarian People’s Republic is determined by a state 

national-economic plan." 

Article 6 added: 

“....All foreign and all wholesale trade is carried on by state enterprises, all 

other trade is under state supervision." 

The Polish Constitution monopolized foreign trade in Article 7.2. 

bluntly stating: "The State has the monopoly of foreign trade."" 

The leading role of the state plan can be found in a number of 

places. As expected: 

"The principal aim of the planned economic policy of the Polish People’s Republic 

is the constant development of the productive forces of the country, the continuous 

raising of the standard of living of the working people, ..." 

In Rumania the:"... socialist state: organizes, plans and conducts the national 

economy ..." 

Article 8 said: "Foreign trade is a state monopoly.” 

The Yugoslavian Constitution advocated more decentralization of 

1. Ibid., p. 337. 

2. Ibid., p. 433. 

3. Ibid., p. 433. 

4. Ibid., p. 711. 

5. Ibid., p. 712. 

6. Article 13 of the Constitution of Rumania, 1965. In: Constitutions of Nations (1968) edited by 

Amos J. Peaslee. Revised Third Edition in four volumes, Martinus Nijhoff, The Hague, Netherlands. 

Volume III: Europe, p. 769. 

7. Constitutions of Nations (1968) edited by Amos J. Peaslee. Revised Third Edition in four volumes, 

Martinus Nijhoff, The Hague, Netherlands. Volume III: Europe, p. 769. 
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planning. Economic planning: 

"... is done in the working organizations by the working people as the bearers of 

production and of socially-organized work. ... The social plan of Yugoslavia co- 

ordinates the basic relations in production and distribution. ..." 

The Constitution of Yugoslavia contains another interesting para- 

graph on a distribution system: 

"A uniform system of distribution shall assure that the working organizations will 

employ funds for socio-economic growth in proportion to their share in creating 

them, [This, however] subject to their ability to make the most effective use of 

them within the framework of the social division of labor determined by the social 

plans." 

How could this condition be satisfied in an environment that 

denied capital ownership and capital income was not explained. 

This ends the analysis of role the Fundamental laws of the East 

European countries gave to the economic center and national plan. The 

Constitution subordinated the distribution network to the state plan- 

ners. 

With the effective control over capital and capital income and the 

control over both domestic and foreign trade, the center needed to make 

sure that its plans were effectively fulfilled by the human factor of 

production. The constitutions of the East European countries spared no 

effort to make sure that the legal system ensured workers supplied 

planned quantities of labor. In Chapter VI I return to the constitu- 

tions of East Europe and point how the planners envisioned the subordi- 

nation of labor to strictly centralized national economic development 

plans. 

1. Ibid., p. 1240. 

2. Ibid., p. 1239. 
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V.2. The Tax System 

For efficiency reasons, labor services had to be at least partial- 

ly paid for with money. Therefore, the planners had to make sure the 

effective monetary demand for consumer goods did not exceed the value of 

goods and services supplied to the consumer goods market. To this end 

an elaborate tax system was created. The main themes of the Eastern 

European tax codes can be summarized as follow: 

1. Since the production of durable consumer goods, such as house- 

hold appliances, automobiles, housing was in direct competition for 

resources used in the production of investment goods they were taxed 

heavily to discourage demand. 

2. The tax system encouraged the consumption of foodstuffs and 

consumer goods with little "investment" or export value. These goods 

were subsidized. 

3. Alcohol and other "sin-products" were intensively used to take 

advantage of their low price elasticity of demand to skim off any possi- 

ble monetary overhang resulting from the overfulfillment of labor com- 

pensation plans or underfulfilment of production plans in the consumer 

goods sector. 

4. The social security insurance system and the state owned monop- 

olies in property, liability, and life insurance networks were used to 

generate additional funds for the central budget and sterilize potential 

excess purchasing power in the economy. 

Interestingly, East European governments tried not to use infla- 

tion tax. This was partly due to the ideological competition with the 

West and partly to the success in maintaining relative equilibrium in 

the consumer goods market following the realignments of the early years 
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of post~war reconstruction. Should disequilibria in some markets emerge 

the governments opted for an equitable distribution by means of either 

direct rationing and/or queuing. In the following paragraphs I present 

a more detailed picture of the history of taxation in the Soviet Union 

in the period of post-revolutionary transition to central planning. 

Then, in chapter V.2.1. I follow with some statistics on the role of 

alcohol and related products in generating tax revenue. In chapter 

V.2.2. I conclude with the analysis of the role of the insurance system 

in generating budget revenues. 

The tax systems that have dominated in East European countries and 

the USSR have a long tradition dating back to well before the Communist 

takeover and the introduction of central planning. The bulk of tax 

revenues was traditionally generated from indirect taxation. In the 

nineteenth century (1885) Russia and parts of Poland occupied by the 

Russian Empire, excise taxes accounted for 66.7 percent of the govern- 

ment’s budget revenues. Customs duties added 9.2 percent. Direct taxes 

accounted for just under a quarter of the center’s tax revenue.2 In 

1913 the reliance on indirect excise taxes increased to 76.1 percent. 

Customs duties were contributing 11 percent and direct taxes just 12.9 

percent of the total budget revenues of the Czarist central government.“ 

Little has changed in the post-revolutionary years. The war require- 

1. Newcity, Michael A. (1986) Taxation in the Soviet Union, Praeger Special Studies, New York, p. 3. 

2. Ibid., p. 3. Interestingly, "the proceeds from the government monopoly on the sale of vodka and 

related excises had accounted for 953.1 million rubles, nearly 60 percent of the government’s reve- 

nues from excise taxes. In deciding to impose prohibition to promote sobriety during wartime, the 

Russian government had deprived itself of more than one fourth of its revenue." p. 4. 
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ments led to: 

"a considerable proliferation in the number of taxes: During 1922 in addition to 

the tax in kind 25 other taxes were adopted. Of those taxes the majority were 

indirect, primarily excises on products such as wine, tobacco, matches, alcohol, 

salt, petroleum products, beer, cigarettes, sugar, and so forth. ... By 1929 the 

excise on the sale of alcoholic beverages accounted for approximately half of total 

revenues derived from excise taxes." 

Newcity points that indirect taxation had to be relied on because 

it was easy to understand, calculate, and collect. The simplicity of 

such a tax system was crucial as: 

"... tax administrative apparatus had dispersed during the period of war communism; 

the expertise necessary to administer a complex system of direct taxes was not 

available, and evasion of such taxes when they were impose rife." 

The Soviet taxation system underwent necessary reforms aimed at 

consolidation and standardization in the early 1930s. The principal 

features of the new system officially introduced on October 1, 1930 were 

the continuous reliance on indirect taxation and the direct taxation of 

the financial surpluses produced in the socialized sector. 

In the area of indirect taxation preferences were given to the 

means of production sector. The state focused its revenue generation 

efforts on the consumer goods market. Soon, levies on consumer 

products, and durables in particular, were used to establish a market 

equilibrium for these items. ? 

1. Ibid., p. 13. 

2. Ibid., p. 15. 

3. "By far the most important change wrought by this tax reform was the consolidation of 53 of the 

preexisting excise and other indirect taxes into the turnover tax, which since its adoption has 

remained the principle source of revenue for the Soviet state budget. ... Different rates of taxa- 

tion were applied to various trade associations then in existence; there were 41 such rates. Higher 

rates were imposed on consumer goods - 87.3 percent on spirits, 71.5 percent on tobacco products, 

55.1 percent on matches, and 51 percent on sugar - while extremely low rates of turnover taxation 

were imposed on associations manufacturing the means of production - 3.5 percent on shipbuilding, 

6.2 percent on mineral production, 6.8 percent on coal, and so forth. ... The high rates on consumer 
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No later than eight years after the consolidation the demand for 

additional revenues to finance the industrialization drive of the 1930s 

produced 2,444 different turnover tax rates. In 1936 turnover taxes 

contributed 70 percent of all Soviet budget revenues.? 

The second result of the 1930 reform was the introduction on a 

massive scale of direct taxation of the socialized sector. The deduc- 

tions from profits varied across different industries and were as high 

as 84 percent (in the case of trade enterprises). To make things worse 

the size of the profit tax rate was, at least initially, totally inde- 

pendent of the capital needs of the payer.” 

The maximum reliance on indirect taxation was significantly aban- 

doned after the Second World War. If in 1947 the turnover tax levies 

supplied 10 times the revenues from deductions from profits, the 1960 

ratio was just slightly over one half in favor of turnover revenues. By 

mid-1960s income tax revenues exceeded revenues from indirect levies. 

. Continued... 

goods amounted to a ‘supertax’ by which the capital necessary to finance rapid industrialization was 

taken from the entire population. In addition ... the heavy taxes built into the prices of these 

goods via turnover tax were used, particularly after 1935, as a device to establish an equilibrium 

between supply and demand for scarce goods." Newcity, Michael A. (1986) Taxation in the Soviet 

Union, Praeger Special Studies, New York, p. 20. 

1. Newcity, Michael A. (1986) Taxation in the Soviet Union, Praeger Special Studies, New York, p. 

21. 

2. Ibid., p. 21. 

3. Ibid., p. 27. 
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V.2.1. The State Control over the Allocation of Output between 
  

Capital Accumulation and Current Consumption: Taxes, Subsidies and the 

Role of Alcohol 
  

Alcohol and alcohol related products with little doubt deserve a 

scientific attention for their role in financing economic development of 

the centrally planned economies. Their role of politically safe budget 

revenue boosters is unfortunately only scarcely documented. This is due 

in part to the sensitivity of the issue. Throughout the years, alcohol 

and other “sin-products," continued to be a major source of revenue for 

1 
the central national budget.” At the same time, however, alcohol taxa- 

tion unquestionably helped balance the very fragile consumers good 

market suffering from inadequate supplies in the period of heavy indus- 

trialization. Investment resources were easier shifted toward capital 

goods production as effective demand for consumer durables was reduced 

by heavy expenditure on vodka and other highly taxed items on the part 

of households. * The central authorities could always claim purchases of 

1. Aganbegyan highlights the importance of tax revenues from alcohol sales on the general market 

equilibrium and the balance of the state budget. He writes: 

"On 17 May 1985 we introduced a number of measures to fight drunkenness and the consumption of 

alcohol in the USSR went down considerably as a direct result. If the wine and vodka sold in 1984 

amounted to 8.4 Liters of pure alcohol per capita, then in 1985 this was down to 7.2 liters and in 

1986 only 4.3 liters of pure alcohol. At the same time the consumption of sugar decreased in the 

first half of 1985 by about 2 kg per head of population, indicating that the manufacture of moon- 

shine had also gone down."...."In 1987 ... sales of alcoholic drinks in state shops went down 3.26 

liters of pure alcohol per capita. Yearly losses to the state because of these measures amount to 

Soviet Economy." New York: Harper & Row, Publishers, p. 12. 

2. See: "Vodka: the Opiate of the Masses," by Natalina Darialova, Forbes, February 18, 1991, pp. 96- 

98. 
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vodka were made voluntary and by selling alcohol in abundant quantities 

the state just responded to popular demand. Since drinking was consid- 

ered socially wrong, the governments in East Europe faced hardly any 

social resistance when they were raising prices for "sin-products.” In 

the process the demand for other consumer commodities could be lowered 

while boosting government revenues used to subsidize the consumption of 

other items. 

The traditional story, according to which East European consumers 

were heavily subsidized by the state, has to be challenged once we look 

at the subsidy/taxation picture as a whole and not through the side of 

the subsidies to basic staples only, as is done in most cases. To 

illustrate the problem I use a case study of the Polish situation in 

1985. 

In 1985 the sum of all subsidies to consumer goods and services, 

paid in Poland from the central budget, including subsidies to housing, 

was equal to 1,600.2 billion zlotys. Within this amount food subsidies 

amounted to 860.4 billion zlotys. At the same time, however, a substan- 

tial part of subsidies could be traced to the consumer goods sector 

itself. The central budget collected 455.32 billion zlotys in the form 

of turnover taxes on alcohol products (405.58 bln zl from sales of vodka 

and 49.743 bin zl from beer). This was the equivalent of 52.9 percent 

of all subsidies to food. Also, an additional 393.8 bin zlotys was 

raised from income taxes levied on the population.? 

Altogether, turnover taxes levied on alcohol and beer provided 

11.26 percent of all revenues of the central budget. Additional alco- 

hol-generated income came from taxes on profits of alcohol producers and 

1. See: Rocznik Statystyczny 1988 (Polish Statistical Yearbook), op. cit. Warszawa, p. 99. 
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distributors (bars and restaurants). In 1985 Poles earned 5855.3 bil- 

lion zlotys in personal money income and spent 733.6 billion zlotys on 

alcohol drinks or 12.52 percent of their total money income. 1 This 

figure compares very badly with the amount spent on housing construction 

- 152.7 billion zlotys or 2.6 percent on personal money income. Po- 

land’s severe shortages on the housing market have been known and docu- 

mented for years. 

The opportunity costs measured in forgone output of investment 

goods were next to nil. The energy intensity of alcohol production was 

the lowest for all industries and equal to 0.1 kWh of electricity used 

to produce 1000 zlotys of final output. For comparison, the average for 

all industries was equal to 4.3 kWh, the construction industry used an 

average of 7 kWh (cement production 19.6kWh), wood products industry - 

2.6 kWh, car industry - 1.9 kWh, fabrics industry - 2.3 kWh. Capital 

intensity of alcohol production was close to national average. Each 

employee operated 2,501 thousand worth of fixed capital while the na- 

tional average was 2,452 thousand zlotys. The capital productivity, 

value of sales per 1000 zlotys of gross fixed capital assets in current 

prices, in alcohol manufacturing equal to 35,590 thousand zlotys, was 

20.1 times higher than average capital productivity for all socialized 

sectors of the national economy, equal to 1,772 thousand zlotys. The 

second place in capital productivity belonged to a very low capitalized 

(324 thousand zlotys per employee) garments industry and was 6,692 

1. Ibid., pp. 127, 131. 

2. “The proportion of GDP devoted to housing investment has consistently been below countries at an 

equivalent level of development or with similar housing deficits. The result has been the most 

severe housing shortage problem in Europe, measured in terms of households per dwelling unit. Hous- 

ing waiting times in large cities are 15-20 years. See: Poland: Reform, Adjustment, and Growth, 

vol. 1, A World Bank Country Study, The World Bank, Washington, D.C., 1987, pp. 53-54. 
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thousand zlotys per 1,000 zlotys worth of fixed capital assets. 

Not surprisingly, the alcohol producing industry led the rank of 

industries with the highest labor productivity. In 1987, the per-worker 

output sold in this industry amounted to 89,003 thousand zlotys, and was 

20.5 times the average for all industries (4,344 thousand zlotys). The 

petrochemical industry, national monopoly known for high tax revenues, 

was second in sales per employee with 44,730 thousand zlotys. In terms 

of wages and salaries, with an average per worker pay of 29,725 zlotys 

per month alcohol industry lagged behind national average income of 

33,398 zlotys.? 

In this environment, there should be little doubt that the central 

planner’s decision to expand alcohol production was rational. Capital 

outlays offered highest returns and allowed for higher capital accumula- 

tion in the economy than otherwise would have been possible. Tax reve- 

nues from alcohol made it possible to keep food prices artificially low. 

This kept wage levels low, allowing in turn increased profitability and 

capital accumulation in the capital goods sector considered so critical 

for long term growth. 

Summarizing, income taxes on the population and taxes on alcohol, 

both paid by consumers were enough to pay for 98.69 percent of all 

subsidies to food and 53.06 percent of all subsidies to the household 

sector. If all turnover taxes were added, including high levies on 

gasoline and durable consumer goods the picture of the subsidized con- 

sumer in East Europe changes dramatically. Also, alcohol production did 

not compete for investment resources to the extent the manufacturing of 

wwe er eee e nee ener eee nec ere 

1. See: Rocznik Statystyczny 1988 (Polish Statistical Yearbook), op. cit., pp. 242-247, author’s 

computations. 
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durable consumer goods did. 

V.2.2. The State Insurance Sector as a Source of Increased Capital 

Accumulation 

The planners of all East European countries were able to increase 

capital accumulation at the expense of the household sector by skimming 

off surpluses in the social insurance system. In the Soviet Union: 

"in 1983 contributions to the state social insurance scheme amounted to 23.1 bil- 

lion rubles, almost as much as the various state taxes on the population, and 

represented 6.5 percent of total Soviet state revenues. ... Traditionally, the 

amounts of revenue generated by state social insurance contributions exceeded the 

corresponding expenditures. In 1940, for example, contributions amounted to 180 

percent of the sum spent on state social insurance benefits. This disparity gradu- 

ally declined so that by 1975, for the first time, the state social insurance 

scheme was running a deficit." ... In 1982, however, the situation reversed dramat- 

ically. As a result, contributions amounted to 123.9 percent of expenditures. This 

probably as a result of increases in the rates of contributions." 

The situation in Poland was similar, where social security and 

pension fund premiums collected systematically exceeded payments to the 

household sector. Premiums for other types of insurance such as proper- 

ty, life and liability, paid into state insurance companies, i.e., 

effectively into the state budget, usually exceeded reimbursements to 

households. In the area of non-mandatory insurance the ratio of indem- 

nities (compensations) paid to the non-socialized sector (households 

plus private farmers and producers) to the sum of premiums received was 

equal to 71.3 percent in 1970, 82.8 percent in 1980, 75.2 percent in 

1985, 72.5 percent in 1986, and 70.9 percent in 1987. The individual 

life insurance was the most profitable line of business, with the indem- 

68. 

72



nity/premium ratio of just 19.6 percent in 1987. It was followed by the 

civil liability insurance (compensation/premiums ratio = 31.7 percent). 

The indemnity-to-premiums ratio had been below one for most of the time 

for most categories carrying mandatory insurance.? 

V.3. The Planning Process 

Economic planning, centralized on a national level, formed the 

core of economic policy in all East European countries. Dyker presents 

this description of the environment in which central planning originated 

in the Soviet Union and its early objectives: 

"The Soviet planning system developed at a time, and in circumstances, unique in 

Soviet, and indeed world experience...In the context of severe economic backward- 

ness, the Soviets developed an approach which attacked the economic development 

problem through an essentially political process of mobilization. It was within 

that framework that a high degree of centralization was seen as essential, that the 

principle of command was purposefully extended through the whole of the Soviet 

economy, starting with collectivization of agriculture by force in 1930-2." 

In principle, the centralization of decisions with respect to the 

questions of what, how, and for whom, remained the most important fea- 

ture of central planning. Over the years the scope of centralization or 

its tightness have changed. The principal instruments used to influence 

households and firms were altered and modified. The trend was to mone- 

tize the economy to an increasing extent. At the same time, however, 

the center never lost control over the most crucial decisions related to 

the division of output between investment and consumption. Capital 

1. See: Rocznik Statystyczny 1988 (Polish Statistical Yearbook), op. cit., pp. 120-121. With the 

exception of 1980, the Polish property and personal insurance system produced surpluses. 

2. See: The Soviet Union Under Gorbachev: Prospect for Reform (1987) edited by David A. Dyker, Croom 

Helm, p. 3. 
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accumulation was always the tool used to accelerate growth, increase 

production of goods in shortage, and overcome bottlenecks. The center 

continued to have the final say with respect to what to produce and for 

whom. The decision on how to produce was with the passage of time 

delegated to factories. 

Following Cave and Martin I sketch the process of planning. It 

looked almost exactly the same in all Eastern European economies, and 

always began with the growth targets: 

"1, The Council of Ministers, guided by the Party, sets target growth rates for the 

major sectors of the economy. ... 

2. On receipt of these targets the State Planning Commission derives a set of 

output targets broken down by major product groups; these targets are set in the 

light of the Commission’s knowledge of, or estimate of, the output capacity of each 

industry, and the targets are passed on to the appropriate ministry. 

3. The ministry further disaggregates the output target from the Planning Commis- 

sion before passing them to its Chief Administrators for particular product groups; 

the latter then parcel the production targets among the enterprises whose task it 

will be to implement the plan. 

4. As soon as the enterprises receive their preliminary output targets, they calcu- 

late their input requirements, and pass this information on to their regional 

supply organization. The latter aggregates all input requirements and passes the 

totals up the supply hierarchy to the state committee on supply, which communicates 

it to the planning commission. At the same time, enterprises negotiate with the 

ministry, and as a result of these exchanges production targets within the ministry 

may be reallocated... 

5. The remainder of the planning year is occupied by attempts to ensure consistency 

between production levels and other sources of supply on the one hand and input 

requirements and other sources of demand on the other." 

However, as plans are built, 

"Enterprises try to incorporate a ‘safety factor’ in their plans, in the form of 

reserves of excess capacity or surplus inputs accumulated against the possibility 

of a supply failure. This creates a buffer between one sector and another but at 

the cost of systematic under-utiljzation of resources." 

1. Cave, Martin and Paul Hare (1981) Alternative Approaches to Economic Planning, The MacMillan 

Press Ltd., pp. 21-22. For a detailed presentation of the functioning of the state planning institu- 

tions in Poland in the period 1945-1960 see: Montias, John Michael (1962) Central Planning in Po- 

land, Yale University Press. 

2. Ibid., p. 29. 
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Kontorovich pointed out the following: 

"It has been shown that an economy which relies on central commands for allocation 

of resources must focus the attention of producing units on the quantity-of-output 

target for short periods of time, e.g., a month. Consequently, reaching output 

targets becomes the main objective of the enterprises managers. It has also been 

shown that the best the planners can do in setting output targets is to set them 

above the previous period’s actual output ( the ratchet principle)." 

Once the planned output targets have been determined they had to 

be implemented and controlled at the factory level. Desai gives the 

following picture of this process: 

“Soviet industrial enterprises operate within the framework of a production-finan- 

cial-technological plan assigned to them by state planners. The bonus earned by 

the workers and managers depends on the fulfillment of this plan. The bonus is 

over and above the earnings based on payment scales set by the planners and distin- 

guished by type of skill, the nature of the work, and the Location of 

factories. ... What are the criteria, or rules, in terms of which planners decide 

that enterprise managers have fulfilled the plan assigned to them? The story is 

that of a continuing hunt by the planners for the best rules. ... It began with the 

infamous gross output (val) targets: so many tons to be produced, so many acres to 

be tilled, ... It was not until the Kosygin reforms of 1965 that sales revenue and 

profits appeared as additional criteria. ... However, managerial bonuses (while 

related to profits) are still contingent on the fulfillment of the gross output 

target. ... The national plan is mandated and worked out in terms of physical 

targets; ... so val continues to dominate, while rules aimed at mitigating its 

outrageous consequences have proliferated. ... The production plan has a matching 

financial plan. Revenues, costs, and profits are calculated in terms of prices set 

by the State Price Committee. The price, so called, is the average cost of product 

plus a normal profit rate. ... A technical, cost-accounting detail of the financial 

plan is the budgetary system of khozraschet whereby enterprises are expected to 

finance their operating expenses out of their sales revenue. In practice, however, 

if receipts exceed expenditures, a portion of the profits is handed over to the 

State budget, whereas if receipts fall short of expenses, the enterprise gets a 

subsidy from the state budget. Bankruptcies are not permitted. ... The technical 

plan for an enterprise sets out targets for technological innovation in products 

and processes. The planners have sought to promote innovation via command rather 

than demand." 

1. Kontorovich, Vladimir (1988) The Soviet Investment Process and Capital-Labor Substitution, in: 

Planned Economies: Confronting the Challenges of the 1980s, by John P. Hardt and Carl H. McMillan, 

Cambridge: University Press, p. 18. 

2. See: Desai, Padma (1989) Perestroika in Perspective. The Design and Dilemmas of Soviet Reform, 

Princeton University Press, pp. 10-13. 
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To facilitate planning and plan implementation the center executed 

direct control over the supply system. According to Kontorovich the 

centralization of the economy’s supply system was believed to be the 

most fundamental characteristic of the Soviet economy .+ 

The assumption that the planner and enterprises should be treated 

as a single unit is reflected in theoretical analysis of centrally 

planned economies. Charemza and Gornicki modeled Polish economy of the 

period 1960-80 with the assumption that: 

“state enterprises [in Poland] could not be regarded as economic units. They were 

not self-dependent enough to maximize effectively either profit or production 

subject to factors of production. They tried instead to maximize their ‘’impor- 

tance’ within the state sector and consequently their behavior provided substantial 

deviations from a central planner’s initial projections." 

The centralization of the supply system, i.e. supply of physical 

goods, remained subjected to the central bureaucracy in all decentrali- 

zation reforms undertaken in centrally planned economies over the course 

of the history. The centralization of the supply lines was necessary to 

preserve the effectiveness of planning in the sphere of investment. It 

also guaranteed that all decentralization reforms in the field of in- 

vestment intended to improve the rate of investment completions and the 

efficiency of some small projects were totally ineffective and often 

destabilizing for the economy. 

1. See: Kontorovich, M. (1988) op. cit., p. 17. 

2. Charemza, Wojciech and Miroslaw Gornicki (1988) Plans and Disequilibria in Centrally Planned 

Economies. (Empirical Investigation for Poland), North-Holland. p. 22-23. "The problem of defining 

the economic unit in a CPE was considered by Granick (1980). He treated a Soviet ministry as the 

economic unit. It seems to us that in practice most ministries were not sufficiently independent 

(mainly in a financial sense) to take effective decisions which would tend to maximize an objective 

function. It is rather more realistic to regard all the state sector of economy as a large self- 

dependent firm with enterprises as its particular divisions with a limited independence..." in Cha- 

remza and Gornicki op. cit. p. 22. 
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Dyker, evaluating Gorbachev’s early reforms of the mid-1980s 

captured the relationship between investment and the structure and 

subordination of the national supply system in the following words: 

"If you decentralize the finance for investment in medium-scale upgrading opera- 

tions and housing, etc., without decentralizing the supply system which is supposed 

to provide the machines, bricks and mortar, you pose the central planners an insol- 

uble bureaucratic problem" 

Gorbachev’s decree of July 1985, Dyker continued: 

“Was at pains to spell out that all investment financed from the production devel- 

opment fund should properly be considered to come into the decentralized category, 

i.e. the ministries should not interfere in its allocation." 

As could have been expected, the decentralization of some invest- 

ment led to growing pressures on the demand side since: 

¥ 

"Despite the manifold reports of difficulties with supply to decentralized invest- 

ment through 1984, a much larger chunk of investment was now to be exposed to the 

same supply problems. As if to underline the point, a decree published a couple 

months earlier had made it possible for private citizens to purchase construction 

materials for private building purposes - again without specifying any mechanism 

whereby the central material-supply network would, or could, make such supplies 

available." 

V.4. Plans versus Realizations: Investment and Consumption 

In this chapter I analyze the relationship between plans and the 

actual economic performance. The economic data from Eastern European 

countries show substantial variability in the growth rates of major 

economic aggregates. In addition to varying rates of growth of GNP or, 

1. See: The Soviet Economy Under Gorbachev: Prospects for Reform (1987) ed. by David A. Dyker, Croom 

Helm, p. 63. 

2. Ibid., p. 70. 

3. Ibid,. p. 71. 
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more precisely, Gross Material Product, investment rates, both as the 

rates of growth and the share in GNP, were far from being stable over 

the last four and a half decades. Even more striking is the fact that 

the actual - ex post - output, investment, and consumption levels were 

hardly on target if the ex ante announced plans (one-year, five-year 

plans) were assumed to represent the true desires of the central plan- 

ning authority. Portes found that in Poland: 

"Of the 19 observations 1957-1975, 9 consumption plans were underfulfilled and 10 

exceeded; for NMP, 7 and 12 fell in these respective categories... Investment and 

defense expenditure plans show quite different pictures. The former were consist- 

ently overfulfilled during the period (19 out of 24). The latter were underful- 

filled in all but two of the years 1957-1967, overfulfilled in all but one thereaf- 

ter (through 1980)."! 

Planning was far from accurate in the USSR as well. Shmelev and 

Popov give the following compelling evidence of the failures of the 

Soviet planning establishment: 

"'In 1987 the planning bodies were mistaken in predicting even the direction of 

change in eleven cases out of sixteen [of major macroeconomic aggregates]. They 

planned an increase in volume but volume decreased instead.’ In 1986-87, the aver- 

age deviation between actual vs. planned growth predicted by the Gosplan (the 

central planning committee of the U.S.S.R.) ranged between 90% and 167%." 

The tendency to exceed investment plans continued in Poland 

throughout the 1980s, despite growing social and political tension and 

wide spread demands to make the economy more consumer oriented. The 

World Bank report argued that: 

“The pressure to resume suspended projects was part of a continuing general desire 

to invest. Although the Three Year Plan 1983-5 had predicted no increase in in- 

1. Portes, Richard and David Winter (1987) Macroeconomic Planning and Disequilibrium Estimates for 

Poland, 1955-1980, Econometrica, vol. 55, no. 1, p. 29. 

2. "New-Look Socialism for Soviets," The Wall Street Journal, December 4, 1989. 
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vestment, actual investment rose by 33 percent."! 

Also, 

"TAlthough) the main thrust of the three year plan (1983-85) was to divert re- 

sources in relative terms from investment to consumption and exports. ... The early 

years of the five year plan (1985-90) period have also highlighted the forceful 

emergence of a traditional central planning problem -investment overshot. If invest- 

ment growth was held to the ceiling of the range planned in 1986 this was certainly 

not true of 1987, when it was well above plan. This process continued in 1988 with 

a 6 percent increase in investment." 

Investment in the socialized sector was planned to grow 4.4 per- 

cent annually in the period 1986-90. The results however, were far 

above targets. Investment increased by 5.9 percent, 5.6 percent and 6 

percent in 1986, 1987, 1988, respectively. The 1988 revised plan set an 

investment growth target at just 3.7 percent, well below the realization 

of 6 percent .? 

The World Bank report continues with the following analysis of the 

Polish investment performance: 

“The story of the Polish economy is also told in the figures showing how NMP has 

been spent. Of particular interest is the investment ratio - the share of net 

investment in NMP. Socialist economies have long been associated with generally 

high investment ratios. A policy of rapid industrialization required a great in 

vestment commitment. Even before the Gierek modernization plans, Poland devoted 

1. Poland: Reform, Adjustment, and Growth, vol. 1, A World Bank Country Study, The World Bank, Wash- 

ington, D.C. p. 42. 

2. Poland - Country Profile 1989-90. Annual Survey of Political and Economic Background. The Econo- 

mist Intelligence Unit, 1989, p. 12. These investment certainly did not go into residential housing 

construction as: 

"Shortages of raw materials and investment capital led to a sharp fall in the number of housing 

units completed - total completions fell by 21 percent from 1988 and reached their lowest number in 

the past 26 years." See also: Foreign Economic Trends and Their Implications for the United States 

(FET), June 1990, Fet 90-65, U.S. Department of Commerce, p. 5. 

3. Annual growth rates of investment in Poland in the period 1950-1988: 

1950 1955 1960 1965 1970 1971-75 76-80 81 82 83 84 8 86 87 88 

36.8 4.0 5.9 9.5 4.1 17.5 -3.0 -22.3 -12.1 9.4 11.4 5.7 3.7 5.6 6% 

Source: Poland - Country Profile 1989-90. Annual Survey of Political and Economic Background. The 

Economist Intelligence Unit, 1989. p. 17. 
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27.1 percent (1970) of NMP to investment (net investment in fixed capital plus 

growth in stocks). The policy pursued in the 1970’s saw this increased in a short 

space of time, to 35.7 percent in 1975. Polish society, however, found this ac- 

ceptable in the context of the extremely rapid growth in NMP in intervening years. 

Between 1970 and 1975 NMP produced grew in real terms 59.4 percent. NMP distribut- 

ed grew even faster, by 75.8 percent thanks to a growing Polish trade deficit." 

In the Soviet Union the planned growth rate of investment varied 

from the high 15.5 percent in 1959 to a negligible .9 percent in 1982. 

Actual growth rates - as in Poland - widely oscillated around the 

planned levels. Growth rates of investment, as measured by expenditures 

of enterprises and state and cooperative organizations were overful-~ 

filled with respect to plans in 13 and underfulfilled in 10 years during 

the 1959-82 period. The picture remains unchanged if we look at the 

growth rate of investment completion. This ranged from 15.38 percent in 

1970 to -2.8 percent in 1979. The unfinished construction as a percent 

of current investment increased from 70 percent in 1959 to 91 percent in 

1979 and fell to 84 percent three years later.” 

Periods of high expansion were followed by stagnation or even 

contraction of GNP levels. Average annual growth of national income in 

Poland was 9.8 percent for the 1971-75 interval, just 1.2 percent during 

1976-80, and -.8 percent during 1981-85. In 1979, before the wave of 

strikes and industrial unrest could be blamed for negative growth rates, 

national income contracted by 2.3 percent.? 

The phenomenon of high volatility in growth rates of investment, 

output and consumption was not limited to Poland and the USSR. Bajt 

1. Poland - Country Profile 1989-90. Annual Survey of Political and Economic Background.The Econo- 

mist Intelligence Unit, 1989, p. 16. 

2. See: Gerard, Roland (1987) Investment Growth Fluctuations in the Soviet Union: An Econometric 

Analysis, Journal of Comparative Economics, vol. 11, pp. 192-206, p. 202 in particular. 

3. Rocznik Statystyczny (Polish Statistical Yearbook) 1988, op. cit., p. XXXIII, 82 
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provides an excellent cross-country analysis of Eastern European econo- 

mies. The data on the major macroeconomic aggregates show very clearly 

that plans were hardly ever fulfilled. Annual changes in output, in- 

vestment, and consumption were hardly stable, growth was far from being 

emooth. 2 A number of other authors give ample evidence to support the 

thesis that the central plans were hardly ever implemented. In many 

cases the ex post economic performance was on target with the most 

recent revision of the plan but off target compared to the original 

annual or five-year schedule. Investment traditionally displayed larg- 

est swings, consumption was the most stable macroeconomic aggregate. 

In a number of instances stagnation of growth usually followed by 

economic acceleration was accompanied by deep political and social 

crises. Social unrest, apart from influencing changes in the govern- 

ment, would bring changes in short range GNP growth targets by lowering 

them and increasing the share of consumption at the expense of invest- 

ments. A number of authors researching the centrally planned economies 

found a close relationship between investment growth plans and the 

existing situation on the consumption goods markets. Irena Grosfeld 

puts forward a hypothesis that: 

"In the absence of other regulatory mechanisms, planners are unquestionably the 

principal stabilizing factor in the CPEs. They look for a macroeconomic equilibri- 

um and are sensitive to external and internal constraints but their behavior is not 

1. See: Bajt, A. (1971) Investment Cycles in European Socialist Economies: A Review Article, Journal 

of Economic Literature, vol. 9, No.1, pp. 53-63. 

2. For more on the issue of plans and plan fulfillment in selected Eastern European countries see: 

Myant, Martin (1989) The Czechoslovak Economy 1948-1988, Cambridge University Press, Cambridge. 

Berend, Ivan T. and Gyorgy Ranki (1985) The Hungarian Economy in the Twentieth Century, Croom Helm 

Ltd. Nove, Alec (1969) Cyclical Fluctuations Under Socialism, in Is Business Cycle Obsolete? ed. 

Martin Bronfenbrenner, Wiley-Interscience A Division of John Wiley & Sons. 
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always equilibrium oriented." 

Kornai indicated that: 

"the upswing [in investment] lasts until the process hits ‘tolerance limits’ and 

other constraints ... [and] the center changes its policy if the state of invest- 

ment sector has moved substantially away from the norm, or if it hits toterance 

Limit." 

According to Kornai: 

"If the growth of consumption remains below its usual rate, the scale of investment 

will be reduced so as to leave more of the national income for consumption. If, on 

the other hand, the population ‘Lives too well’, or the growth of consumption has 

accelerated unusually, larger volumes of investments can be started, since it is 

considered justified to divert some of the resources devoted to household consump- 

tion." 

The center’s concern for stability on the market for consumer 

goods is also the topic of empirical estimates made by Portes, Quandt, 

Winter, and Yao. They found that in all countries planners paid at 

least some attention to the stability of the consumer goods market. 

Their research also shows that planners pursued an active policy of 

diverting output from the consumer goods sector to investments and vice 

versa depending on the economic and political situation. 

Empirical studies of Centrally Planned Economies (CPE) were very 

difficult to conduct and often gave surprising results. For example 

when it was a common knowledge that people inhabiting socialist coun- 

tries stood in never ending lines to purchase basic staples, when the 

average waiting period for an apartment or a car lasted 10 and more 

years, some econometric studies using data for Czechoslovakia, GDR, 

1. Grosfeld, Irena (1987) Modeling Planner’s Investment Behavior: Poland, 1956-1981, Journal of 

Comparative Economics, vol. 11, p. 181. 

2. Kornai, Janos (1980) Economics of Shortage, Amsterdam, North-Holland. p. 211-212. 

3. Kornai, Janos (1982) Growth, Shortage and Efficiency, Oxford, Basil Blackwell, p. 47. 
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Hungary and Poland found that these countries did not experience sup- 

pressed inflation or shortages. To the contrary, Portes (1980) conclud- 

ed in his paper that: 

"On this basis [empirical results] excess supply was the dominant regime in the 

three out of four countries... [and] The evidence here and in our earlier papers 

clearly justifies rejecting the hypothesis of sustained repressed inflation in the 

market for consumption goods and services since the mid-1950s in our four CPEs." 

Kornai criticized Portes by pointing out methodological errors in 

his approach to measuring equilibrium on the consumer goods markets in 

CPEs. He writes: 

"In my opinion, the ‘short-side rule,’ {according to which, actual purchases and 

sales are equal to the smaller of demand and supply], cannot be completely valid 

even at the micro-level. Forced substitution means precisely that the buyer is 

forced to purchase a larger quantity of the substitute than that of his original 

demand. The larger the aggregate to which we apply the rule, the more it will 

distort any description of the real situation." 

Unfortunately, only few authors attempted Portes’ work to confirm 

or reject his results. Such a lack of interest in econometric research 

on CPES was certainly due to problems with data, data reliability and 

lack of sound theoretical framework for such a research. 

For this reason the author of this research focused his atten- 

tion, at least for some time, on the theoretical analysis of CPEs. 

1. Portes, Richard and David Winter (1980) Disequilibrium Estimates for Consumption Goods Markets in 

Centrally Planned Economies, Review of Economic Studies, vol. 47, p. 156. 

2. Kornai, Janos (1982) Growth, Shortage and Efficiency. A Macroeconomic Model of the Socialist 

Economy. (1982), The Camelot Press Ltd, Southampton, p. 34. Similar reservations to Portes and 

Winter results voiced Mairesse: "The instability of the supply function estimates and the predomi- 

nance of Keynesian situations in the economy such as that of Poland are perhaps not so surprising 

if, as we suggested before, the supply function specification is not entirely adequate". Mairesse, 

Jacques (19857) Comment to “Planning the Consumption Goods Market: Preliminary Disequilibrium Esti- 

mates for Poland, 1955-1980, by Richard Portes, Richard Quandt, David Winter and Stephen Yao in 

,Contemporary Macroeconomic Modeling, ed. by Pierre-Malgrange and Pierre-Alain Muet. 
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vV.5. The Investment Process 

V.5.1. Macroeconomic Investment Decisions 

Investment expenditures are at the core of the theories of busi- 

ness cycle in the market economies. As shown above investment was un- 

doubtedly at the heart of economic instability in the planned economies. 

The World Bank Report on Poland made a point in characterizing invest- 

ments in East Europe as follows: 

"In the traditional CPE, capital investment is centrally decided and allocated in 

real terms. Finance is provided automatically from the state budget free of charge 

to investing firms, which are subject to straight line amortization charges on the 

historical cost of their investment and transfer their surpluses back to the state 

budget. Credit is mostly short-term and is also automatically available to enter- 

prises to finance working capital needed to fulfill their planned tasks; it is 

granted by the Central Bank at an almost symbolic interest charge designed to cover 

administrative costs; trade credit is forbidden. Enterprises must hold their ac 

counts with the Central Bank, which has a credit monopoly and monitors plan ful- 

fillment by checking whether the enterprise financial flows correspond to plans. 

The cost of capital goods, or of credit, is immaterial to enterprises whose prices 

are fixed on a cost-basis and whose profits and losses are imputed to the state 

budget. Money is primarily an accounting instrument of aggregation and 

control. ... The Liquid resources left at the disposal of enterprises are kept in 

special purpose funds and earn a low return, if any; there is therefore an incen- 

‘tive for enterprises to, within the scope of their discretion, to hoard inventories 

of materials and products. Once acquired, the real resources of each enterprise 

are virtually immobile; rare transfers depend on administrative decisions; there is 

no mechanism for the valuation of the current opportunity cost of existing capital 

and for its mobility towards more productive uses. The banking system cannot 

intermediate between enterprises and households. The population can accumulate a 

small range of Liquid assets; interest rates are low (often negative in real terms) 

to avoid the rise of rentiers; often liquid assets are accumulated involuntarily 

because of goods shortages, or state bond purchases are made obligatory as a form 

of taxation; thus households, with virtually no access to productive assets, prefer 

to invest in housing, durables and higher stocks of real goods. Foreign capital, 

when tapped, is borrowed centrally, distributed to licensed importers and serviced 

out of central purchases of foreign exchange from exporters, with domestic produc- 
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ers being insulated from both interest costs and foreign exchange risk."! 

In a supply~oriented economy of the Czechoslovak type: 

"acceleration is due not to additional investment (that is additional demand) but 

to the coming into operation of additional capacity [that is, due to additional 

supply] ." 

Charemza and Gornicki explain the investment process by looking at 

the objectives of the planner and its relationship with enterprises. 

"There is only one economic unit: the state. As is officially proclaimed, the 

state sector has tended to maximize the fulfillment of social needs in the long 

run. This tendency is expressed by planners who postulate the maximization invest- 

ment in the short run. I: is sustained by enterprises whose tendency is to maximize 

their importance by increasing their capacity mainly through the investment proc- 

ess. The consequence is to regard real consumption as a residual in the process of 

distribution of national income. Obviously, in practice this maximization was 

constrained by an admissible level of consumption as well as by social needs and 

requirements." 

Again, the center is constrained by the “admissible level of 

consumption." Unfortunately, little explanation is given to this very 

relative concept. 

A substantial amount of literature attempts to explain cyclical 

economic behavior by pointing out inappropriate selection of too ambi- 

tious growth targets in countries that experienced such a phenomenon. 

It is said that centrally planned economies of the Eastern Bloc and some 

developing countries were too obsessed with the idea of growth and 

catching up with the West. As an example may serve famous announcement 

1. Poland: Reform, Adjustment, and Growth, vol. 1, A World Bank Country Study, The World Bank, Wash- 

ington, D.C. p. 165-166. 

2. Goldman, Josef (1969) Fluctuations in the growth rate in a socialist economy and inventory cycle, 

in Is the Business Cycle Obsolete, op. cit., p. 347. 

3. Charemza, Wojciech and Miroslaw Gornicki (1988) Plans and Disequilibria in Centrally Planned 

Economies. (Empirical Investigation for Poland), North-Holland. p. 22-23. 
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of N. Khrushchev made in the late 1950s forecasting that the Soviet 

Union would catch up with the US in terms of GNP per capita by 1980s. 

To achieve this goal, the Soviet Union launched an industrialization 

drive unprecedented in human history. In contrast to the industrializa- 

tion process that took place in the West in the XIX-th century, the East 

European effort was centrally planned, managed, and enforced, often with 

brutal force. Desai describes these differences as follows: 

"In the historical experience of the West, industrialization had proceeded in a 

market environment; the veasant proprietors had responded to market signals to 

satisfy urban demands for grain by the workers and for materials by factories. ... 

if the aim had been to push industrialization beyond this balance, with substan- 

tial investments in heavy industry - more steel and more machines aimed at more 

growth - then the market could not have been left to function on its own. The 

populace might have wanted to spend income on bread and shoes, but if the priority 

of the state had been to build steel mills, the populace and the market would have 

had to yield to the state and its objectives. Administered allocations would then 

have been a necessary policy requirement, a natural consequence of the state’s 

objectives. ... The Soviet First Five-Year Plan launched under Stalin in 1928 

embodied precisely such a vision of rapid industrialization and, therefore, the 

need for administered direction." 

V.5.2. Theory of Business Cycle in a Centrally Planned Economy 

The fact that business cycles defined by time series that exhibit 

the three R’s, recurrence, reinforcement and regularity, were present in 

centrally planned economies can be hardly denied. Ickes argues that: 

“In capitalist business cycles, it is employment and output which tend to bear the 

brunt of fluctuations. In planned economies, the variations in production are 

prevented from inducing variations in employment. This manifestation of the cycle 

is suppressed. But it is only the manifestation. It is not the cycle itself which 

ton University Press, p. 9. 
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. . . 1 
is suppressed in this manner." 

Alec Nove adds: 

",.. the tendency to overinvest must be seen as a constant feature of Soviet plan- 

ning. Its very constancy has led, in postwar years especially, to a continuing 

strain which seems not to vary significantly in intensity." 

The volatility and cyclical behavior of investment and output is 

explained in a number of ways. One very popular theory blamed business 

cycles in a centrally planned economy on planning mistakes made by 

planners or by insurmountable obstacles confronted by strongly hierar- 

chical and bureaucratic management structures existing in those coun- 

tries. In Goldman investment cycle come as a result of subjectivist 

voluntaristic tendencies towards maximizing the rate of growth of output 

and not as an objective feature of the system. He writes: 

"... fluctuations in the rate of growth are not inherent to the socialist order, 

but ensue from insufficient knowledge of the economic laws of socialism and from 

shortcomings in their application." 

Goldman, however, still believes in the power of planning. He 

claims: 

"the disproportions and acute economic difficulties, ensuing from the above-optimum 

rate of growth, can only be overcome by slowing down the pace of economic develop- 

ment." 

Interestingly, Goldman sees in the planner a stabilizing role 

after tension due to “the above optimum" growth rates increases in the 

economy. The slowdown naturally comes as a result of the slowing down 

1. Ickes, Barry W. (1986) Cyclical Fluctuations in Centrally Planned Economies: A Critique of the 

Literature, Soviet Studies, 38 (1), p. 43. 

2. Nove, Alec (1969) Cyclical Fluctuations Under Socialism, in: Is Business Cycle Obsolete ? ed. by 

Martin Bronfenbrenner, pp. 298. 

3. Goldman, Josef (1964) Fluctuations and Trend in the Rate of Economic Growth in Some Socialist 

Countries, Economics of Planning, vol. 4. 
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of the pace of economic growth. Later Goldman adds: 

“selection of optimum rates of growth coupled with a thorough overhaul of the 

system of economic planning and management and elimination of the relapse into 

over-investment, would contribute to the prevention of economic overstrain and 

disproportions that otherwise might arise again in the future."! 

Goldman failed to define the concept of the "optimum rate of 

growth." A number of authors would eventually end up in this trap. 

There are other, theories of investment cycles in CPEs, similar in 

nature to Goldman’s. Dahlstedt develops: 

"a model of enterprise behavior under central planning, which combines the effects 

of taut plans, the ratchet principle, and medium-term plans. A multi-period opti- 

mization model is derived which produces a cyclical relationship of enterprise per 

formance with respect to the plan. The incentive system leads to under-fulfillment 

in the early years of the plan in order to gain leeway for overfulfillment in the 

later years." 

Olivera looks for cycles in investment in the fact that time 

preferences of consumer and planner may not coincide. If so happens 

there exists tendency to overinvest on the part of the central planners 

who tend to have lower discount rate. To implement the excessive in- 

vestment plans, from the point of view of consumers, in a fixed price 

economy the center must control the allocation of physical inputs be- 

tween the investment sector and final consumption or be able to tax away 

the nominal income that would otherwise be spent on consumption. In 

Olivera’s analysis the difference in time preference was the precondi- 

tion for the existence of cycles under central planning. Olivera summa~ 

rizes his findings in the following way: 

"(1) from the essential characteristics of centralized collectivism there arises a 

1. Goldman, Josef (1969) Fluctuations in the Growth Rate in a Socialist Economy and the Inventory 

Cycle, in: Is the Business Cycle Obsolete ? ed. by Martin Bronfenbrenner, p. 343. 

2. Ickes, Barry W. (1986) Cyclical Fluctuations in Centrally Planned Economies: A Critique of the 

Literature, Soviet Studies, 38 (1). For more see: Dahlstedt, R (1981) Cyclical Fluctuations in 

Centraily Planned Economies, Helsinki. 
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time-preferences disequilibrium, in that the central planning authority has both an 

average and marginal time preference lower than that of the consuming population; 

(2) the average time-preference disequilibrium implies a positive, and the marginal 

time-preference disequilibrium an increasing, margin of consumers’ insatisfaction; 

(3) this involves general and increasing value disequilibrium, and a growing lag of 

real wages behind the productivity of labor." 

The growing disequilibrium and consumer dissatisfaction lead to the 

planners to realize that: 

uw... investment has an economic ‘cost’ not only in terms of current welfare but 

also in terms of growth, and that the latter cost component equals the amount of 

growth that would be attained by allocating more resources to productive consumption 

rather than investment. Given the declining marginal productivity of capital it 

follows that an incentive to reallocate resources in favor of consumption will 

emerge long before the point of complementarity between factors. The net or dif- 

ferential contribution of investment to growth will disappear at the margin al- 

though its gross contribution or marginal productivity may still be well above 

zero." 

At this point: 

"“(a) the rate of increase of consumers’ goods output rises relatively to that of 

the capital goods output; (b) the level of prices of consumers’ goods falls rela- 

tively to that of capital goods; (c) the price system improves, from the viewpoint 

of its relative adjustment to the "Law of value" [i.e., prices for consumer goods 

become closer aligned with the cost of production]. 

Eventually, however, 

"The disequilibrium will be narrowed, in a degree just sufficient to remove or 

substantially mitigate the various factors that made the downswing necessary; as 

this gap decreases, these factors, which are born of a wide and increasing margin 

of consumers’ insatisfaction, will probably fade away somewhat ... A new shift to 

investment follows."“ 

If it were not for the discrepancy in time preference, cycles 

would not occur. A democratically elected planner, representing the 

1. Olivera, Julio H. (1960) Cyclical Economic Growth under Collectivism, Kyklos, vol.13, p. 243. 

2. Ibid., p. 246. 

3. Ibid., pp. 246-7, 242. 

4. Ibid., p. 247. 
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true needs of consumers, including the timing of consumption, should be 

able to alleviate the phenomenon of investment cycles. Cycles in Oliv- 

era’s theory are partly due to planning errors caused by misrepresenta- 

tion of consumer needs, but also partly to other factors. For example, 

Oliver argues, the center can lower investment risks. Cycles under 

central planning would be avoidable if planners learnt more about the 

consumers and truly represent the consumption needs of households. 

Both Goldman and Olivera emphasize: 

"... a kind of political (subjective) imperative, to go ahead as fast as possible, 

and so to overinvest. As soon as the crises which compelled cuts in investment is 

overcome, the same tendency reasserts itself. Goldman would attribute the cuts to 

the exhaustion of raw material supplies and the foreign exchange reserve, while 

Olivera gave greater emphasis to exhaustion of the people’s patience with low 

Living standards." 

Levine draws the following picture of an inventory business 

cycle in centrally planned economies: 

"Proclivity on the part of political leaders to run too fast could theoretically 

also give rise to an inventory cycle of the following sort: 

Upswing: Political leaders, through planners, put pressure on producers for in- 

creased output. The flow of output grows faster than stocks of inputs.... There 

may even be some inventory disinvestment. 

Upper turning point: The inventor-output ratio reaches a critically low point where 

random delivery failures, temporary bottlenecks, begin to propagate through the 

system. The rate of growth of output begins to turn down. 

Downswing: Planners, alarmed by inventory tightness, reduce pressure by reducing 

output targets (slightly) and allowing increased inventory accumulation. ... inven- 

tory-output ratio increases. 

Lower turning point: when the inventory-output ratio reaches a more comfortable 

level, the planners begin to call for higher rates of growth of output." 

Levine’s theory of business cycle is incomplete. First, Levine 

did not model the game taking place between planners and politicians, 

1. Ibid., pp. 229-255. 

2. Nove, Alec (1969) Cyclical Fluctuations Under Socialism, in: Is the Business Cycle Obsolete ? ed. 

by Martin Bronfenbrenner, pp. 287. 

3. Levine, Herbert S. Comments in Is the Business Cycle Obsolete. p. 308 
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and planners and enterprises. Theoretically, the planners should be 

able to keep the economy on a balanced path of growth. Second, falling 

levels of inventories and cost associated with them should be known in 

advance and, therefore, should be avoidable if costly in terms of lost 

output. 

In one of the most recently developed and published theories 

Simonvits looks at the investment cycles in CPEs from the perspective of 

cost overruns. Since: 

"There is a complication inherent in the notions of commitment and start. In an 

economy where cost sensitivity is weak, costs are underestimated and certain compo- 

nents of projects are intentionally hidden in the plans. ... In this way the 

‘profitability’ of projects can be ‘improved’ and control of the volume of invest- 

ment can be ‘broken through. /" 

As in most theories of business cycle under central planning, the 

cause for variability of economic growth lies in the bad planning that 

sets over-ambitious output targets. It is still unexplained why ration- 

al and knowledgeable planners should repeatedly set growth targets that 

are too high and cannot be achieved in the first place. The blame for 

cycles is placed on voluntaristic planners that mismanage the economy. 

It is doubtful, however, that even dictators would willingly pursue 

policies leading to their own destruction, especially if they could make 

other, safer for their political career, choices. Olson quite rightly 

insists that: 

"... even in dictatorial systems, the dictator has an incentive to make the economy 

of the country he controls work better, since this will generate more tax receipts 

he can use as he pleases and usually also reduce dissent." 

1. Simonovits, Andreas (1989) Hidden Investment Cycles in Socialist Economies, Scandinavian Journal 

of Economics, vol. 91, No. 3, pp. 585. 

2. Olson, Mancur (1984) Microeconomic Incentives and Macroeconomic Decline, Weltwirtschaftlicher 

Archiv, vol. 120, No. 4, p.637. 
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Therefore, we can assume that: 

"... MO government, even an authoritarian one, has the incentive to generate seri- 

ous recessions and disequilibria." 

Bauer sees sources of economic instability in the fact that: 

"Enterprises and the intermediate management organizations have methods at their 

disposal by which they can break through central control." 

Investment will be the beneficiary of this process, since it is 

the cheapest way to increase productive capacity of the plants involved 

and make plan fulfillment less demanding. 

Bauer blames the firm sector for its insatiable appetite for 

investment. He notices, however, the center is more than willing to 

accommodate these appetites as its satisfaction is necessary to accom- 

plish the center’s objectives. He writes: 

"One must remember that in the greater part of the history of planned economies 

(and in some countries even at present), increasing the rate of accumulation and 

extension of investment had (resp. has) a high priority for central planners. This 

central priority may be rationally deducted from the ambitions to put an end to 

economic backwardness, from the necessity to strengthen defense potential and from 

the requirement to increase the prestige of the power elite of each country before 

those of the others. In this context, increasing the rate of growth and the rate 

of accumulation may become an end in itself while the standard of Living may only 

be a constraint to the former." 

Again, it is doubtful if we could blame solely enterprises for 

systematically exceeding investment targets. The center was after all 

very accommodative in this respect. 

1. Winiecki, Jan (1990) Why Economic Reforms Fail in the Soviet System - A Property Rights-Based 

Approach, Economic Inquiry, vol. 28, no. 2, pp. 195. Interestingly, Dr. Cremer pointed out that al- 

though no government may act intentionally to create economic equilibria, the equilibria may by 

unintentionally caused by power struggles taking place within government organizations. 

2. Bauer, T. (1978) Investment Cycles in Planned Economies, Acta Oeconomica, vol.21, no.3, p. 246. 

3. Ibid., pp. 247-248. 
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vV.5.3. Investment Efficiency 

The literature on the subject of allocation of investment and 

capital utilization in the CPEs is abundant. The following problems 

associated with investment allocation are identified: 

1. Investment was generally considered a free good for the recipi- 

ent enterprises. 

2. Independence of the volume of investment was allocated to a 

particular enterprise of the firm’s financial situation 

3. The investment was scattered. Interestingly, central planning 

was initially established to concentrate investment effort on key sec- 

tors of the economy such as infrastructure and heavy industry. 

4. Little attention and funding was allocated for upgrading of 

existing facilities. 

5. Overinvestment in proportion to available labor is very common 

and leads to underutilization of capital stock. 

The efficiency of capital investments in centrally planned econo- 

mies was traditionally lower than in market economies. Planned invest- 

ments regularly failed to be completed on time. New projects, once 

completed, were hardly able to achieve planned production. There were 

several reasons for these failures. The firms’ investment outlays were 

subordinated to central plan and not to any particular firm’s economic 

performance. 

Kornai justified the assumption of the independence of firm’s 

investment from the profitability of the firm made in his model of the 

Hungarian economy in the following manner: 

"The volume of investment does not depend on the financial state of the firms’ 

sector, its present and future profits, accumulated or additional savings, the 

condition of the state budget or any expected constraints on sales. It would be a 
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mistake to omit these factors from a growth model of a capitalist economy - just as 

it would be mistake to include them in the present model." 

In fact for a number of decades firms were given the right to use 

capital assets free of charge. And even after the introduction of nomi- 

nal payments for the use of capital firms had little incentives to 

economize on the use of capital. Krylov, explains this phenomenon as 

follows: 

"Until the 1965 reform inadequate usage of fixed assets was largely explained by 

their free (no payment) nature. ... However, the economic reform’s introduction of 

payment for fixed assets has produced practically no results. The problem is that 

at the present ‘in the system of financial payments to the budget by plants, the 

payments from the unattached remainder of profit dominate. On the average, the 

amount of unattached remainder exceeds payment for the assets by more than three 

times, and in individual plants it exceeds payment by ten times or more.’ The 

managers of the plant regard the unattached remainder of profit as someone else’s 

money; thus they are not interested whether this remainder is a Little more or a 

Little less. ... However, they are very much interested in having reserves of 

machine tools and equipment as insurance against the unknown." 

The reforms oriented at increasing financial discipline failed. 

Although, 

"The reform envisaged that a significant part of capital investments slated for 

replacement and reconstruction of plants would come from plants’ development fund 

and long-term bank credits ... the decisions of the directive organizations con- 

cerning the switch from centralized financing of capital investments in industry to 

long term crediting and the plants’ own resources (the industrial development fund) 

have for all intents and purposes not been put into effect." 

The free use of capital generated unlimited demand for this scarce 

resource. Since the planners are human it would be difficult to expect 

them to be capable of selecting the most efficient uses. Naturally 

investment capital was scattered across all imaginable applicants. Nove 

1. Kornai, Janos (1982) Growth, Shortage and Efficiency, Oxford, Basil Blackwell, p. 53. 

2. Krylow, Konstantin A. (1979) The Soviet Economy. How It Really Works, Lexington, Massachusetts, 

Lexington Books, p. 95. 
  

3. Ibid., p. 98. 
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lists the following causes of the scattering of resources among too many 

projects: 

“a/ The fact that investment resources are free to the recipient, which leads to 

too many applications from below for slices of the cake; 

b/ the more projects are started, the greater is the hope of local officials and 

managers that further allocations will be made to enable the work to be completed; 

c/ the general mystique of maximizing growth, which causes the center to approve 

taut plans; 

d/ the absence of any financial penalty for prolonging the period of construction; 

e/ the measurement of profits as a percentage of costs, without considering the 

value of capital employed; 

f/ a deliberate underestimation of cost, in order to persuade the planners to 

approve a given project." 

The centralization of investment is also blamed for the lack of 

upgrading of existing plants. 

"In ... the Eighth Five-Year Plan (1966-1970) 75 to 80 percent of the updating of 

the USSR’s industrial fixed assets has been in adding new plants, and only 20 to 25 

percent has been in modernizing old ones.” 

Krylow adds: 

"As a result the updating of fixed assets is inadequate. It moves at a slow pace 

and usually does not have an adequate economic basis, even within the limits of the 

Soviet economic system. The domination of the practice of adding new plants, which 

leads to increasing fixed assets, complicates the problem of updating existing 

assets." 

The nature of the supply system is also to be blamed for invest~ 

ment failures, investment scattering and the concentration on new 

projects instead of on renovating and modernizing the existing stock. 

Kantorovich recognized that: 

"The most fundamental characteristic of the Soviet economy is its centralized 

supply system, which allocates inputs to enterprises, and sets their output tar- 

1. Nove, Alec (1969) Cyclical Fluctuations Under Socialism, in: Is the Business Cycle Obsolete ed. 

by Martin Bronfenbrenner, pp. 298. 

2. Sotsialisticheskaia Industriia, 4 August 1972, p. 2. 

3. Krylov, K.A. (1979) The Soviet Economy... op. cit., pp. 97-98. 
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gets." 

As a result, 

“The volume of investment in the national economy is determined in a highly cen- 

tralized fashion. The bulk of investment projects fall into the centralized cate- 

gory and require the approval of Gosplan. The country’s rulers set the investment 

growth target high in order to achieve high rates of economic growth. In the past, 

this strategy worked, as the economy grew rapidly, in large part due to the hefty 

increases in capital stock." 

Since, 

"It is amply documented that both construction organizations and their clients are 

more interested in new construction than in retooling and reconstruction. ... In 

the Soviet economy, new capital appears to a large degree in the form of additional 

workplaces. Capital is added in such a way as to turn many technologies into 

fixed-proportions technologies. As reserves of labor were being exhausted, there 

appeared an increasing excess of workplaces over the number of workers. The rate 

of utilization of capital stock has been declining since the early 1960s, because 

of a lack of workers to operate all available workplaces. The loss of services of 

capital for this reason has been one of the causes of economic growth slowdown 

after 1960." 

Reforms in the sphere of investment failed everywhere they had 

been attempted, including Hungary. Cave and Hare draw the following 

picture of failed reforms in the sphere of investment decisions in 

Hungary after 1968: 

“The reform distinguished between two categories of investment - namely, state 

investment and enterprise investment; the latter refers to that part of investment 

on which enterprises are empowered to take decisions about individual projects, and 

amounts to about half of total investment, or near two-thirds of investment in 

industry. Development funds provide one source of funds for such projects, and so 

do credits. It was originally intended that enterprise investment proposals would 

compete for credits, and that the allocation would depend on the profitability 

promised by the various projects. But this soon gave way to a system whereby cred 

its tended to be pre-allocated to branches and/or ministries on the basis of cen- 

1. Kontorovich, Vladimir (1988) The Soviet Investment Process and Capital-Labor Substitution, in: 

Planned Economies: Confronting the Challenges of the 1980s, Edited by John P. Hardt and Carl H. 

McMillan. Cambridge: Cambridge University Press, p. 17. 

2. Ibid., pp. 14-15. 

3. Ibid., pp. 13-14. 
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trally determined preferences related to the national plan. In addition, it 

became possible to secure certain forms of subsidy for carrying out the types of 

investment favored in the plan, with the result that firms increasingly linked 

their investment proposals to the plan and became less concerned to produce effi- 

ciently for the market. Without going into details it is probably fair to comment 

that investment is an area in which the reform effected the least amount o long- 

term change. Consequently, the same inefficiencies and strong tendencies to over- 

investment which characterize the traditional system still prevail in Hungary.” 

The reason for the failure can be found in the center’s desire to 

compensate the underutilization of the labor factor by the additional 

capital. The lack of incentives in the form of future capital income 

from current savings adversely affected labor productivity and output. 

Increased investment was expected to compensate for this deficiency. 

x * * 

Summarizing, there is a general agreement that the centralization 

of investment and the unwillingness or inability of the center to decen- 

tralize it was a major factor contributing to the failure of economic 

reforms undertaken in the Centrally Planned Economies. However, it must 

be stressed that any major decentralization was impossible to achieve in 

the existing sociopolitical environment. The creation of capital mar- 

kets would run against the most fundamental feature of a socialist 

state. What was possible was a limited "privatization" where separate 

entities, firms, would be allowed to use capital without any formal 

quantitative restrictions but would have to pay dividends to the state 

budget that in turn would redistribute the dividends to population. 

This solution, branded "market socialism" was to some extent tried, 

unsuccessfully, in Yugoslavia and is currently spreading across Europe 

and reaching the U.S. It continues to have advocates in the academic 

ee 

1. Cave, Martin and Paul Hare (1981) Alternative Approaches to Economic Planning, The MacMillan 

Press Ltd., p. 56. 
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community.? It may eventually be chosen in Eastern European countries. 

Its appeal is very strong both in the East and the West. For eastern 

European economies it would probably produce significant improvements in 

the static (allocative) efficiency of investment. Investment resources 

are allocated according to the highest marginal return. The “Market 

Socialism" solution unfortunately fails the dynamic efficiency test 

provided in Part Two of this dissertation. Its prime advantage over 

pure capitalism, often quoted by the Western politicians, lays in the 

ability to democratize society by eliminating, through direct expropria- 

tion or capital income taxation, "excessive" differences in wealth 

distribution. 

V.6. Historical Background: The Case of Poland 

Central planning was introduced in Poland as a result of failed 

economic development policies in the period preceding World War II. 

Poland’s economic underdevelopment measured in terms of consumption of 

some popular items in the inter-war period is well documented. Consump- 

tion levels of basic commodities remained very low compared to other 

countries. For example in the period 1932-34 the annual consumption per 

capita of sugar was 8.9 kg, coffee - .2 kg, coal - 553 kg, cotton - 1.7 

kg. For comparison, in the United Kingdom the per capita consumption of 

the same commodities was respectively 49.3 kg, .4 kg, 3,706 kg, 11.6 kg. 

For Germany these quantities were 19.1 kg, 2.1 kg, 1,837 kg, 4.7 kg. 

were et eonmn wre ee weer meee en = 

1. See for example: Yunker, James A. (1990) Ludwig von Mises on the ‘Artificial Market’, Compara- 

tive Economic Studies, vol. 32, No. 1, pp. 108 - 140. 
  

2. Wellisz, Leopold (1938) Foreign Capital in Poland, George Allen and Unwin Ltd., London, p. 46-7. 
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In the table below I compare the use of electricity, telephones 

and cars in a number of European countries with Poland. 

Table 3 

Consumption of Selected Goods in European Countries in 1930s 

Electricity Telephones Cars 

Austria 354 
Belgium 480 41 23.7 
Czechoslovakia 180 12 8.2 
France 348 34 49.2 

Germany 408 49 18.3 

Poland 74 7 0.7 

Romania 1.5 
Sweden 874 101 
United Kingdom 5 43.2 

U.S.A. 205.0 

A. Consumption of Electrical Power per Inhabitant, in kWh (average 
1932-34) 

B. 
in 1935. 

c. 

Number of installed Telephone Apparatus per 1,000 Inhabitants 

Motor cars, per 1,000 inhabitants. 

Source: Wellisz, Leopold (1938) "Foreign Capital in Poland," 
George Allen and Unwin Ltd., London, pp. 225 (Cars), 236 (Telephones), 

240 (Electrical power). 

Substantial economic backwardness was accompanied by the Polish 

government’s heavy involvement in the control over key industries. The 

central government was far from being supportive to the nascent private 

entrepreneurial sector. Alton presents the following opportunities in 

the private sector: 

"Private enterprises in commerce and industry faced increasingly glum prospects 

over the inter-war period. The field of activities requiring licenses, conces- 

sions, or permits was steadily broadened. Cartels, partly under government spon- 

sorship, introduced restrictions on production and marketing, and in some areas 

state monopolies totally excluded private enterprise. In other areas, competition 

of state enterprises further reduced the scope for private activity. Foreign 

exchange controls, government price fixing, and other regulations pointed more and 

more toward a controlled economy. The successive governments in Poland were moti- 

vated by a desire for economic and military self-sufficiency in the presence of 
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powerful neighbors harboring revisionist aims. The environment was neither one in 

which private enterprise could plan investments with confidence in the future, nor 

one in which the government could feel that it could depend on private effort to 

make adequate provision for national security. The result was an increase in the 

economic role of the state at the expense of the private sector." 

The very strong monopolization of the East European countries and 

its negative impact on life and economic efficiency were noticed by the 

post-war governments. Interestingly, anti-monopolistic provisions can 

be found directly in a number of constitutions of these nations.” 

In response to the failures and problems of the past, and in the 

view of substantial success achieved in the process of industrialization 

in the Soviet Union, central planning unquestionably had its appeal. To 

many from the generation of Poles who survived two World Wars, hyperin- 

flation of the early 1920s followed by the Great Depression, and politi- 

cal chaos of the early 1920s that ended in military dictatorship, the 

prospects for a planned, smoothly developing system might have been 

attractive.> 

Centralized, growth oriented, planning required that the state be 

able to transfer goods from consumption to investment and vice versa. 

To achieve the power to allocate resources between the two final uses of 

1. Alton, Thad Paul (1955) Polish Postwar Economy, Columbia University Press, New York, pp. 14-15. 

2. The following constitutional articles made it explicitly illegal to form monopolies, trusts, 

combines and other organizations set up to dictate prices, monopolize markets to the prejudice of 

national economy: Albania: Article 11; Bulgaria: Article 10; German Democratic Republic: Article 24. 

Constitutions of the Nations, vol. III - Europe, by Amos J. Peaslee, revised third edition. 

3. Contrary to currently popular opinions left-wing and left-leaning parties had a powerful base 

across more industrialized East European societies disappointed with the monopolistic capitalism of 

the early 20th century. In Czechoslovakia "prior to February 1948, the CP (Communist Party) had won 

38% of the votes in contested elections and been the dominant force in a broad coalition government 

which had implemented revolutionary changes in political, social and economic life." Myant, Martin 

(1989) The Czechoslovak Economy 1948-88, Cambridge University Press, p. 4. 
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output the state took over the control of the distribution of inputs and 

output. Such control to be effective could not be limited to socializa- 

tion (nationalization) of trade and distribution organizations. In an 

economy severely damaged by war, with traditionally underdeveloped 

markets and barter transactions flourishing the planners could hardly 

rely on taxation to enforce the consumption patterns of the population 

and. the distribution and supply network and its organizations had to 

be directly subordinated to the planner.” In the case of Poland, the 

control over marketing of food products became especially crucial as the 

bulk of food production remained in private hands and this situation did 

not change despite attempts at collectivization and nationalization of 

agriculture. 

That is why though eventually private farmers controlled the 

majority of the Polish farmland (exception to the rule in the Eastern 

Bloc) their independence was very limited. The state controlled farm 

production on both the input and output ends of production. Alton gives 

this picture of the relationship between the Polish private farm sector 

and the state: 

"The state has practically complete control over production and distribution of 

artificial fertilizers, tractors, and large types of agricultural machines, and it 

has not failed to apply a ‘class’ policy in supplying these important items to 

ee ee 

1. More on the use of taxation see: chapter V.2. of Part I. 

2. Quantitative plans had several advantages over indicative planning in the early stages of the 

post-war economic reconstruction. They were easy to understand, as opposed to parameters that have 

to be translated into production quotas. They are relatively easy to enforce in an unsophisticated 

economy. In the economy where market relationships have not yet been established between producers 

and users of output the use of quantitative delivery orders makes the allocation of inputs and 

output possible in the first place. It is forgotten that markets taken for granted in the West 

hardly existed in the less developed Eastern European countries. The war damaged an already underde- 

veloped and scarce communication and transportation infrastructure making contacts necessary to 

carry out transaction in a market fashion prohibitively expansive if not impossible. 
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agriculture. Tractors are distributed only to state farms and state-owned machine 

centers." 

The distribution, marketing, and pricing of agriculture output was 

subordinated to the center as well: 

"With the rapid socialization of the wholesale and retail trade during 1948 and 

1949 the state acquired another instrument of control over agriculture. By the end 

of 1949 the collection of grain and meat was to be entirely taken over by the 

socialized sector. Compulsory deliveries, which were eliminated by 1946, were 

gradually reintroduced on a broad basis." 

Soon all domestic trade was centralized: 

"The state extended its control over private trade since 1945 through three meth- 

ods: (1) direct extension of state network of wholesale and retail stores, (2) 

Liquidation of the autonomy of the cooperative distributive network, and (3) subor- 

dination of private trading enterprises to state policy. ... The autonomy of the 

cooperative sector was overcome in 1948 by way of a structural reorganization of 

the organization which transformed it into a reliable tool of state policy and an 

instrument of direct planning under the supervision of the Council of Ministers. 

By the end of 1949 the socialized sector in wholesale trade controlled practically 

all wholesale turnovers, while in 1946 it controlled 80 percent. In retail trade 

the change was even more pronounced. The share of the socialized sector grew from 

22 percent of retail turnovers in 1946 to 55 percent at the end of 1949, and by the 

end of 1951 it exceeded 93 percent." 

The effective state control was extended to materials and real estate: 

“In order to implement the centrally established economic plans, the Polish govern- 

ment decreed that the economic authorities could issue regulations governing the 

general economy of raw materials, semimanufactures, final products, machines, 

technical equipment, animals, and farm and forest products.” These regulations 

could control the production, processing, turnover, distribution, storage, pur- 

chase, sale, collection, possession, sorting, marking, transport, and consumption 

of the specific articles. The intent of the decree was that the general economy 

of articles having basic significance for the national economy should take place in 

the framework of national economic plans on the basis of central material balances 

and central machine balances. The chairman of the State Commission of Economic 

1. Alton, Thad Paul (1955) Polish Postwar Economy, Columbia University Press, New York, p. 60. 

2. Ibid., p. 61. 

3. Ibid., pp. 62-63. 

4. Ibid., p. 56. Also, for detailed regulations see: Dziennik Ustaw (Listing of Government Decrees), 

1952, No.44, Item 301. 
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planning establishes the list of articles to be distributed centrally and performs 

the central allocation."! 

The expansion of the state control soon also reached the coopera- 

tive sector. 

"(Although] cooperatives in industry, as well as in trade, enjoyed a considerable 

measure of autonomy within the framework of national economic planning until 

1948 ... Under the provisions of the laws concerning cooperatives enacted may 21, 

1948, the cooperative sector was firmly subordinated to the Council of Ministers. 

The minister of Industry and Trade was empowered to establish hybrid state-coopera- 

tive enterprises and state-cooperative central boards to operate directly under his 

supervision. Henceforth the cooperatives were to function as part and parcel of 

the nationalized economy, with their production defined by the over-all economic 

plan and subject to its discipline." 

In a country suffering from shortages of physical capital that 

could be used to generating new and modern capital stock it became 

necessary to use foreign trade as a means of converting consumer goods - 

mostly foodstuffs - into capital goods. The center could easily enforce 

savings by controlling wages, production and domestic distribution. 

What it could not do was to overcome the lack of physical capital goods 

in the structure of the final output. The solution to this obstacle to 

growth was simple. Domestic output had to be converted into foreign 

capital equipment by means of trading food and raw materials for capital 

goods. Hence, 

"Polish foreign trade in the postwar period early became a state monopoly exercised 

by the Ministry of Foreign Trade and its organs. This direct state control over 

imports and exports is an important tool in the control of private domestic trade 

and industry and in economic planning generally." 

With the real goods sector in firm control, the Polish government 

still risked creating economic disturbances had it not taken complete 

ee ee ee 

1. Ibid., p. 56. 

2. Ibid., p. 57 

3. Ibid., p. 66. 
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control over financial markets. 

"The preponderance of socialized financial institutions in postwar Poland likewise 

became practically a complete monopoly at an early date. State institutions domi- 

nated the field in 1947, supplying over 80 percent of the short- and medium-term 

credit. In the same year, joint-stock banks supplied less than 2 percent of such 

credit, while cooperative and municipal banks accounted for the rest." 

The total control over financial system become especially vital 

after the first several years of post-war reconstruction and accelerated 

industrialization produced unbearable and politically explosive infla-~ 

tion. Once again quoting Alton we learn that: 

“The basic cause [for inflation] is to be found in the high rate of investment 

under the plan for industrialization. This resulted in the national wage bill 

growing faster than output of consumer goods, while the government failed to tax 

away or sterilize the excess purchasing power." 

The conclusion of the early period of economic reconstruction was 

marked with the: 

"... first attempt to ‘industrialize’ Poland (six year plan 1950-55). The previous 

decentralized planning schemes were replaced by a highly centralized one. Priority 

was given to the rapid development of industry;... The aims fixed by planners were, 

however, too optimistic and plans were not fulfilled in almost all sectors." 

In conclusion to this brief presentation of how Poland became a 

centrally planned economy let me once again quote Alton, as it excel- 

lently reveals the main fields of government interest in the process of 

transition: 

“Poland’s array of government controls over the economy expanded enormously in the 

postwar period. Socialized enterprises became dominant in every major sector of 

production except agriculture. ... In addition to ... direct controls, the govern- 

1. Ibid., p. 68. See also: Statistical Yearbook of Poland - 1948, p. 145. 

2. Ibid., p. 239. 

3. Some plans, however, were better fulfilled than others. For instance, for investment the propor- 

tion of the target achieved was 98 percent, for consumption - 87-90 percent and for real wages - 75- 

81 percent. See: Charemza, Wojciech and Miroslaw Gornicki (1988) Plans and Disequilibria in Central- 

ly Planned Economies. (Empirical Investigation for Poland), North-Holland. p. 4. 
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ment could exercise indirect control over the allocation of resources to production 

through its wage and price policies. Through taxation, compulsory savings, and 

price policy on consumer goods, it could enforce abstention from current consump- 

tion in favor of investment." 

The purpose of the presentation contained in Chapters IV.4. and 

V.6. was to show how the Polish economy was transformed into a centrally 

planned system. It was shown how Poland established a socialized, state 

administered organism. I presented the step by step course of the post 

war nationalizations. I also claimed that nationalizations could not 

produce and fully support central planning by themselves. To make plan- 

ning effective the government had to centralize control over the alloca- 

tion of inputs and the distribution of output. To facilitate an in- 

crease in industrialization the planners were given the ultimate econom- 

ic power: to shift at will resources between investment and consumption. 

VI. Labor Supply in a Centrally Planned Economy 

Summary of findings: 

1. Labor markets were the only truly functioning markets in East- 

ern Europe. The state purchased labor services on a monopsonistic 

market in exchange for consumer goods. This despite many endeavors to 

subdue the labor market and extract the optimal labor supply by using 

other alternative methods: 

a/ Constitutional law of Eastern European People’s Republics 

explicitly elevated labor supply to be the sole source of value and made 

dabor supply a duty owned to the nation by all citizens. 

b/ To secure planned supply of labor effort the state often sup- 

1. Alton, Thad Paul (1955) Polish Postwar Economy, Columbia University Press, New York, p. 76. 
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plemented positive incentives in the form of monetary pay or in-kind pay 

with mix of force, coercion, and patriotic propaganda. Very soon it was 

realized that material, consumption-type incentives are the only effec- 

tive tool in influencing labor supply decisions of households. 

c/ In a failed attempt to guarantee adequate provision of labor 

the state created a system where all able-bodied citizens had to be 

employed. The state provided households with a number of necessary 

services and goods only in the workplace. A number of these services 

and commodities was either completely unavailable in an open market or 

available at prohibitive prices. This way at least theoretical labor 

Supply could be easily estimated. Therefore, the employment statistics 

in Eastern European countries should be used with caution. These sta- 

tistics capture more the theoretical labor supply, labor force plus the 

voluntary unemployed in the West, than the Western equivalent of the 

number of employed. 

2. The policy of forced full employment presented in (c) gave rise 

to inefficiencies in labor utilization. The labor markets of all East- 

ern European economies are characterized by: 

a/ Negligible mobility, which is reinforced by popular believes 

that job changing is the domain of social parasites. 

b/ Negligible use of part-time employees. 

c/ Lack of institutional arrangements matching demand with quali- 

fied applicants leading to misallocation of qualified labor. 

VI.1. Legal Arrangements: Constitution and Other Labor Laws 

I start the analysis of the relationship between the planners and 

households, providers of labor, with a look at what the constitutions of 
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East European nations. I have already repeatedly stressed that to plan 

effectively the planners had to be able to influence labor supply, i.e. 

with given technology and capital stock provide enough labor to fulfill 

production targets. Labor could be influenced through two main chan- 

nels. First, at least theoretically, it could be coerced, forced to 

deliver the needed labor effort. Second, its behavior could have been 

influenced by offers of positive incentives. In this second approach, 

the planner would offer to trade with workers. In exchange for supply- 

ing planned quantities of labor households would receive consumer goods. 

In reality both methods of influencing labor behavior were used at the 

same time. The intensity of use of rewards and penalties varied with 

time. The general trend, however, was in the direction of positive 

incentives. The rewards included more then just higher pay, giving 

households claim to a higher share in national income. Official cita- 

tions, medals, promises of higher retirement benefits in the future, 

privileges in receiving rationed consumer goods, and many more methods 

were used to reward best employees. Penalties, on the other hand could 

hardly involve releasing anybody from the job. In a socialist system 

unemployment was officially eliminated and a fired worker would just 

constitute an unnecessary cost to the society. Demotions, financial 

penalties, and a constant threat of imprisonment or, especially in the 

1950s, sentencing to a labor camp were used to compel workers to supply 

the expected amounts of labor. 

were er wee een ew ee erorw wee 

1. In a Western market economy companies hire as long as the contribution of an additional worker is 

higher than the cost of the marginal worker to the company. A socialist state, however, benefits 

from hiring any worker whom the state keeps alive is, as long as the worker’s output is greater than 

zero. For more about the labor situation in Eastern European centrally planned economies see: Wel- 

lLisz, Stanislaw (1964) The Economies of the Soviet Bloc: Study of Decision Making and Resource 

Allocation, McGraw-Hill, Inc. 
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According to the East European constitutional laws, the power in 

the country belonged to the working people. In the Soviet Union: 

"All power in the U.S.S.R. is vested in the working people ..." (Article 3)! 

Constitutions of other Eastern European countries made it also 

very explicit that all power belonged to the working people. Work was 

made a precondition of good citizenship and possession of any rights. 

The Constitutions read: 

"All power in the People’s Republic of Albania belongs to the working people of 

town and countryside, ..." (Article 4.) 

"ALL power in Czechoslovak Socialist Republic shall belong to the working people." 

(Article 2(¢1)) 

"In the Hungarian People’s Republic all power belongs to the working people." 

(Article 2(2)) 

“In the Polish People’s Republic the power belongs to the working people of town 

and country." (Article 1.2) 

Although in Bulgaria, GDR and Romania, all power was theoretically 

given to the people, without mentioning "working," other Constitutional 

provisions made it clear that there would be little respect and toler- 

ance for those not willing to work. Income from ownership was outright 

banned denying the possibility to live off dividends or rents, even if 

the initial capital could be acquired from savings built from legitimate 

labor income. 

In Bulgaria, originally an agricultural country: 

"The land belongs to those who till it. The law determines how much land private 

persons may own, ... Private ownership of large estates is not permitted." 

1. Constitutions of Nations, vol. III ~- Europe, op. cit., p. 989. According to the 1977 constitution 
  

Union Republics: Analysis, Texts, Reports (1979) ed. by F.J.M. Feldbrugge, Sijthoff & Noordhoff, p. 

77. 

2. Constitutions of Nations, vol. III - Europe, op. cit., pp. 6, 227, 432, 710. 

3. Ibid., p. 97. 
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In Romania Article 5 of the Constitution made it clear that: 

"... the socialist principle of distribution according to the quantity and quality 

of work is implemented." 

In general all constitutions of the East European People’s Repub- 

lics emphasized that as a result of abolishing the capitalist system of 

economy, the private ownership of the instruments and means of produc- 

tion, the exploitation of man by man, has ended. To safeguard workers 

from exploitation the state banned private property of capital and the 

right of individuals to collect nonlabor income. 

The constitutional law of East European countries made it unambig- 

uous what the state expected from the population and what sources of 

personal income would be allowed and what sources would not be tolerat- 

ed. Also, the constitutions made it very clear that workers would be 

compensated according to individual contribution. 

In the People’s Republic of Albania: 

“Work is both a duty and an honor for all able-bodied citizens according to the 

principle of ‘who works not, eats not.’" 

In the Peoples Republic of Bulgaria: 

“Labor is recognized as a basic social and economic factor (Article 14). Private 

property acquired by Labor and thrift and the right to inherit it enjoy special 

protection." (Article 10) 

In the Czechoslovak Socialist Republic: 

"Labor in a socialist society is always labor for the benefit of the community, and 

at the same time for the benefit of the worker himself." (Article 7(3)) 

1. Ibid., p. 767. 

2. Ibid., p. 8. 

3. Ibid., pp. 97-98. 

4. Ibid., p. 228. 
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Article 10 (1) of the same constitution gave the citizens: 

6. 

“personal ownership of consumer goods, particularly articles of personal and domes- 

tic use, family houses, as well as savings from labor." 

In the German Democratic Republic: 

“Labor enjoys the protection of the state." (Article 15) ... "Property rights are 

protected by the Constitution. Their [property rights] content and Limits must be 

in harmony with the law and the social obligations towards the community." (Article 

22)° 

In the Hungarian People’s Republic: 

“Every able-bodied citizen has the right, and the duty to work to the best of his 

ability and is bound in honor to do so." (Article 9 (2)) 

Similarly, in Poland: 

"Art. 14.1. Work is the right, the duty and a matter of honor of every citizen, ... 

2. Exemplary workers enjoy the respect of the whole nation. 3. ...’From each ac- 

cording to his ability, to each according to his work’" 

In Romania, Article 5 declared: 

"... the socialist principle of distribution according to the quantity and quality 

of work is implemented. Work is a duty of honor for each citizen." 

Finally, in the Soviet Union, again work was made 

"ta duty and a matter of honor for every able-bodied citizen, in accordance with the 

principle: ‘He who does not work, neither shall he eat.’" 

Ibid., p. 229. 

Ibid., pp. 336-7. 

Ibid., p. 434. 

Ibid., pp. 712-13. 

Ibid., pp. 767-8. 

Constitution (Fundamental Law) of the Union of Soviet Socialist Republics, Foreign languages 

Publishing House, Moscow, 1957, p. 17. The Constitution of the Russian Socialist Federal Soviet 

Republic adopted in 1918 was even more explicit in determining what the new socialist state would 

expect from its citizens. Article 3(f) declared: "In order to destroy all parasitic elements of 

society, and to organize the economic life of the country, work useful to the community shall be 

obligatory upon all." Constitutions that Made History, (1988) ed. by Albert P. Blaustein and Jay A. 
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VI.2. Attempts to Eliminate Labor Market in the Early Stages of 

Economic Centralization. The Case of Poland 

As already mentioned, East European governments had to guar- 

antee the supply of the planned quantities of factors of production 

including labor in order to plan effectively. There was little problem 

with estimating the available quantity of capital since the control over 

capital assets was well centralized, and its behavior measured by tech- 

nical productivity almost perfectly predictable. The story was very 

different in the case of the human factor. Households’ behavior was 

predictable only within difficult to define limits. The initial solu- 

tion to this problem was based on the assumption that under the new 

social system that eliminated exploitation, if only workers were made 

aware of the benefits of the new system, they would spare little effort 

to rebuild the nation destroyed by war. To this end the state launched 

a massive propaganda campaign aimed at convincing the labor class that 

it would work for themselves. Meanwhile, however, the nationalization 

of private property created the whole social group of former owners who 

were dissatisfied with the new regime. The government made it a priori- 

ty to not only silence this opposition but to force it to work. While 

drawing the ambitious development programs the planners counted on every 

...-Continued... 

Sigler, Paragon House Publishers, New York, p. 341. The 1977 constitution covered the relationships 

between labor effort, consumption and the role of the state in Article 14. Now it was "Socially 

useful labor and its results [that] determine the position of man in society." and: "In accordance 

with the principle of socialism: ‘From each according to his abilities, to each according to his 

work,’ the state supervises performance and consumption. It determines that rate of tax on income 

ports (1979) ed. by F.J.M. Feldbrugge, Sijthoff & Noordhoff, p. 83. 
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available worker. In Poland: 

"Universal obligation to work was decreed in October, 1945, and men and women of 

working age were required to register and be subject to assignments by state em- 

ployment offices for periods of service not exceeding two years. ... A number of 

measures to insure ‘socialist labor discipline’ were introduced to combat absentee- 

ism, tardiness, and labor turnover. ...Labor as a factor in the implementation of 

economic plans has come under increasingly stringent control in postwar Poland. As 

early as October 11, 1945, The Council of Ministers of the Polish government de- 

creed the universal obligation of work for men of ages eighteen to fifty-five and 

women eighteen to forty-five. This obligation was reiterated in a decree issued on 

January 8, 1946, which specified that the devastations of war and the shift of 

boundaries of the country demanded hard and fruitful work from all citizens. ... 

The decree empowered the state employment officers to order registered persons to 

work in all branches and types of labor in accordance with their qualifications for 

a period of service not in excess of two years." 

The acceleration of economic growth intended in the Six-year plan 

began in 1949, put even more pressure on the utilization and activiza- 

tion of labor: 

“Another law ... passed on March 7, 1950, asserted that the needs of the socialist 

economy demanded that the socialized establishments of work and state and local 

government institutions be assured qualified cadres continuously connected to 

them. ... The minister in the government having jurisdiction over a particular 

establishment was authorized to order the relevant personnel to remain at their 

present employment for a period not exceeding two years under the terms of the 

current agreement between the employer and the employee ... the State Council, on 

recommendation of the chairman of the State Commission of Economic Planning, could 

suspend for two years the right of entire categories of workers employed in espe- 

cially important vocations to terminate their contracts for work. Penalties for 

deserting jobs despite an order to remain ranged up to six months’ confinement, or 

fine up to 250,000 zlotys, or both." 

Since "employment" was not necessarily equivalent to being on the 

job, not to say effectively working: 

“To combat absenteeism of workers in the socialized sector, a law was passed on 

April 10, 1950, setting up a schedule of penalties ranging from reproach and warn- 

1. Alton, Thad Paul (1955) Polish Postwar Economy, Columbia University Press, New York, p. 50. 

2. Ibid., p. 70-1. Certain groups of registered persons were exempted from being ordered to jobs. 

These included physically disabled persons, pregnant women and other. 

3. Ibid., pp. 74-75. 
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ing, through loss of pay for a number of days actually worked, to demotion or reduc- 

tion of wages up to 25 percent." 

In the early years of the post-war economic reconstruction the 

center often resorted to force in getting the expected labor supply. 

Prisoners were forced to work in some specially unattractive industries 

such as Polish black coal industry in the 1950s. On the other hand it 

can be safely claimed that works of the propaganda machine and the 

national security services made even all work look more like forced than 

voluntary. Potential work avoiders could be always labeled "anti-so- 

cialist elements," "foreign imperialist agents," and sent to labor camps 

or face imprisonment. 

VI.3. Plans and the Labor Market 

With the passage of time and changing political climate it was 

realized that labor can be effectively influenced only through the use 

of positive incentives, i.e., consumption-type compensation. The work 

of prisoners in the Polish black coal industry was abandoned primarily 

because it was very ineffective. The productivity of voluntary labor 

was a number of times higher than that of prisoners. The economic 

reforms began as early as mid 1950s and in the 1960s almost all Eastern 

European countries made attempts to shift the emphasis in economic 

management from direct production quotas to financial and in-kind incen- 

tives. 

The labor markets that emerged in the process of reforms, however, 

were incomparable with the traditional description of the markets in 

1. Ibid., p. 75. 
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existence in the West. Unfortunately, Eastern European labor statistics 

focused attention on the numbers of employed, which was steadily in- 

creasing with the increase in population. In my opinion the employment 

data in centrally planned economies represented approximately the equiv- 

alent of the labor force category in the West. The only difference was 

that whereas labor force in the West excludes able-bodied individuals 

who are voluntarily unemployed, in the socialist countries this category 

officially almost did not exist. The true labor market, where house- 

holds sell labor effort were located inside socialist enterprises, and 

not in the employment bureaus or in the classified columns of news- 

papers. The information, including statistics related to the real labor 

market situation, is very scattered and more often than less refer to 

popular stories, folk tales, and crude estimates than tested facts. 

There were several reasons for moving the labor markets inside 

enterprises. Ideologically, in a socialist state all citizens had to 

work. The alleged superiority of socialism over capitalism was in its 

ability to maintain full employment. Since individuals were denied the 

right to derive capital income they had to work. The state assumed that 

those who do not look for legal employment must engage in illegal activ- 

ities to survive. Therefore, it was logical to conclude that all able- 

bodied citizens would be employed. There were economic reasons for 

moving labor markets into the factories of the socialized sector as 

well. In a centrally planned economy the provision of numerous basic 

consumer goods and services was channeled through enterprises. Only 

those "being employed," on a payroll, could access the restricted goods 

and services. Also, the structure of payments was such that it favored 

compensation in-kind to the workers to monetary payments. Free medical 

care, vacations, often apartment, supply of a large number of rationed 
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items and finally guaranteed retirement, to mention the largest items, 

were almost unobtainable without "employment." 

Payments in-kind are the domain and a natural preference of 

central planning. They eliminate uncertainty with respect to the com- 

modity composition of final consumer demand. The use of in-kind pay- 

ments was also a part of the elaborate system created immediately fol- 

lowing the war, in the era where the state attempted to mobilize all 

available people to work. 

The meaninglessness of the official employment data can be docu- 

mented in a number of sketchy ways. Popular jokes describe the situa~ 

tion very illustratively. One of them, learnt by the author in his 

early teens went more or less as follows: "Whether you sleep or work, 

you deserve 2000 zlotys." Another, equally popular, asks about the 

number of people that work in some factory. As the answer the inquirer 

learns that ... "half of them", underlining the clear distinction be- 

tween working and being employed. The last story describes the system 

as one in which "We pretend to work and They (the government, of course, 

- sole employer) pretend to pay us." This last story is probably the 

most popularly quoted in the West. 

There is more evidence on the distinction between employment and 

labor supply than just folk tales. For example, despite wide variations 

in output employment hardly varied. To the contrary, it steadily in- 

creased with the population growth. Portes wrote about Hungarian data: 

"Employment seems almost totally impervious; with all the unsteadiness of postwar 

growth in Hungary, industrial employment has increased each year, and the annual 

growth rates show remarkably little variation." 

Similar situation was in all other Eastern European countries, 

1. Portes, Richard Comment in Is the Business Cycle Obsolete?, op. cit., p.330. 

115



where work was made the duty of all citizens. 

In Czechoslovakia, despite all efforts to increase labor produc- 

tivity 

"...press indicates that the actual utilization of available worktime could be as 

low as 60 percent." 

Rusek concludes from his econometric analysis of the Czechoslova- 

kia’s industry that the declining marginal productivity of capital 

explains 88.7 percent of the total decline of the average annual rate of 

growth of the gross industrial output. This is the consequence of the 

fast growing capital-labor ratio combined with low elasticity of substi- 

tution between capital and labor.” 

And finally the strongest evidence yet on the difference between 

being employed and actually working: 

“Cin Poland] absenteeism is extremely high - an annual average of 222 hours per 

worker. Reducing absenteeism by 25 percent would be equivalent to increasing em- 

ployment by 875,000. 1.5 million socialized sector workers [in country of 38 

million people] were absent each day.” 

There is a substantial evidence, entirely misunderstood by Western 

observers, of the existence of the labor market inside the production 

entities of eastern European economies. It is commonly believed that 

lax norms of production and easy to overfulfill plans were a result of 

either the enterprises being able to outsmart the planers and hide their 

wer ewmem eee oer eanacene 

1. Rusek, Antonin (1989) Industrial Growth in Czechoslovakia 1971-1985: Total Factor Productivity 

and Capital-Labor Substitution, Journal of Comparative Economics, vol. 13, pp. 303. 

2. Ibid., p. 311. 

3. Poland: Reform, Adjustment, and Growth, vol. 1, A World Bank Country Study, The World Bank, Wash- 

ington, D.C. p. 152. 
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true capacity or of straight planning errors.? Even if enterprises 

played a successful "hide and seek" game with the government, there was 

little reason why the center would not learn over time and at least 

attempt to correct the problem and set the norms closer to reality. In 

my opinion, the planners hardly ever tried to manage economic growth by 

setting ambitious microeconomic targets for individual firms. The plan- 

ners were interested to maximize growth of the economy in general but 

were probably perfectly aware that their influence on individual produc- 

ers is limited. There is overwhelming evidence suggesting that planners 

paid workers for work actually done and that incentives were structure 

to encourage growth in output. In Poland, in the early 1950s, in the 

period known for political terror, when we would expect planners to be 

better positioned to set and enforce quantitative output plans than ever 

in the history of central planning bonuses from all sources came to 

about 70 percent of basic pay of white-collar workers in the machine- 

building industry (strategically key industry of the country). In 1956 

the director of a firm manufacturing automobiles and trucks earned 2,300 

zlotys a month in basic pay, received another 2,300 zlotys for 100 

percent plan fulfillment and 10 percent of his basic pay each point of 

plan overfulfillment over the target. In the early 1950s norms were 

quite meaningless. On average, workers overfulfilled their piece-rate 

norms by 50 to 60 percent.” 

To summarize the picture of the labor market it can be argued that 

1. For example see: Poland: Reform, Adjustment, and Growth, vol. 1, A World Bank Country Study, The 

World Bank, Washington, D.C. p. 32. 

2. Montias, John Michael (1962) Central Planning in Poland, Yale University, p. 176. In fact, in 

1958 after norms were supposed to be tightened the average fulfillment of piece-rate norms in the 

metal working industry (319 firms) was 199 percent. In 28 enterprises norms were overfulfilled by 

over 250 percent. p. 122-3. 
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since employment did not necessarily required work the wages had to be 

paid in exchange for actual work. The basic pay was naturally kept low 

but, at the same time, it was automatically accompanied by fringe bene- 

fits that made formal employment, attachment to a firm, necessary for 

most citizens. The compensation arrangements in Eastern European coun- 

tries made heavy use of the piece rate pay system. Bonuses for plan 

fulfillment and surpassing plan targets regularly comprised major parts 

of wages of industrial workers. Of course, to attract labor participa- 

tion in plan fulfillment state enterprises bargained with the central 

Planner to lower the initial plans, but the planner easily agreed to 

such reductions. Once the plans were fulfilled workers eagerly worked 

to overfulfill them to receive additional bonus, often disproportionate- 

ly higher compared to the base wage. The heavy reliance on the use of 

bonuses began almost immediately with the introduction of central plan- 

ning. The development of the economy and learning by the central plan- 

ners changed very little in this respect. Actually, norms systematical- 

ly lagged true productivity. The use of bonuses was intensified and 

their role only increased with time. The World Bank report character- 

izes this phenomenon as follows: 

"One aspect of the piece rate pay system that has achieved considerable attention 

is the tendency for all firms to set lax norms as one way to attract or keep labor 

in a shortage market - what in the West is known as demoralization of the piece 

system. Prior to recent efforts to reform the wage system workers in Poland were 

reported to over-fulfill norms by 48-74 percent in different surveys; recent re- 

forms of norms and of wages have lowered over-fulfillment to 14-24 percent. 

1. Poland: Reform, Adjustment, and Growth, vol. 1, A World Bank Country Study, The World Bank, Wash- 

ington, D.C., p. 158-9. Therefore, the percentages of norm overfulfillment hardly changed compared 

to data from the 1950s quoted before. Interestingly, in 1986 in coal mining, the highest paid indus- 

try, base pay constituted a bare quarter of total monthly remuneration, with export and other bonus- 

es contributing as much in pay as an average worker's income in some other sectors. p. 32. For most 

Polish industries it was a common practice to pay 13 and sometimes even 14 and 15 monthly salary as 
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Institutional arrangements that pushed labor markets inside plants 

and enterprises led to a number of inefficiencies in labor utilization. 

First, since employment was equivalent to almost guaranteed pay of at 

least the in-kind services it should be expected that a number of indi- 

viduals would just look for jobs to qualify for the fringe benefits. 

This might have been especially the case with lowest paid occupations 

where the monetary pay was very insignificant in comparison with the 

privileges associated with employment. 

Second, since everybody, or almost everybody was employed and the 

pay structure favored fringe benefits homogeneous across industries 

labor mobility was significantly reduced. The World Bank report rightly 

blames the low labor mobility on negligible wage differentials: 

"One possible explanation (for low turnover in the Polish labor market) is that the 

incentive for changing jobs is small due to relatively modest wage differentiation, 

save for certain favored sectors. Another likely factor is the housing shortage 

which can be expected to limit mobility." 

It must be stressed, however, that the relative value of these 

wage differentials was depressed even more if fringe benefits are in- 

cluded.? 

Third, the fringe benefits had to be paid for by the employers. 

...-Continued... 

an end-of-the-year bonus. In most sectors the 13th pay was treated as granted. In the Polish coal 

mine industry, the early 1980s produced the following situation: Workers were encouraged to work on 

weekends by being paid in "commodity money" for work done over weekends. Simply speaking, weekend 

salaries, already much higher than regular week-day pay could be use to purchase various attractive 

commodities available only in special stores. At some point, the weekend employment became so popu- 

lar that management had to set eligibility standards for it. Only miners who did not miss a regular 

week-day shift were allowed to work on weekends. This to avoid cases of weekend-only employees. 

Source: personal contacts. 

1. Ibid., p. 153-154. 

2. In some cases fringe benefits played a role in attracting employees more than anything else. This 

led to additional inefficiencies in the allocation of labor force. 
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But since most of the benefits were provided by outside suppliers con- 

tracted to do the job by the state the cost of providing the services 

was recovered from enterprises in the form of taxes paid to the state. 

Since all employed citizens were guaranteed the benefits, the provision, 

with some exceptions, could not be explicitly used to attract labor. 

Meanwhile, the provision of benefits was costly to the enterprise. Low 

monetary pay did not necessary meant low cost of labor. According to 

World Bank estimates: 

"the cost of labor in Poland exceeded [in 1986] base wages by roughly 2:40! 

In many cases enterprises, or rather industries, with higher than 

average benefit package were simply subsidized by other industries that 

paid taxes on labor but had not enough political power to draw benefits. 

The efficiency of labor allocation suffered as a result. 

Fourth, the forced employment of all citizens eliminated flexibil- 

ity in employment. Not only temporary layoffs were unheard of under 

central planning but part-time jobs vanished as well. Very low numbers 

of workers employed part time is a common fact in all eastern European 

economies. Maskoff (1984) in an excellent study of the Soviet labor 

market provides this comparison between labor markets in USSR and U.S.: 

"For the nation as a whole, the proportion of all workers doing part time work in 

the Soviet Union was a minuscule 0.32% in 1974, 0.41% in 1976, and .32% in 

1979."...."This is in vivid contrast to the US where the proportion of part-time 

workers (less than 35 hours per week) has risen in the last two decades from 8% to 

14%." 

There should be little surprise that in this environment labor 

1. Poland: Reform, Adjustment, and Growth, vol. 1, A World Bank Country Study, The World Bank, Wash- 

ington, D.C. p. 159, 

Private Decision-Making in a Planned Economy, The Macmillan Press Ltd., p. 27. 
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productivity remained very low and: 

“... plans for labor productivity are not generally fulfilted.«! 

With all this in mind I present the situation in the Eastern 

European true labor market. In this market the central planner through 

its agents - enterprises - contracted labor to supply effort in the 

production process. Portes (1977) presents the following picture of the 

labor market: 

"The productive sector in the CPE is represented as single state enterprise, all 

decisions being made by the planner. ... the planners fix the money wage and price 

level in the light of their knowledge of household consumption behavior, and then 

demand for Labor in the light of their knowledge of the economy’s technology." 

To conclude the analysis of the labor market under central plan- 

ning I use again the words of the World Bank report on Poland: 

"Until the 1980s the Polish labor market exhibited all of these features: ... 

Wage setting in socialist economies tends to be characterized by: (i) piece rate 

pay systems; (ii) sizable divergencies between take-home pay and cost of labor, 

despite low personal tax rates; (iii) inequality in access to goods, which creates 

divergencies between measured pay and real earnings; (iv) relatively modest wage 

differentials among industries and enterprises, with enterprise scope for independ- 

ent wage negotiations severely limited and no collective bargaining over wages; (v) 

national wage setting establishing wage rates below those that would prevail in a 

free market (of course for a similar full employment policy pursued by the govern- 

ment); and (vi) moderate wage increases, generally exceeding price increases so 

that real wages (or shortages of goods) tend to rise gradually." 

The labor markets in Eastern European countries were shifted 

inside production facilities, where the state purchased labor services 

from the free household sector in exchange for the participation in the 

1. Krylov, Konstantin A. (1979) The Soviet Economy. How It Really Works, Lexington, Massachusetts, 

Lexington Books. 
  

2. Portes, Richard and David Winter (1977) The Supply of Consumption Goods in Centrally Planned 

Economies, Journal of Comparative Economics, vol. 1, pp.354. 

3. Poland: Reform, Adjustment, and Growth, vol. 1, A World Bank Country Study, The World Bank, Wash- 

ington, D.C., p. 158. 
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final output. The state officially hired all available work force but 

attempted to pay wages based on true productivity. It is very possible 

that the state utilized its monopsony power to maximize profits, i.e. 

capital accumulation in the economy. If this was the case there could 

be one more reliable explanation for low wages and lower than free- 

market equilibrium employment level (work effort) in Eastern European 

countries. More research is needed, however, to prove this last propo- 

sition. 

Conclusions 

The issue at stake is whether we are ready to admit that a whole 

group of governments persistently commits the same error of overestimat- 

ing the true potential for growth in the economies they are responsible 

for. Or, maybe, cyclicality in growth in centrally managed economies 

can be explained in terms of purposeful economic policy aimed at accel- 

erating growth beyond intervention-free levels. 

Reforming by decentralizing the supply lines and investment in the 

economy would almost certainly require the creation of capital markets. 

Any reforms short of this move amounted to what became called the "third 

way" or simply "market socialism." Capital markets, however, were 

against the ideological principles of socialism. Without capital mar- 

kets only the central government was in a position to decide on invest- 

ments beyond small projects that could have been carried out on the 

factory level and financed from factory profits or depreciation funds. 

But even here the center played a dominant role since 

“In the traditional centrally planned economy enterprises have no discretion in the 

disposition of profits. Any profits made, after deduction of bonuses to which 

enterprise personnel is entitled, are transferred to the state budget, where they 

are entered on the receipts side together with other revenue items. The expendi- 
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ture side of the budget jis made up of government disbursements on defense, social 

services and also on the economy (in particular, investment financed directly from 

the central budget)! 

The belief that labor income should receive preferential treatment 

compared to nonlabor, capital income, is deeply rooted in Eastern Europe 

and in many other parts of the world. Even now, on the eve of immense 

political and economic changes taking place in East Europe a prestigious 

economist, close adviser to the President of the Soviet Union, and 

leading reformer, Abel Aganbegyan wrote in his 1989 book on Perestroika: 

"There remains, however, another and more vexing problem. We have to reach a deci 

sion on our approach to the sale of shares to the people who have no real connec- 

tion with the issuing enterprise. Some fear that if we allow free trading in 

shares, people will acquire enough to become rich simply by owing shares and live 

off unearned income. Clearly shares and bonds can bring one quite a considerable 

additional income. If outsiders buy shares, their income will not be earned, since 

they will not be involved in the production of the particular enterprise. There- 

fore, I think the issue of shares will at first have to be limited to the workers 

of the particular enterprise." 

It is imperative not to forget that economic cooperation does not 

end with specialization in mechanical production. The provision of 

capital resources from net savers to borrowers, in this sense, should be 

explained to the Eastern European public the same way economists explain 

the provision of coal extracted in painful labor by Ural coal miners to 

be delivered to electric power plants in the suburbs of Moscow. As long 

as both sides voluntarily agree to the transaction there is little 

reason to oppose it. It is about time private savers in Eastern Europe 

stopped being penalized for providing growth opportunities to their 

countrymen. Otherwise they will eagerly indulge themselves in conspicu- 

1. Cave, Martin and Paul Hare (1981) Alternative Approaches to Economic Planning, The MacMillan 

Press Ltd., p. 34. 

& Row, Publishers, p. 44. 
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ous consumption so criticized around the world by the advocates of 

limitless taxation and government intervention. 
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Part I 

Capital Income, Incentives and Macroeconomic Equilibria 

I. Introduction 

In the following chapters I model and compare macroeconomic equi- 

libria in the three economic systems: capitalist market economy, social- 

ist centrally planned economy, and socialist market economy. I use a 

simple two-period overlapping generations model. The objective of this 

study is to find the effects on macroeconomic equilibrium of the cen- 

tralization of capital income in the hands of the state and therefore 

its externalization with respect to households’ labor effort and indi- 

vidual savings preferences. In modeling the socialist centrally planned 

system I also assume that to carry out plans the state has unlimited 

control over the allocation of final output, specifically, the state 

determines the quantity of resources used for investment, i.e., capital 

accumulation. In a socialist market system the state relinquishes the 

control over the final allocation of output. 

The model tries to incorporate the following economic ideas and 

empirical data: 

1. In the theory of growth of socialist economy developed by 

1 Ka~ Kalecki (1963) and summarized in Part One of this dissertation. 

lecki’s model, hinted on a number of occasions that the planners ability 

to accelerate economic growth may be jeopardized by the society’s un- 

willingness to postpone consumption to finance a temporary increase in 

1. See: Chapter I1.1. in Part 1 of this work. 
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capital accumulation. 

2. The empirical evidence of East European centrally planned 

socialist economies uniformly suggests planning not only did not prevent 

economic fluctuations of the major macroeconomic aggregates, such as 

output and investment, but might have amplified them. The traditional 

explanation to this unplanned result of planning is that either planners 

were poorly trained to do the job or that they were systematically 

deprived of correct information from the firms’ sector.+ Both of these 

answers are unsatisfactory. They offer hope that with advances in plan- 

ning theory Eastern European economies should learn to plan better and 

therefore the evidence should show declining variability of the rates of 

growth. There is no evidence to support this contention. In fact the 

opposite may be true: The economic health of Eastern European countries 

markedly deteriorated in the most recent years and planners lost control 

over the economy. 

3. The unnoticed in the literature fact is that household incomes 

in Eastern European countries had only two major sources: labor compen- 

sation and government transfers. Meanwhile, household income in the 

capitalist system includes three major sources. In addition to labor 

income and government transfers Western households receive capital 

income, i.e. income produced by past savings. 

4. The vast literature on optimal government policies argues that 

optimal policies are often inconsistent. Kydland and Prescott (1977) 

showed that an initially socially optimal government policy can become 

suboptimal once individuals respond to it. If Western government poli- 

1. For various theories of cycles in centrally planned economies see: Chapter V.5.2. in Part I of 

this dissertation. 

126



cies were time inconsistent there is little reason to expect that the 

Eastern European central planners should stick to their commitments, 

especially, once a deviation from the commitment was beneficial to the 

society. 

To integrate the theory of growth of a socialist economy with 

models of time inconsistency of optimal government policies I needed to 

show that planners could not effectively enforce quantitative plans. In 

Part One I demonstrated that the planner’s ability to implement quanti- 

tative norms was weakened by its inability to directly control the labor 

supply decisions of the household sector. The center had to trade with 

households, exchange consumption goods for labor effort. The supply of 

exact quantities of labor contained in plans was not enforceable. 

Therefore, we can conclude the centrally planned economy is unable to 

attain a time consistent "command optimum" as defined by Fischer 

(1980) .+ The time inconsistency aspect of optimal policies may explain 

the high variability of rate of growth of output. The fact that house- 

holds were not allowed to save and invest for the purpose of generating 

future non-labor income may explain the generally poor labor productivi- 

1. Fischer introduced the concept of the “command optimum." The command optimum could be achieved 

in an economy if the government could directly control the quantities of private goods consumed by 

each individual in addition to any other policy parameters. The command optimum does not exhibit 

dynamic inconsistency. It is the also a Pareto optimum. In the model of CPEs the command optimum 

could have been achieved if the center managed to induce labor effort at the optimal, from the 

macroeconomic point of view, level. But such a quantitative output targets would require enforcement 

and as history teaches they failed in the past. See: Fischer, Stanley (1980) "Dynamic Inconsistency, 

Cooperation and the Benevolent Dissembling Government, Journal of Economic Dynamics and Control, 

vol. 2, pp. 93-107. 

Hillier and Malcomson add that: "Dynamic inconsistency therefore arises only if the government does 

not have sufficient instruments to achieve an allocation associated with a command optimum." Hilli- 

er, Brian and James M. Malcomson (1984) Dynamic Inconsistency, Rational Expectations, and Optimal 

Government Policy, Econometrica, vol. 52, no. 6, p. 1441. 
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ty so well documented in the literature and popular press.? The cen- 

ter’s power to enforce investment plans and the fact that optimal poli- 

cies might have been time inconsistent should rationalize the high 

volatility of investment and the generally high share of investment in 

output. 

A brief review of statistical data on national income for capital- 

ist countries with well developed private capital markets indicates that 

a substantial share of personal income in these economies comes under 

the title of capital or non-labor income. In the U.S. income from 

ownership of capital assets accounts for between a quarter and one third 

of all personal income.“ Capital income contributes substantially to 

total household incomes in Western European countries as well. 

The issues involved are very relevant in todays discussions on 

economic reform in Eastern European countries. Currently planned or 

implemented reforms seem to be transforming socialist centrally planned 

systems into socialist or semi-socialist market systems. The new eco- 

nomic environment being created in Poland, Czechoslovakia, Hungary and 

soon in the Soviet Union appears to abolish ‘central planning and central 

control over the distribution system, i.e. implements the elements of a 

market economy for goods and services but, meanwhile, continues to 

deprive the broad strata of society of the right to earn capital income. 

The state continues to extend its monopoly power on major part of non- 

labor income. The state justifies its superior position with respect to 

returns to capital by claiming that social needs, especially the funding 

1. See: Chapter VI of Part I in this dissertation. 

2. See: Economic Report of the President,1990, United States Government Printing Office, Washington, 

D.C., pp. 322-323. 
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of retirement plans and other social programs require that it retained 

control over returns to capital. Also, the states’ inability (or un- 

willingness) to privatize major assets is used as a justification to 

retain indefinite control over those assets. In the chapters below I 

show theoretically how complete privatization affects labor effort, 

output, and economic equilibrium. Also, the complete privatization 

produces a time consistent equilibria. 

I.1. Assumptions and Justification 

In line with Propositions 1-3 developed in Part One of this re- 

search I analyze a socialist, centrally planned economy characterized by 

the following three fundamental assumptions: 

i/ The central authority is the sole "owner" (enforces property 

rights) of all factors of production with the exception of labor. 

ii/ The central planner has the power to allocate output between 

consumption and investment. 

iii/ Labor force chooses the level of effort it wants to put into 

production process in response to real wages. 

The three fundamental features of my model come directly from the 

real life environment present in Eastern European countries. The as- 

sumption (i) is still perfectly valid despite some reforms on the mar- 

gins of the economy. The reforms fundamentally legalized income from 

low scale entrepreneurship. Capital income, i.e. income from savings 

remains beyond reach for an average household in Eastern Europe. It may 

be even claimed that the role of capital income has actually diminished 

in all formerly centrally planned economies. This is due to rising 

inflation which produced negative returns to capital holdings. Also, it 
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is quite feasible that the future tax systems in Eastern Europe in 

pursuit of social equity will effectively attempt to reduce the role of 

Capital income. This may be achieved by discriminatory treatment of 

non-labor income in the future tax laws. Fast and dramatic changes were 

expected in the field of the government involvement in allocating output 

between consumption and investment. Assumption (ii) lost some of its 

validity in Poland, and many expect decentralization in this area in 

other Eastern European countries. Unfortunately, the opposite tenden- 

cies are present as well. The central government, although giving up 

its direct control over inputs and output, continues to exercise indi- 

rect control. The instruments of parametric management, such as distor- 

tive taxes and import tariffs are becoming increasingly popular. In 

addition to that wage controls are bound to limit consumption to the 

level determined by the center, not by free markets. 

The validity of assumption (iii) has been systematically strength- 

ened over the course of reforms. At the time of writing of this paper 

the labor factor in all Eastern European countries is more free in its 

labor decisions than probably any time before. Also, supply of effort 

in production is more than ever positively correlated with real income 

offered in exchange for labor. 

I.2. An Overlapping Generations Model 

Let us think of an overlapping generation economy. During each 

period two generations coexist - the old and the young. For simplicity 

it is assumed that there is no population growth, so the number of old 

always exactly corresponds to the number of young. Households are 

homogeneous in preferences, skills and capital endowments. Each member 
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of the young generation is endowed with some maximum possible amount of 

effort that he/she can put into production. Each household is both a 

producer and a consumer. Only one type of commodity is produced - corn. 

It can be either consumed or stored. If it is stored, however, it can 

be stored only as an investment good and cannot be consumed directly any 

1 At any time only one time later than in the period it was produced. 

generation - the young - works. The old generation is retired. It 

finances its retirement consumption out of savings made while working 

and capital generated by savings. 

For simplicity let us assume that in period t = O there are only 

young around. Starting in t = 1 the current young will become old while 

their children will be born and they will enter the labor force. In 

t = 0 young do not have any capital to work with, and all their output 

depends on their labor effort. The generation of young has to save 

some of its current output for retirement, but since corn cannot be 

stored for consumption they have to trade with the future young when 

they enter the labor force.* Although the young could always try to 

look for wild corn it is assumed that they are much better off by bor- 

1. We can think of an farming economy where corn is either consumed in the period it is produced or 

has to be used as seed in the second period. Capital accumulation begins when the first young gener- 

ation searches for wild grown corn and saves some seeds for retirement. 

2. This assumption is not crucial and is made for computational convenience only. It could have 

simply been assumed that producers - the young - are endowed with some initial capital stock, Ky 

borrowed from the old, who carried it over from the previous period, t = -1. 

3. Another way of looking at this model would be to borrow Roemer’s general idea and establish that 

individuals intend to work in the first period, even if they could work longer. In the second period 

all old transform themselves into pure rentiers by either using their savings to purchase the U.S. 

government debt instruments or investing abroad and collecting interest and dividends; or lending 

their savings to immigrants and living off dividends; or, finally, lending their savings to the 

young. John E. Roemer, Free to Lose, Harvard University Press, Cambridge, Massachusetts, 1988, pp. 

55-56. 
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rowing corn seeds from the old and using them to grow new crop. 

* * & 

In the first period all individuals work with an effort e and 

produce f(e) units of output. Out of that amount (1 - @)f(e) is saved 

for capital accumulation for retirement and @f(e) remains for immediate 

consumption. When working, individuals "suffer" disutility s(e). The 

coefficient @ represents the marginal and average propensity to save. 

Since households are homogeneous, @ is the same for all households. 

For the national income aggregates @ represents the rate of consumption 

in GNP. 

In the second period, individuals quit their jobs and live off 

savings and income generated by savings - dividends and interest pay- 

ments made by the young to the old. Capital income is earned according 

to the production function g(k), where k is the second-period capital 

stock, i.e., first-period savings. The amount of capital allocated to 

each individual is endogenous to that individual’s savings in the first 

period. 

The first-period and second-period production functions satisfy 

all the usual assumptions, i.e., they are continuous, twice differentia- 

ble and increasing in e at a decreasing rate, or f’(e) > 0, f"(e) < 0, 

g’(k) > 0, and g"(k) < 0. Also, £'(0) > s’(0), and g’(0) = 8. It 

always pays to put at least some effort into production and then save 

some output for investment. 

Similarly, the disutility of effort function is continuous, twice 

differentiable and increasing, but at an increasing rate, or s’(e) > 0 

and s"(e) > 0. 

At the macroeconomic - national - level, the second-period capital 

accumulation is the function of the total effort in the first period and 
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the savings ratio (1 - @). 

II. Social Optimum: Free Market Equilibrium 

The social welfare is represented by the two period consumption 

stream, net of the disutility of the effort used in production, or 

(1) W= af(e) + g(k) - s(e) 

where e is the first period’s effort of labor and @ is the real, first- 

period, consumption rate as the share of output. 

The second-period capital stock is equal to the first period real 

savings: 

(2) k = (1 - @)f(e). 

To find the socially optimal savings rate (1 - a"), effort level 

(e'), second-period capital stock (k*), and welfare (Ww), the working 

generation has to choose @ = a“ and e = e to maximize the two period 

to the capital availability welfare represented by equation (1) subject 

constraint (2). 

Max W = af(e) + g(k) - s(e) 

a,e 

(3) 

subject to 

k S (1 - a)f(e). 

I assume that households do not discount future consumption. Discounting can be easily introduced 1. 

and does not change the fundamental results of the model. 
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The first order conditions to this problem yield, 

(4) g’ = 1 

(5) s’= f' 

(6) k = (1 - @)f(e) 

where, 

g’ = &69/5k, s’ = Ss/Se, and f’ = 6f/6ée. 

From conditions (4) and (5) we can find the value of @ = a” and 

the corresponding to it level of effort e = e”. 

In the first-best outcome the working generation is rewarded for 

its effort e* through two channels. First, workers collect af(e’) of 

consumption output in the first period, when they work. Second, today’s 

effort is rewarded in the form of tomorrow’s consumption, equal to g(k) 

= g[(1-Q@)f(e)]. 

As expected, the economy’s savings rate is the function of the 

expected second-period capital productivity. 

III. Centralization of Investment Decisions and Its Impact on 

Effort, Output, Investment and Welfare 

In order to analyze the impact of central planning and the cen- 

tralization of control over capital resources, an institution of central 

planner is introduced. The central planning authority in a traditional 

model of the Soviet type economy had discretionary power in two fields 

relevant to this model. First, it was able to collect and allocate 

between various agents the returns to capital. Although capital was 

legally owned by the society as a whole, the planner, as the representa- 
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tive of the society, exercised ownership rights with respect to capital 

income. Second, the planner was responsible for allocating physical 

output between consumption and investment. 

With the above remarks in mind we can modify our simple model. 

Now, all currently young members of the society cannot directly own any 

capital, and therefore we have to assume that all retirement savings are 

made by the planner (state), i.e., working individuals cannot save on 

their own account. This last assumption could be enforced in the real 

world by an infinite tax rate on savings imposed by the center.? 

The planner generates savings and accumulates productive capital 

in the economy by taxing the working generation and investing the tax 

proceeds. Although individuals are banned from saving for retirement, 

their retirement is funded by the planner who promises to support them 

when they become old.* 

We can also think of an economy where each individual contributes 

private savings, but they are later held on a joint account. Retirement 

paybacks to individuals would not be based on the recipients’ respective 

contributions during their working years. The amount of capital allo- 

cated to each individual under the centralized ownership of capital is 

1. Even if households were allowed to save they would not able to generate any income from personal 

Savings. Private savings may smooth consumption over time but cannot generate additional consumption 

over the consumption made affordable with earnings from the first period. 

2. The central planner established himself following a very turbulent period in the history of pri- 

vate ownership and free market. Quoting Roemer we can state that the planner’s objectives were to: 

"replace the anarchy of capitalism and its boom-bust character with steady growth, and to develop 

the productive forces when the social relations of capitalism come to fetter their further develop- 

ment." John E. Roemer Incentives and Agency in Socialist Economies, Department of Economics, Univer- 

sity of California, Davis, 1988, p. 1. 

There may be another reason for the introduction of central planner. Capital markets might have 

failed to develop. In this case a central planning authority has to handle capital transfers between 

individuals (in reality between firms and industries) for investment purposes. 
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independent of that individual’s first-period effort and output. 

It is assumed that the central planner has no interest of its own 

and its operations are assumed to be costless. The tax revenue collect~ 

ed from the working generation is invested according to an error-free 

estimated capital productivity in the second period. This is a per- 

fectly designed central planning system. The center perfectly knows the 

capital productivities available in the economy and invests to maximize 

returns to capital ~- national savings. The planner’s welfare function 

coincides with the welfare function of individual agents. We can con- 

clude that the planner’s role is similar to that of a stock exchange 

with one crucial exception: the supply of investable funds is generated 

through compulsory taxes imposed on the old and these tax revenues are 

centralized in one single account. The true tax contributors lose track 

of their payments immediately after they send in their tax obligations. 

At t = 0, when only the first young generation is alive, the planner 

taxes all incomes by collecting (1-@) of output. The proceeds from 

this tax collection are then invested producing k amount of capital in 

the next - t = 1 - period. This capital stock is used by the new young 

generation at t = 1. Some of the income produced is paid to the state 

budget and then redistributed among the old of the t = 1 period. The 

new young generation is taxed to provide for capital needed when it 

becomes retired. 

Compared to the majority of the literature on central planning, in 

this model the planner is assumed to be unable to enforce any quantita- 

eee er ren wmw emer errerececae 

1. If the economy intended to invest in foreign debt instruments, the planner would assume the role 

of the portfolio manager acting in the name of the nation. 
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tive directives, or output orders.? Households in their decisions on the 

supply of labor effort can be influenced only through the real wage 

rate, Q@, measured by the share of the final output paid out for current 

consumption. 

The tax rate, (1 - @), imposed on the working population is the 

only acceptable and effective instrument by which the center can influ- 

ence the behavior of labor. The higher the tax rate - lower the real 

wage rate @ - the lower the supply of the labor effort. On the other 

hand, however, higher tax rates, if translated to higher tax revenues, 

and therefore national savings, allow for higher capital accumulation 

and higher output in the following period. 

In this environment two possible scenarios are examined. First, 

the planner can ex ante commit itself to a certain tax rate and stick to 

it no matter what happens in the economy. The equilibrium values of 

effort, output, investment, real wage rate (tax rate) and welfare level 

reached with a committed planner will be denoted by superscript c 

throughout the rest of this paper. Second, the planner can try to 

remain uncommitted. This will happen when the preannounced tax rates 

(hence real wage rates) are not realized ex post. All values pertaining 

to the equilibrium with the uncommitted planner who deviates from the 

preannounced tax and real wage target rates are denoted by a superscript 

ne, for non-commitment. 

1. The economy in this model is likely to represent the reformed centrally planned economy where 

quantitative orders are replaced by parameters, i.e. center tries to induce a desired action from 

households using a set of parameters. 
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The behavior of the working generation changes with the introduc- 

tion of the planner. Since individuals, as assumed throughout this 

paper, are always able to choose freely any desired level of effort they 

will do so in response to expected real wage rate. As in the first-best 

social optimum the working young determine the level of effort and 

output by maximizing their utility: 

(7) Max Wo = af(e) + g(k) - s(e) 
e 

However, this time the value of @ - real wage rate - and the 

individual’s second-period capital stock is ex ante given and independ- 

ent of the effort.2 Of course, what may be true from the individual's 

point of view is not necessary the case at the macroeconomic level. In 

the absence of foreign trade, the total capital stock in the economy in 

the second period must equal savings in the first period, i.e. equation 

(2) holds. 

The solution to the maximization problem (7) yields: 

(8) af’ = s’ 

Now, the government’s problem is to find @ = a° that will maxi- 

mize the social welfare represented by equation (1), subject to the 

capital availability constraint - equation (2), and the solution to the 

individuals’ utility maximization problem - equation (8). The planner 

solves: 

1. Atomistic individuals can only determine their effort level, e, while the share of consumption in 

output can be fixed only on a national level. 
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(9) Max Wo = af(e) + g(k) - s(e) 
a,k,e 

subject to: 

(9a) k = (1 - @)f(e) 

(9b) af’ = 8s’ 

The Lagrangian function for this problem is 

(10) L = af(e) + g(k) - s(e) + 1,{(1 - @)f(e) - kj] + 15 (atf’- Ss’). 

The first-order conditions for maximum yield, 

(lla) dL/da = f(e) - 1,f(e) + 1,f’ = 0 

(1lb) dL/dk g’ - 1; = 0 

(llc) dL/de = af’ - s’ + 1,(1 - a)f’ + 1,af” - 1,5" = 0 

(11d) d@L/dl, = (1 - a)f(e) - k = 0 

(lle) aL/dl, af’ - gs’ = 0 

Solving for the multipliers we get, 

nm l 17 g’, and 

nm
 1 2 = [f(e)(g’ - 1)]/f’. 

Substituting the 1l’s into (llc) and taking into account that 

af’ - s’ = 0, we obtain: 

(12) (1-a@)f'g’ = - {f(e)/f'}(g’ - 1)(af" - 8"). 
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The analysis of this equation establishes that the optimum level 

of investment, k = k°, .n this case is lower than k*., the first-best 

social optimum. For equation (12) to hold, we must have g’>1l. Indeed, 

f’ and g’ are both positive and 1 - @ > 0, while the term af" - s" is 

negative for all e’s. Of course, f(e)/f’ is always positive. There- 

fore, g’ - 1 must be positive to make the right hand side part of equa- 

tion (12) positive. The requirement that g’ is greater than one simply 

means that the marginal capital productivity in the second period must 

be higher than in the first-best solution. With unchanged technology 

compared to the free-market equilibrium environment without planner, 

g’ > 1 requires the capital stock in the second period to be below the 

first-best level. 

Since af’ = s’, the amount of effort e = e° put into production 

in the first period, will be below the first-best optimum, unless @= 1, 

i.e., when there is no investment at all. However, @ = 1 is not opti- 

mal, for, by assumption, the marginal product of capital is assumed to 

be always high enough to induce at least some investment in the neigh- 

borhood of k = QO. 

Lower than socially optimal level of effort produces quantity of 

output below the first-best level. Underinvestment - compared to the 

first-best case - causes lower output and consumption in the second 

period. 

We can already conclude that with centralized investments, when 

the second-period capital stock of individual workers (or firms) is 

exogenous to them (but endogenous to the economy) the optimal levels of 

effort (e°), output (f(e°), investment (k°) and welfare (we) are below 

the first-best social optimum. 

What remains to be seen is whether the optimal share of consump-~- 
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tion in output in the first period - value of @ - is higher or lower 

under the central allosation of investment compared to the first-best. 

Here the answer is unclear and the optimum @ may vary depending on the 

technology available in the economy. 

In this section it was shown how centralization of investment 

decisions affects labor~-incentives open in the economy. It was proven 

that centralizing capital accumulation by making future capital stock of 

individuals independent of their current effort and savings adversely 

affects incentives. Such loss in incentives inevitably influences 

effort whenever there is a link between today’s labor effort and tomor- 

row’s gains in consumption derived from the present effort. It can be 

argued that, although centralization of investment decisions will have a 

negative impact on effort, output and welfare, the economic stability in 

the form of balanced investment and consumption markets may still be 

preserved in the economy. Such stability will be obtained, if the 

center recognized and accepted the behavior of individuals (firms) or 

was not willing or in a position to interfere once the optimal a® was 

determined. In that scenario capital accumulation policies are well 

defined ex ante and followed with a full commitment on the part of the 

planner. 

Although the economy will systematically underutilize its poten- 

tial it will still develop smoothly, without pressures of the kind 

experienced by centrally planned economies. It is very doubtful, howev- 

er, that in the reality of central planning the case of equilibrium with 

commitment could be successfully defended. Central planners were given 

vast authority in the economy. Their task was to manage the economy so 

it outperforms what could be achieved in market conditions. Therefore, 

it is necessary to look for instruments that the planner may apply to 
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bring the economic performance closer to the first-best optimum. Once 

such instruments are specified their implications on labor behavior can 

be analyzed. Having determined the interactions between planner and 

labor we will be able to evaluate the effectiveness of the instruments 

in question. All these in a world, where the center controls both 

volume and allocation of investments, but can affect labor behavior only 

through consumption-type incentives. 

ITII.2. Equilibrium Without Commitment 

In this section the planner is assumed to be free in deviating 

from any announcements it makes concerning the real wage rate (tax 

rate). The planner continues to maximize social welfare, i.e. its 

objective perfectly coincides with the social objective of welfare 

maximization measured by the sum of two-period consumption stream net of 

the disutility of labor effort "suffered" when young and working. 

III.2.1. Two-Period Economy with No Expectations 

For a while let us assume that our economy lives for two periods 

only. The currently young fully trust the planner, or they do not build 

any expectations. In this situation the planner’s problem is trivial 

and limited to finding and announcing the value for @ which maximizes 

two-period welfare, i.e., leads to the first-best effort, e’, and 

output, f(e’), levels in first period as if the economy was decentral- 

ized and there was no planner. At the end of the first period the 

center deviates from @ announced at the beginning of that period, 

enforces @ = a (optimum from problem (3)) which produces second-period 
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Capital stock, k", and yields Ww" in welfare value. 

It might have been argued that the planner’s existence caused some 

inconvenience to individuals (firms) who found themselves disappointed 

after the first period (with unexpected cash holdings in a monetary 

economy that they were unable to spend, or without consumption they 

thought they would get when the real wage rate @ was announced), but 

the second-period consumption was a positive surprise. The two-period 

consumption and welfare attain the free market social maximum. 

  

  

III.2.2. Dynamic Inconsistency of Optimal Plans in an Economy with 

Adaptive Expectations 

Unfortunately to any planner, in real life individuals (firms) 

have memories and build expectations. Whether the planner likes it or 

not announcements are rarely fully believed. Following this line of 

reasoning, the planner’s ability to achieve the first-best welfare level 

by pursuing active tax and investment policies should be put in doubt. 

Intuitively, let us imagine that the center in its planning proc- 

ess targets the socially optimal level of output in the first period, 

1 to achieve this target. This announce- ft", and announces some @ = @ 

ment is expected to generate e amount of labor effort. At the end of 

the first period the planner will invest (1 - a”) of output, i.e., more 

than the preannounced, (1 - at) since at > an. 

Such a policy of forcing lower real wage rate may work once. In 

the second period the new generation of young would have already learnt 

from the currently old not to trust the planner’s announcement. In 

fact, with adaptive expectations, the new young would expect the real 

wage rate to be equal to the wage rate realization in the previous 
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period. It can be argued that the current old would share their experi- 

ence with the young working generation and tell them about the discrep- 

ancies between the announced and realized real wage rates in the past. 

The new young generation would supply labor effort expecting the past 

realized real wage rate, a”, no matter what the announcement was. 

However, if the center was committed to a given level of investment and 

therefore capital stock k = k* in the second period, underfulfillment of 

effort and production plans in the first period must generate further 

adjustments to the ex post level of @, pushing it further below a“. of 

course, had such adjustment taken place, a” could no longer be consid- 

ered credible. The third generation of young would adjust its expecta- 

tions and supply the amount of effort corresponding to the most recent 

realization of the real wage rate. 

The implementation of @ = a°, from the scenario with the plan- 

ner’s commitment to the real wage rate, would generate equilibrium. But 

this equilibrium is suboptimal from the economy’s point of view. To 

understand this phenomenon let us briefly analyze the properties of this 

equilibrium. 

As was shown in section III.1. the economy could theoretically 

move from the first to the second period without friction if the plan- 

ning institution could commit itself ex ante to the optimal share of 

consumption in the total output, a°. With a° in force, the economy 

would save and create capital stock equal to ke, Yet, the marginal 

product of capital for k = k° is greater than one. Hence, any small 

increase in savings and, therefore, the second-period capital stock 

would increase the sum of the two-period consumption stream. Since such 

a transfer of consumption accompanied by a net increase in consumption 

over time could be achieved without any additional labor effort, i.e. 
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would be costless in terms of disutility from work, the social welfare 

of the generation would be raised as well. 

Thus, if the center is allowed not to commit itself to any level 

of the real wage rate @ - a very reasonable assumption with respect to 

the real world - it is bound to intervene and overfulfill investment 

plans as long as the marginal product of capital is larger than one. 

In a monetary economy, where workers are paid with money instead 

of goods, the deviation from the preannounced level of the real wage 

rate must necessarily cause either increase in the price level for 

consumption goods or shortages on the consumer goods market, or both. 

Since centrally planned economies used price adjustments very reluctant- 

ly, the equilibrium in the market for consumer goods was achieved by the 

introduction of various rationing mechanisms. The forced savings lower- 

ing the real wage rate were the final outcome of such policies. 

In the monetary models applied to the free-market, demand con- 

straint economy, the central monetary authority might have been able to 

take advantage of the trade-off between inflation and output (employ- 

ment) to raise employment and output. In the supply constrained cen- 

trally planned economies planners can increase output in a somewhat 

Similar fashion. With adaptive expectations or without perfect informa- 

tion the central planner can theoretically exploit the existing trade- 

off between shortages (inflation if prices are freed to adjust to bal- 

ance the demand for with the supply of consumer goods) and higher output 

obtained by increasing capital accumulation beyond the expected level. 

In a world with adaptive expectations, where agents have memory, 

such an active investment policy on the part of the government must have 

Similar limitations to those of the active monetary policy carried out 

in the market environment. Any successive announcements of the real 
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wage level targets would not be credible after the first ex post devia- 

tion. 

It will be assumed in the next section that with rational expecta- 

tions, or perfect foresight, individuals should be able to find the true 

@ immediately, before the first period commences, and work accordingly. 

III.2.3. Rational Expectations: Dynamically Consistent Equilibrium 

of a Centrally Planned Economy 

In the world with rational expectations agents are fully aware of 

the planners optimizing behavior. They expect the planner’s investment 

behavior. The working young generation knows that the planner intends 

to invest up to a point where the marginal product of capital is equal 

exactly to one. Only from the point where g’(k) = 1 any additional 

Capital accumulation becomes counter-productive in terms of gains in 

social welfare. For g’(k) < 1, sacrificed consumption today is not 

entirely compensated tomorrow and therefore it is wasted. 

We can now proceed to find the credible share of consumption in 

output in the first period. Welfare implications of centralized invest- 

ment and the credibility issues associated with centralization follow. 

From section III.1. we know that each worker’s effort in a cen~ 

tralized economy is determined by equation (8), i.e., 

(8) af’ = s’ 

In the preceding intuitive analysis it was shown that the econo- 

my’s optimal investment rate requires the marginal product of capital in 

the second period to be equal one. This requirement is represented by 
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condition (4), i.e., 

(4) g’ = 1. 

For any given technology known to the general public the condition 

(4) allows individuals to compute the optimal capital stock, k = k*. 

The working generation also knows that their consumption in the first 

period will come as a residual of output after investment is taken care 

of, or that, 

(6) k* = (1 - @) f(e). 

Equations (6) and (8) can be solved simultaneously for 

e= ee anda = a, 

The rational expectations equilibrium is characterized by lower 

than optimal effort, since only for @ = 1 the social optimum condition 

(5), £’ = s’, is satisfied. But the share of consumption in output in 

the first period must be less than one to obtain k = k*. Therefore, 

e"° < e*. With lower effort and output the desired capital accumula- 

tion, k*, can be achieved only by decreasing the share of consumption in 

output, i.e. decreasing the real wage rate. Hence ane < a”. 

We can already conclude that in an economy with centralized in- 

vestments the credible equilibrium requires higher than optimal invest- 

ment share in output. This is because the equilibrium output falls 

short of the first-best optimum. 

So far, we have compared the rational expectations equilibrium 
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with the first-best solution where investment is totally decentralized. 

Now we will try to evaluate the credible - time consistent - equilibrium 

with the situation where the planner commits itself to the real wage 

rate a°. 

First, let us recall that in the case of the commitment scenario 

the workers’ effort supply was determined by the same rule as in the 

time consistent solution, i.e., 

af’ = gs’ 

Second, savings and investment of the committed planner yield the 

capital stock Ke, such that k° < k*. 

Third, the function k = (1 - @)f(e) is decreasing in the neigh- 

borhood of k° as @ is increased. Intuitively, this last statement can 

be proven as follows: for high enough @’s a small increment in @ causes 

an increase in effort and output. But this increases are not big enough 

to compensate for the losses in the capital investment due to the de- 

creasing share of investment in output. More formally, there exists 

= okmax for which the capital stock in the second 

kmax 

some level of @ 

period is at a maximum. Such @ solves 

(13) Max k = ‘1 - @)f(e) 
a,e 

subject to: 

af’ = s’ 

kmax kmax The optimal values for @ and e equal to @ and e , respec- 

tively, can be found from the first order conditions to this problem: 

148



(14a) (1 - @)f'2 + f(e)(af" - s") = 0 

(14b) af’ - s’=0. 

Or, substituting the expression @ = s’/f’ derived from equation 

(14b) into equation (14a) we get: 

(15) (1 - s'/f')f’? + ffe)[(f"f'/s’) - s"] = 0. 

In the relevant range, i.e., where f’ > s’, (1 - s’/f')f’? is 

positive and declining as e increases, while f(e)[(s’f"/f’) - s"] is 

negative and declining at an increasing rate. 

Rewriting equation (15) we get: 

(1 - s’/f')f'* = —- fe)[(s’f"/f’) - s"] 

The solution to this equation is sketched on graph 1. On graph 1, 

point e, corresponds to the level of effort where @ = 1. For e = ekmax 

Capital stock in the second period is maximized and equal to max — To 

ekmax corresponds a unique value of @ = a kmax | 

We assume throughout this paper that g’ (kmax ) <1, i.e., the 

economy can always attain the first-best allocation of output as defined 

in section II. 
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To find out the relationship between a° and a™° it is enough to 

show that the capital stock function in the second period is a decreas- 

. . . kmax 
ing function of @ everywhere to the right of @ . 

Differentiating equation (8) with respect to @ we obtain the 

following expression for e’: 

e’ = £'/(s" -_ af"). 

Differentiating k = (1 - @)f(e) with respect to @, and substitut- 

ing the expression for e’, we get 

(16) dk/da = [(1 - a)f’? - f(e)(s" - af")]J/(s" - af") 

: . . . . kmax 
This expression is negative everywhere to the right of e and 

therefore for all a > oq kmax Since the capital stock in the time 

consistent solution is larger compared to the scenario with commitment, 

it can be concluded that a@™° must be smaller than a’, l.e., closer to 

qkmax 

Graph 2 presents the graphical relationship between Q@ and the 

capital stock, k, in the second period. 
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IV. Extension: Time Consistent Equilibrium in a Mixed Economy 

In this section the economy is partly decentralized. The central 

planner continues taxing the working generation at a rate of (1 - @). 

At the same time, however individuals are allowed to save and invest on 

their own account. The determination of the rate of private saving and 

investment is decentralized. The rate of private saving is denoted by 

(1 - B&B). The private savings can be made only after "tax" savings are 

collected by the center. With this in mind we can determine the new 

objective function of individuals: 

(17) W = aBf(e) + g(k) - s(e) 

where k represents the second-period capital stock generated by both 

centralized and decentralized savings and investment, i.e. 

(18) k " “ + ~ 

where ke is the value of centralized capital and Kp represents private 

capital accumulation. 

Also, the following inequalities hold by definition: 

(19a) (1 - a)f(e) - k, 2 0 

(19b) (1 - B)af(e) - k, 2 0 

In a mixed economy the working generation can determine the rate 

of private savings, (1 - 8). The planner continues to set the rate of 

centralized investment, (1 ~ @). Individuals are free to choose the 
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level of effort, e. 

With these in mind we can now proceed to determine the optimal 

levels of effort, output, and both centralized and decentralized - 

private - investment. 

In a mixed economy individuals will maximize their objective 

function (17) subject to constraints (18) and (19b). The choice varia- 

bles are effort e, private consumption rate 8, private investment Kp? 

and, therefore, total investment k. 

The first order conditions to such a maximization problem yield 

the familiar solutions for optimal effort and optimal second-period 

Capital stock. Namely, 

(20a) af’ = s’ 

(20b) g’ =1]1 

In a mixed economy individuals become interested in saving and 

investing. This was not the case in a centralized system. Although 

individuals are influenced by @ in their labor supply decisions they 

can now save to get future capital income, i.e., determine their person- 

al rate of savings, (1 - 8). The economy’s capital stock can poten- 

tially reach the first-best level in this new environment. This, even 

without the planner resorting to any active investment policies. With 

partial decentralization of investment in the economy individuals save 

as long as the marginal product of capital is larger than one (g’ 2 1), 

i.e., current period savings translate into future consumption on at 

least one to one basis. The first-best level of savings (and second- 

period capital stock) is reached voluntarily. Nevertheless, a partial 

decentralization of economy (whenever @ < 1) does not produce the 

first-best welfare level. This is due to the fact that for labor to 

Supply the socially optimal amount of effort the marginal product of 
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effort must be equal to the marginal disutility of effort. More formal- 

ly, the social optimum can be determined by solving the following prob- 

lem: 

Max aBf(e) + g(k) - s(e) 
e, kk. &,B 

subject to: 

(1 - @)f(e) - k, 2 0 

@(1 - B)f(e) - ky 2 0 

ke + ky, - k>0 

After solving for the first-order conditions to this problem we 

get two optimum requirements: 

1 and (4) 9’ 

(5) £'’ = s’ 

However, as long as some savings and therefore investments are 

centralized the equilibrium supply of effort is determined by equation 

(8) af’ = s’ 

It was already proven in section III.1. that for any @ < 1 the 

amount of effort, under no matter how small centralization, will always 

be below the first-best level. It was also shown that under centraliza- 

tion, without private savings being allowed, @ = 1 was suboptimal since 

1. There should be no surprise that these optimum condi tions are identical to the solutions from the 

first-best problem from section II. Once e and k are determined it does not really matter how the 

investment is carried out - centrally or individually. 
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the marginal capital productivity was very large in the neighborhood of 

k= 0. 

In the mixed economy, however, the planner can always remedy the 

inefficiencies caused by centralization by increasing the share of 

output left for consumption and private savings, i.e. lowering taxes and 

hence the share of the centralized investment. In fact the implementa- 

tion of the optimal policy would call for complete decentralization of 

investment. In this case @ would equal one and individuals would be 

solving exactly the same optimization problem as in section II, except 

that now the parameter Q@ would be replaced by the rate of private 

savings B. The economy would attain the first-best equilibrium. 

V. Numerical Example 

Let’s assume the following numerical forms of functions used in 

the model presented in the earlier sections of this paper: 

f(e) = 4e°° 

g(k) = 2k°° 

s(e) = .5e* 

All three functions have their first derivatives positive. The 

production functions f(e) and g(k) have their second derivatives nega- 

tive. The disutility function s(e) has its second derivative positive. 

The social first-best optimum requires that, 

(4) g’ = 1 

(5) s’ =f’ 
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(6) k= (1 - @)f(e), 

or, in this case, the conditions translate into: 

(4°) kc = 

(5°) e = 2e°> 

(6") k = (1 - a)4e'?. 

From equation (4’) k* = 1, and from equation (5) e* = 1.5874. 

The output in the first period f(e') is 5.0397. The optimal real 

wage rate, and hence the optimal consumption rate in the final output in 

the first period, is found from equation (6’) to be: 

1 = (1 - @)5.0397, or a” = .8016. 

At this optimum individuals suffer disutility of effort 

s(e') = 1.2599. 

The optimal level of welfare is: 

W = af(e) + g(k) - s(e) = 4.7797. 

Under the system of centralized investment the new equilibrium is 

characterized by equations (8), (lld), and (12). In the example these 

conditions are: 
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(8°) 2ae "> =e 

(11d‘) (l- aj4e-2 =k 

(12°) (1 - @y2e7°8K7*5 = (4e°5/207°5) (Ko? = 1) (ae7}® - 1). 

Solving the above system of equations we obtain: 

a° = .818 

ko = .8578 

e° = 1.3884 

f(e°) = 4.7133 

g(k°) = 1.8524 

s(e°, = .9639 and 

wo = 4.7439. 

As expected the maximum possible welfare level under the central- 

ized scenario is below the first-best level. Also, the capital stock in 

the second period is below the optimum. 

However, if individuals believed a@ = a@° the central planner could 

always increase welfare by deviating from ac - decreasing it ex post 

and raising capital stock in the second period. This is since 

g’(k=.8578) = 1.0797 > 1. 

Such a surprising increase in capital accumulation will be expect- 

ed by individuals who are aware of the planner’s behavior. Therefore 

a° cannot be viewed as credible, time consistent value of @. 

The credible level of a = a™° can be found by solving simultane- 

ously equations (4), (7), and (6). Equation (4) determines the center’s 

behavior with respect to its desired capital stock in the second period. 
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Equation (7) describes the behavior of individuals in a world with 

centralized capital accumulation. Equation (6) balances the supply and 

demand for capital. 

In the model, equations (4), (6), and (7) translate into: 

(4°) ko = 1 
, _ 5 (6°) k= (1 ~ @)4e 

(7°) 2ae""> = e. 

Solving for @ we get, 

(6") (1 - aya'2334 = 11984, and @ = .785 = a, 

As expected from the analysis in section V.4. a < aS. 

Also, for a™® = .785 the optimal values of effort, output and 

welfare are below not only the first-best, but the balanced scenario 

(with commitment) as well. The credible equilibrium gives: 

ee? = 1.3508 

fre") = 4.6490 

KPC = KX 2 1 

g(k"°) = 2 

sce") = .9124, and 

w'? = 4.7371. 

Although the economy invests at the optimal, first-best level, it 

ends up in an inefficient equilibrium. Decentralization of investment 

would raise current effort, output, consumption and social welfare, 
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while keeping capital accumulation unchanged. Commitment to certain 

capital accumulation policies that maximize ex ante social welfare would 

benefit the economy as well. Although the capital stock would be sub- 

optimal in the second period with commitment, total welfare would be 

raised. 

Conclusions 

Summarizing the above theoretical analysis I draw the following 

conclusions: 

1. The production possibilities frontier of both the traditional 

centrally planned economy satisfying all three assumptions, and the 

reformed socialist market economy that satisfies only assumptions one 

(i) and three (iii) is always inside the production possibilities fron- 

tier of a capitalist market economy with the same endowments of capital 

and labor. The inefficiency of the centrally planned system is a result 

of the missing labor incentive that links current effort with future 

non-labor income. 

2. In an attempt to increase the supply of labor effort to the 

first-best level planners engage in a continuous game with households, 

labor providers. The planners announce shifts to in economic priori- 

ties. They promise higher wages and better supply of consumer goods. 

Once households increase effort to take advantage of the promised higher 

consumption it is optimal for the economy to deviate from the announced 

allocation of output and increase investment. Optimal policies ina 

traditional centrally planned economy are dynamically inconsistent. 

3. The rational expectations outcome of the game between the 

planners and households is inferior to sub-optimal but time consistent 
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central planning policies where planner sticks to commitment with re- 

spect to real wages. To make such a commitment credible, however, the 

center has to give up control over the flows of physical output, i.e. 

reform the system into a socialist market economy. 

4. Privatization, in the absence of externalities, is efficient 

only when it is a complete privatization, i.e. all capital income earned 

by households is endogenous to every household’s past savings, i.e., 

past earnings, and, therefore, past labor effort. All capital accumula- 

tion is accomplished either directly through households or through firms 

owned by households. 

5. Technological progress may yet by the most sever casualty of 

the ban on capital income. There is probably no other field of human 

economic activity where incentives and opportunities for relatively high 

future non-labor income have more impact on creativity, innovation, and 

entrepreneurship than the development of non-tangible property such as 

new technologies, new products, and know-how. 
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Part Il 

Eastern Europe: The Alternative Program of Economic Reform 

Summary of Part Three: 
    

I. I start with the analysis of the so called "stabilization followed by 

privatization" reforms carried out in Eastern European countries 

in the period 1989-91. There is growing evidence that (a) plan-~ 

ners can relatively easily impose price stability on a centralized 

economy; (b) the achieved fiscal equilibrium of the central budget 

is artificial and sustainable only in strictly command economy; 

(c) the fiscal equilibrium of the central government is achieved 

at the expense of a breakdown of local budgets; (d) the macroeco-~ 

nomic stabilization leads to politically explosive recessions and 

threaten the achieved political reforms. I argue that the whole 

concept of "Stabilization followed by privatization" is internally 

inconsistent, i.e. stabilization by definition stabilizes the 

System while the privatization’s main objective is to destabilize 

the economy to shift it out of the inefficient equilibrium to a 

new equilibrium path of growth. Accordingly, any stabilization in 

a command system that is not accompanied by privatization is not 

only counterproductive but must be either openly destructive or, 

if the government proves to be weak, will fail. The stabilization 

achieved will collapse the moment the government relaxes its 

control, 1.e., begins the proper reforms. 

II. Successful stabilizations eventually fail to produce sound economic 

environment. They bring to life massive public lobbying in favor 

of domestic and international protectionism and push the democrat- 

ically elected governments into a chaotic centralized management 

over the collapsing economy. 

III. The theoretical privatization scenarios prepared for Eastern Europe 

are becoming a practical failure. The principal reason for the 

failure was the lack of understanding of the concept of the so-~ 

Ccialized property among the engineers of privatization. The plans 

for the "privatization by sale" failed to realize that the central 

government in socialist states had never truly owned the property. 

Rather, it performed the duties of a trustee, property manager. 

In this sense its duties were similar to the duties of trustees of 

mutual and pension funds in the West. The populations of Eastern 

European countries have neither the money nor the will to repur- 

chase what already belongs to them. The real problem is how to 

transfer the existing tangible capital assets to individuals and 

not how to sell them. 

IV. I outline a two-stage program for massive privatization that trans-~ 
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fers the state held assets into private hands. The suggested pro 

gram endeavors to satisfy the following political and economic 

conditions considered important to achieve the principal objective 

of reforms, i.e. the successful transformation of an ineffective 

central command system into a truly free-market system: 

Political conditions: 

1. The privatization process must be credible. Current schemes lack 

credibility and individual sales are being reversed on a daily 

basis. To achieve this fundamental objective in a democratic 

society the majority of the current and future generations must be 

satisfied and convinced that the privatization arrangement chosen 

was the best available. 

The immediate requirement to satisfy (1) is that the privatization 

must be socially acceptable for the majority of the current work- 

ing and retired generation. 

To ensure the satisfaction of (2) a relative fairness of the process 

must be assured by trying to compensate individuals according to 

their crudely estimated contribution to the assets privatized. 

Also, to ensure the satisfaction of (2) the process must be simple, 

easily understood by an average person, and universal, i.e. rules 

must be the same with respect to all privatized properties. 

In the case of all Eastern European countries where economic transi-~ 

tion is accompanied by deep political changes affecting the roots 

of economic management the privatization plan must accommodate the 

politically sensitive problem of companies taken over by their 

management from the communist era. This means that the program 

cannot amount to an arbitrary elimination of people from running 

the companies just because they belong/belonged to the “wrong” 

political party. 

Economic requirements: 

1. 

2. 

3. 

The privatization process must put the existing capital and human 

resources to an immediate productive use. Current stabilization 

programs achieved exactly the opposite objective: The anti-infla- 

tionary policies put socialized capital assets out of use by 

imposing severe restrictions on labor incentives. 

The allocation of resources must be carried out through markets and 

not central planning authority as is the case now. 

The privatization must create conditions for a spontaneous develop- 

ment of financial markets. The current reforms attempt to stop 

such efforts and substitute the creativity of government officials 

and foreign advisers for genuine innovation of market agents, i.e. 
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venture capitalists, established companies, and households, the 

principal savers and providers of capital. 

4. The privatization must lead to the reduction of government’s share in 

the GNP. Current privatizations, although exchange ownership 

titles with the population, maintain the status quo as far as 

entitlements of the population are concerned. The continuation of 

such policies would require massive taxation of the business 

sector in the future, and would nullify all positive impact the 

privatization is intended to have on labor incentives. fhe state 

sponsored and financed retirement system must be drastically 

reduced. This can be only achieved by handing over a higher pro- 

portion of the socialized assets to the older generation. Also, a 

substantial privatization of retirement plans would inevitably 

lead to increased voluntary savings and voluntary purchases of the 

financial capital disposed of by the retired population. Only a 

free-of-charge distribution can satisfy this requirement. In 

exchange for giving up their entitlements the citizens of the 

country should receive property rights including the right to 

future capital income. 

5. The over-generational structure of the distribution of assets must 

favor the older generation also for another reason: It is natural 

for both developed and underdeveloped societies and very logical 

in the sense that it creates incentives to save to improve the 

standard of living in the future. The older generation by con- 

trolling wealth and dissaving creates a stable source of demand. 

6. The privatization to succeed in creating economic stimuli for in- 

7. 

creased labor supply and growth of output cannot put investors in 

the newly privatized companies at a loss. The current sales of 

new companies are bound to reduce prices for existing, already 

privatized firms. The collapse of the newly formed stock markets 

in Eastern Europe may scare investors away from these markets for 

years to come. 

The privatization cannot be accompanied by discriminatory treatment 

To 

of capital income. As assets are fairly privatized, compulsive 

savers should not be punished for their services to the society. 

Instead, saving and investing directly in productive assets should 

be forcefully encouraged in all Eastern European economies. 

Income from dividends and capital gains should not be taxed at 

rates higher than labor income. It is strongly recommended that 

special tax-free or tax deferred savings accounts be created 

Similar to the U.S. retirement plans. 

satisfy the above conditions I argue for a free-of-charge distri- 

bution of capital vouchers to the population. These vouchers in 

turn would be used to purchase interest in individual companies in 

a free-market bidding. The vouchers should be distributed propor- 

tionally to the recipients work contribution in the economy 
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(simply measured by the number of years in employment), age, and 

possibly qualifications determined by the level of education. 

I. Introduction 

There is little doubt that people can adjust relatively easily to 

quantitative changes. In Poland the sheer announcement allowing indi- 

viduals to trade freely produced a massive emergence of traders. The 

reason for this immediate success of reform in creating markets for 

basic consumer goods can be readily explained. In Poland people were 

used to free markets. They always existed, only the extent was limited 

by government regulations. Polish agriculture was dominated by private 

enterprise throughout the post World War II period. In other Eastern 

European countries, where controls over trade were much tighter, the 

relaxation of the rules on trading was bound to produce a backlash from 

the general population aimed at the new class of "speculators," "scalp- 

ers," etc. The introduction of free markets in those countries meant a 

qualitative change. 

The problem, therefore, arises when reforms attempt to create 

institutions unknown to the general public. The traditional approach 

advocated by many economist is one of avoiding the issue altogether. 

But as Baumol stressed in his recent paper, institutions may play an 

1. Mr. James Snell, of the Department of State and IDA, presented stories of hatred expressed to- 

wards traders involved buying produce from Bulgarian farmers and selling with a profit in towns. 

Seminar at VPI&SU 06/14/91, personal notes. 
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enormous role in economic development.? In the case of Eastern Europe 

the financial sector hardly existed at all. Eastern European households 

did not supply private capital to large industrial complexes. Capital- 

ism in Poland is well understood in terms of private entrepreneurship 

that involves few individuals related to each other by common venture, 

usually a small shop. Meanwhile, modern economic development requires 

that capital be concentrated in a relatively small number of large 

companies. The financial sector that permits private ownership of big 

highly capitalized companies has to be established right from the begin- 

ning in all East European countries. The way this sector is set up will 

influence the future economic and political prospects of the countries 

involved. 

A traditional neoclassical economist would point out that markets 

will create what is in demand. But reforms in the formerly centrally 

planned economies are not being introduced by markets. In a command 

system national governments instantly assumed the responsibility for 

introducing the reforms. They are guided by international economic 

organizations, foreign governments, foreign university faculty, and 

numerous consulting, accounting, and investment companies. Some of 

these institutions are there only for profit. In fact it may be safely 

Claimed that none of the advisers is explicitly or directly interested 

1. Baumol put forward and analyzed in a historical context the following three propositions: 1. "The 

rules of the game that determine the relative payoffs to different entrepreneurial activities do 

change dramatically from one time and place to another. ... 2. Entrepreneurial behavior changes 

direction from one economy to another in a manner that corresponds to the variations in the rules of 

the game. ... 3. The allocation of entrepreneurship between productive and unproductive activities, 

though by no means the only pertinent influence, can have a profound effect on the innovativeness of 

the economy and the degree of dissemination of its technological discovers. Baumol, William J. 

(1990) Entrepreneurship: Productive, Unproductive, and Destructive, Journal of Political Economy, 

vol. 98, No. 5, (October) pp. 893-921. For an interesting analysis of American legal institutions 

and their impact on economic efficiency see: Crovitz, Gordon L. (1991) The More Lawsuits the Better 

and Other American Notions, The Wall Street Journal, April 17, p. A15. 
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in the success of the reforms in any general macroeconomic sense. More, 

it is difficult to define success in the first place. Politicians want 

to see Eastern European countries to develop democratically so that they 

would be less competitive politically and ideologically with the West. 

But the uniformity of desires and wishes with respect to Eastern Europe 

among Western political bodies is at least debatable if not entirely 

doubt ful.? Individual Western companies could not care less about the 

broad success of reforms as long as they can succeed in generating 

2 In fact, the best institu- profits while incurring reasonable risk. 

tional arrangement for the organization of financial markets suggested 

by American banks entering Eastern Europe may be among the worst choices 

as far as American institutional investors, mutual funds in particular, 

are concerned. The International Monetary Fund’s (IMF) advisers may put 

emphasis on creating strong regulatory institutions to curb inflation. 

The Polish state insurance establishment will support restrictions on 

individual investing and the development of private insurance institu- 

tions. The Polish government will be satisfied as long as its budget is 

balanced. All three institutions, the IMF, the state insurance system, 

and the government, will find themselves working in cooperation in 

devising a strongly regulated economy, with superb institutions of 

monetary control, prime tax enforcement network, and the protected state 

1. The Western world is not as homogeneous as some may portray it. Political interests of Germany 

may be quite different from interests of France, Japan, or the United States. The economic interests 

of each of these countries with respect to Eastern Europe may be even antagonistic. 

2. In the case of Western corporate world, optimal reform program would guarantee a monopolistic 

position for any foreign entrant. Some companies may in fact prefer socialist market arrangements 

the way they worked in the past to any free market. Free markets offer awkward competition from 

local entrepreneurs freed from government controls. Tight government controls over labor would 

always be welcomed by any foreign investor interested in cheap and obedient labor. 
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monopoly in insurance. The reforms resulting from such alliance will be 

unacceptable to a number of other foreign advisers, businesses, and 

domestic firms. The supply-siders, like professor Wanninski, will 

criticize the tax system. British pension fund industry will object to 

the arrangements in the insurance sector. Polish emerging private 

sector may eventually lose, harassed by tax enforcement officials. 

Polish venture capitalist trying to overcome a domestic “credit crunch" 

the way American vendors do it may be crushed by the Polish finance 

ministry afraid of loosing a little bit of control over money supply and 

tax revenues. The Western university faculty will offer advice. Of 

course, academic advise will be as heterogeneous in substance as academ- 

ic research must be to develop freely. While West European economists 

will advocate strong government sector, American economists may opt for 

free markets, whatever this term means. 

What all this may mean is that Eastern European households, i.e., 

those directly affected by the reforms will become the objects of exper- 

imentation. The central command system naturally can stabilize the 

economy. The finance ministry may impose financial institutions. But 

reforms to be effective in delivering long term economic development 

have to come from the market players. Instead of becoming the driving 

force of reforms and the creators of the new institutional infrastruc- 

ture, East European households and private entrepreneurs are currently 

1. Human ingenuity knows no limits. In 1991, to overcome an apparent "credit crunch" merchants in 

Great Barrington, Mass, created their own currency, "deli dollars." Source: Television ABC Nightly 

News, May 21, 1991. In Poland, the finance ministry fights a never ending battle to Limit human 

creativity. Every new ministerial order aimed at curbing the financial freedom of state and private 

enterprises is countered with a new generation of evasion techniques. If it weren’t for this crea- 

tivity of managers in government controlled enterprises the economic decline in Poland would be even 

deeper. Unfortunately, regulation in this case only leads to waste of resources and misallocation of 

effort among management and workers evading the central planners. 
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being given a mix of solutions and institutions that they hardly under- 

stand. These institutions may barely produce anything better than past 

central planners could deliver. Instead of becoming an asset to the 

world community East European economies will become a long-term liabili- 

ty. 

On the following pages I attempt to present the major problems 

associated with the transition from a socialist command system to a 

capitalist market economy. I do not claim to know the perfect answers 

to any of the problems faced by Eastern European nations. I believe, 

however, that I should point to some of the major inconsistencies of the 

current reform programs. The purpose of the presentation is to stir 

controversy and challenge the stereotype approaches to stabilization and 

privatization policies applied in the still centrally planned economies 

of Eastern Europe. 

I.1. Long-Term Objectives and Short-Term Considerations: Growth 

vs. Demand Management 

At the time of writing of this paper, all Eastern European coun- 

tries are attempting economic reforms. As in all earlier reform ef- 

forts, decentralization, marketization, and self-financing are at the 

core of the planned or already implemented changes. What distinguishes, 

however, the current programs from all previous endeavors are the accom- 

panying phenomenal political changes taking place in these countries. 

For the first time in the postwar history the centrally planned econo- 

mies are on the brink of breaking up not only the centralization of the 

allocation of resources but also the almost absolute, ideologically 

motivated, state monopoly on ownership of capital assets. At present it 
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is almost universally agreed that reforms to be credible and successful 

must be accompanied by massive privatization of productive capital 

assets. 

The worrisome problem meanwhile is that Eastern Europe may never 

truly fully implement reforms or that the reforms achieved will do 

little to improve economic efficiency. Poland and her neighbors may end 

up introducing another form of central planning. The social priorities 

expressed in plans may be altered and significantly updated to match the 

needs of the population; the instruments of planning and plan enforce- 

ment may change; and, finally, the people responsible for plan selection 

and execution may be replaced be a new generation of economic and polit- 

ical activists. The system, however, may remain fundamentally unchanged 

leading to its own degeneration as time passes by. As Milton Friedman 

accurately and wittingly wrote, during his visit to Poland he ran into 

"the tendency for intellectual elites to denigrate ordinary people and to believe 

that they should run the government." 

In the course of this process, Friedman continues, the new ruling 

intellectual elites (many currently serving in the government) look 

favorably to 

“the vision of a socialist market economy - i.e., one run by them. They did not 

trust the people; they knew better what was good for them." 

The East Europeans are used to being told about the successes 

their governments had in implementing market reforms in the past. There 

may be little difficulty in convincing them, at least temporary, that 

central planning was transformed into a "free market, open economy? 

After all, central production orders have been abandoned, prices for 

1. See: Friedman, Milton In Eastern Europe: The People versus the Socialist Elite, The Wall Street 

Journal, January 8, 1991, p. A14. 
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tomatoes and T-shirts have been freed. Meanwhile, one year after the 

Polish economy underwent the shock therapy, it led, with Romania, East- 

ern Europe in economic decline (as measured by GNP) and the forecasts 

for the 1991 were far from optimistic. 

Poles were told for 45 years that the future was bright. Will 

they wait another 5 years? Unfortunately this is exactly the problem. 

Throughout 1990 the popular press and a number of economists worried at 

the incredible costs associated with the transition to a market economy. 

Similar cost estimates are heard from the East European officials apply- 

ing for massive, government sponsored Western assistance. Estimates of 

the cost of the German unification often offer the reader a frightening 

picture of the collapsing West German economy burdened with the respon- 

sibility of bringing its Eastern provinces up her own level.” All 

estimates, however accurate, fail to notice that these are investments 

made by the societies to improve their standard of living. A natural 

response to such estimates should be to state that each human life costs 

X dollars to sustain and therefore there is little sense in population 

growth. Of course such an approach to human life is totally absurd, 

something clearly understood by the general public. To put this issue 

in a different context, any nation could present the world’s richest 

countries with an estimate of the capital investment required to bring 

that nation’s lifestyle to the level enjoyed by the movie stars in 

Hollywood. This approach would have been as absurd as the current 

approaches where state bureaucrats i.e., the new generation of central 

1. See: Kempe, Frederick East Europe Offers Big Profits and Big Perils, The Wall Street Journal, 

January 11, 1991, p. A6. 
  

2. For an interesting discussion on the economic prospects of the former East Germany see: Barro, 

Robert (1991) East Germany’s Long Haul, The Wall Street Journal, May 3, p. A10. 
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planners, put requests for Western funding in exchange for implementing 

policy recommendations coming from various international organizations, 

universities, and government advisers. 

It is not my intent to underestimate the enormous problems associ- 

ated with the transition to a market economy. What is crucial, however, 

is that we should not forget that lifestyle and the level of economic 

development are relative terms. The costs of upgrading East European 

infrastructure will be borne because the populations of that region are 

determined to do so to raise their standard of living. In the same 

manner the U.S. or any other society created their infrastructures. 

The politicians and engineers of the economic transition in East- 

ern European countries will be judged by their contemporaries and future 

generations when they compare their standard of living with that of the 

past. They will judge the effectiveness of reforms by comparing the 

opportunities for improvement available under the new economic order 

with options open to them under the old system. Dynamically, the com- 

parisons will be made across countries. But even here the rate of 

growth or improvement in social welfare will be of more importance than 

the absolute levels of the standard of living. 

Unfortunately the free market forces with tremendous profit and 

personal enrichment opportunities have yet to be given an official, 

legal try in Poland not to mention other East European countries. So 

far, except for some isolated instances, Poland continues to be central- 

ly planned and managed. It is the government that sets the rules of the 

game, it is the government that promises brighter future as if it could 
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1 deliver the goods and services needed.” Unfortunately it is still the 

government that controls almost every walk of life. Market oriented 

reforms have yet to start, individuals have yet to feel that they are 

responsible for their workplaces, homes and local communities. 

I.2. The Ownership Issue: Who Owns Eastern Europe 

In most discussions over the privatization issue it is usually 

implicitly assumed that the State - the government - owns the socialized 

resources and can distribute them at will as was the case with the 

public sector in the West. This assumption is not only difficult to 

justify in the current political turmoil in the countries under consid- 

eration but it is impossible to support economically, as well. Also, it 

is difficult to understand how anybody with a bit of common sense could 

expect the citizens of Bulgaria, Czechoslovakia, Hungary, Poland, Ruma- 

nia, the Soviet Union and Yugoslavia to stand by and happily watch as 

1. In January 1991, the Ministry of Communications ordered that all cables carrying information be 

registered with postal service, i.e., Ministry of Communications. This included computer-to-printer 

cables. Although a number of amendments are already planned the idea of such a regulation itself is 

absurd in a free-market economy, where “everything is allowed unless clearly forbidden." Source: 

Donosy, BitNet Daily News Bulletin, January 14, 1991. In July 1991, Poland sent special police units 

to combat individual street peddlers. This despite tremendous popularity of the "peoples markets" 

among both sellers and buyers. Source: Donosy, BitNet News Bulletin, July 18, 1991. In a reform 

minded Soviet Union, Western companies are being granted almost absolute monopolies by the govern- 

ment. Although MacDonald's and Pizza Hut opened their fast food restaurants in downtown Moscow 

already some time ago, Soviet citizens are not allowed to compete as they continue to be barred from 

running even small private shops. Source: MacNeil/Lehrer Newshour, PBS July 19, 1991. 

2. It can be safely said that in the beginning of 1991 Poland’s economy was run by a single institu- 

tion, the Ministry of Finance. The finance minister had almost unlimited power to influence every 

area of the economy where money was involved. The Ministry of Finance in turn was responsible to the 

International Monetary Fund. 

3. For examples see: Only Half a Revolution in Poland by Anne Applebaum, The Wall Street Journal, 

June 6, 1990; Poland: Sale, Yawn, of the Century, Economist, vol. 316, No.7664 (July 21-27, 1990), 

p. 51; 
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few of their countrymen, often with a shadow past, take over the owner- 

ship titles of the country in the name of economic efficiency. This 

last comment becomes specifically valid as reforms in Eastern European 

countries are being accompanied by far reaching democratization of 

political life. 

I.3. The Extent of the Reforms: Free-Market or just Market Econo- 

R 

Some clarification and systematization is needed with respect to 

the definition of the market economy itself. This issue is particularly 

important in the case of Eastern European countries where the term 

market economy was used to describe any economic system involving trade, 

production in quantities exceeding the producer’s own needs, production 

for the purpose of exchange of goods and, therefore, specialization, 

i.e., an economic organization opposite to autarky. Such a definition 

still has a lot of sense in most East European countries. It is too 

often missed that markets for a number of products and services, taken 

for granted in Western industrialized nations, hardly exist in the East. 

The labor market, as it exists in the U.S. or West European coun- 

tries is little known in countries where school graduates used to get 

employed following advice or recommendation from a friend or a short 

notice placed in a school bulletin and were expected to stay on the same 

job until retirement. The classified sections in newspapers in Warsaw 

and other East European cities offered nothing but few low skill job 

openings. Wages and salaries were hardly ever negotiable on an individ- 

ual basis anywhere outside the very small private sector. At the same 

time managers of various corporations complained about labor shortages. 
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Renting a room or an apartment is in most instances next to impos- 

sible even for those willing to pay above average (already exorbitant) 

rents. Any significant labor mobility is totally curtailed. 

Currently, the term "market economy" is widely used to define a 

system were firms produce for the market as opposed to the previous 

situation where they produced to satisfy state orders of the central 

planner. In this new environment where production orders are expected 

to be coming from the market place it is still unclear what forces are 

to determine these signals. According to the announcement made by the 

Polish government, Poland completed its transition to a free market 

1 
economy in the middle of 1990.” At the same time, however, wages were 

basically frozen, at least in the state sector where such a freeze was 

enforceable; the nominal interest rates were strictly controlled by the 

state and the real rates continued to be negative; the rate of exchange 

1. "The government June 5th, 1990, listed the achievements of economic reform since its implementa- 

tion: 90 percent of Poland’s prices were being determined by supply and demand, that 30,000 private 

companies had been started in 1990, that the national budget was in balance, that the zloty had been 

stabilized and that monthly inflation had been cut to 4 percent in May from 78 percent in January." 

Source: Facts on File, vol. 50, No. 2590 (July 13, 1990), p. 518. It is doubtful if these "90% of 

prices determined by supply and demand" included Labor. 

2. Interestingly, interest rates were raised December 1, 1990 to counter the reemerging inflation. 

At that point, with economic recession well in place, the Director of the Polish Savings Bank argued 

that the real interests on deposits must be positive. There was no mention where the PKO Bank in- 

tended to earn returns to pay depositors. It appeared that the decision raising interest rates on 

deposits and loans was made administratively just because real interest rates should be positive, no 

matter what the state of the economy. Also, the highest rates were paid on 3-year deposits, 62 

percent per annum. (Source: Donosy, BitNet Daily News Bulletin, November 30, 1990). Naturally such a 

high return on bank deposits must give a lot of reasons to expect that the current tight monetary 

squeeze will not be successful in the next 3-years. It cannot be successful due to the level of 

interest rates in the first place. At maturity, in 1993, the PKO Bank (State owned bank) will be 

required to pay off its depositors 4.25 times their original deposits. Should inflation be lowered 

in 1991-92 we should expect it reinvigorate when current deposits mature. Few observers in Poland 

seem to noticed the phenomenon of the reversed yield curve where short term deposits pay higher 
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of the Polish zloty with relation to the U.S. dollar was fixed and un- 

changed despite the fact that domestic inflation continued to run at a 

1 In this "free market economy" the rate of 3-5 percent per months. 

minister responsible for oil supplies did not "feel like" rising gaso- 

line prices on the domestic market, even though world oil prices doubled 

after Iraq’s invasion of Kuwait. The Polish tax system known for its 

distorting impact on prices, and therefore, on the allocation of re- 

sources, remained unchanged. In the last months of the 1990 the state 

bureaucrats determined prices for companies undergoing privatization, 

and vowed to force Western investors to buy profitable "Orbis" company 

hotels together with those losing money. 

Of course, prices were raised to "equilibrium" levels, whatever 

this term means in an economy where markets for many products barely 

exist. Hundreds of thousands of business ventures sprang up, or maybe 

rather surfaced from the previously underground black market sector. 

Most of these ventures, as should have been expected, were in distribu- 

tion.? 

At the same time, however, to survive in this new world of "free 

.. Continued... 

interest rates than long ones. The most recent instance on record of the reversed yield curve was 

engineered by the Federal Reserve in the early 1989 to fend off short term inflationary pressures in 

the United States. 

1. At the same time Poland tried to attract foreign investors. It may be quite reasonable to expect 

that potential investors were weiting for exchange rate adjustment, devaluation, that would lower 

the foreign cost of potential capital acquisitions. 

2. Such an increase was considered politically explosive and run against the inflation rate targets 

set by the government. 

3. In the first 8 months of 1990 Poland suffered a net decline in the number of private firms in 

manufacturing and service industries increased. See: Statystyka Polski, (Statistics of Poland) no. 

11 (18), in Rzeczpospolita (Polish daily government newspaper), September 28, 1990. 
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competition" Polish farmers began asking or, more precisely, demanding 

(quite successfully) the reintroduction of the state guaranteed prices 

and protection from imports.? In the early 1991 Poland did introduce 

special protective tariffs on imports of food products. Similar demands 

for protection from competition may soon be voiced by street peddlers as 

they see competition coming to their home streets.” At the same time a 

government agency responsible for enforcing anti-trust laws (laws almost 

none-existent in the first place) ordered a major Polish car manufactur- 

er to lower car prices. In the early 1991, the government, to defend 

state car producer raised protective tariffs on imported cars and banned 

import of cars older than 10 years altogether. The government again: 

knew better what cars should people buy. Once again the government 

bureaucratic apparatus made itself responsible for determining consump- 

tion patterns of the society. 

The above presented facts show that market-oriented reforms are 

neither tantamount to free-market reforms, nor to internationally open 

market reforms. Although producers may now respond to signals from the 

market (as opposed to state orders), as long as there are distortions in 

the market, the signals will be distorted as well. The final allocation 

of resources in the economy may be far from optimal and the general 

economic performance of the country, measured in increasing consumption 

and welfare, may compare badly even with the discredited central plan- 

1. See: Poland Reintroduces Subs‘dies As West’s Aid Stokes Food Glut, The Wall Street Journal, Sep- 

tember 25, 1990, p. A19. 

  

2. This is not to say that farmers’ demands for protection are unjustified. What is at issue is 

whether such a protection is a part of a well defined, short- or medium-term economic policy or an 

emergency measure that will set a precedence and proliferate to all other branches of the economy 

and will become a permanent feature of the new economic system. So far there are no signs that a 

sound agricultural policy is in place. For more on the economic environment in agriculture see 

footnote on page 202. 
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ning. 

Most of the advisers to the East European governments at least 

initially tended to condition the success of reforms upon a very unmar- 

ket-like behavior on the part of Western businessmen, bankers in partic- 

ular, Western governments, constrained by their electorates in making 

decisions on potential financial assistance. Western economies function 

in a market environment that is essentially free of government interven- 

tion and agents in these countries cannot be forced to behave the way 

economic agents in centrally planned economies used to act in the past.2 

Specifically, there is little reason why private banks should suddenly 

give up their claims to the outstanding debts of Eastern European coun- 

tries, or why the U.S. and West European taxpayers should bail out 

Poland and its neighbors just because they changed governments or intend 

2 to be more friendly.“ Banks seem to share this view. Therefore, the 

economists and politicians drafting reforms in Eastern Europe should not 

were reoernen nee eenrenenas 

1. This is not to say that free markets prevail in any of the Western democracies. Restrictions to 

the freedom of trade, however, come from the business sector itself with the government concerned 

more with broad regulation and standard setting and not direct ordering what businesses ought to do 

in any given state of nature. 

2. Gorbachev as Portfolio Manager, Investment Vision, Jan-Feb. 1990. Also see: Helping the East 

Without Busting the Budget, in Business Week, October 2, 1989, p. 44. 
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be surprised by the bankers’ behavior.? They should not expect charita- 

ble contributions from the Western business community and, even more 

important, they should not condition the success of reforms on such 

contributions.“ Debt reductions, new investment, and meaningful techni- 

cal assistance ought to be sought after, but endeavors towards acquiring 

such a help should not substitute for genuine reforms that would gener- 

ate internal growth and capital accumulation. 

It is also somewhat unlikely that Western governments could be 

sincerely interested in the success of reforms. Such success would 

create additional economic competition and require painful adjustments 

and restructuring of domestic economies in the West as the world trade 

flows are altered. Political implications of any economic miracle in 

the formerly centrally planned economies would be enormous. The most 

threatening of all would be an inescapable shift of political power 

towards the Soviet Union. No wonder then that U.S. investors could find 

the following comment in January-February issue of Investment Vision 

publication of The Fidelity Group, one of the largest investment groups 

eee ee err nm eereewr eer eene 

1. Mr. Volker Burghagen, Head of International Operations for Frankfurt based Dresdner Bank made it 

clear when he said “Eastern Europe’s greatest relief from external debt and the greatest boost to 

economic growth will come not from imported capital and/or debt reductions, but from exports as 

those countries adapt to the European Community’s growing market opportunities." In Capital is Shy 

Animal, by Peter C. Du Bois, Barron’s, April 10, 1990. 

For attitudes of the banking sector towards debt forgiveness see also: Banks Reluctant to Bail 

Out, by Michael R. Sesit, The Wall Street Journal, June 27, 1990; Bankers are in No Hurry to Finance 

East Europe by George Mellon, The Wall Street Journal, February 20, 1990. 

2. It is difficult to understand how a prominent U.S. economist advising the new Polish government 

could forget the principles of free market he preaches and expect Western managers to voluntarily 

trade their cozy positions in the West for uncertain positions in Poland accompanied by a huge 

salary cut and a good chance of becoming homeless at their new employment in Poland. See: Jeffrey 

Sachs, Executives for Poland!, The Wall Street Journal, March 21, 1990. A common complaint voiced by 

the officials from Eastern Europe is that their countries lack skilled professionals to carry out 

reforms. Why domestically born and underpaid professionals should engage in reforms as government 

employees and advisers is hardly ever explained. To my best knowledge Polish government has not been 

involved in any major recruiting effort among its own nationals currently graduating in the West. 
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in the U.S.: 

"One more thing. If by some remote chance, our help were to enable the Soviet 

Union to become economically successful, we might then face a competitor more 

formidable than the one we have wrestled with for the past four decades. Seen in 

this Light, the reluctance of the Bush administration to give more than a token 

support to Gorbachev's economic program is easy to understand." 

Obviously, the Western private sector would in general realize 

hefty benefits from economic success in the Eastern Europe. Also, the 

private sector repeatedly proved to be more efficient in supplying goods 

and services than the state sector. The people of Eastern European 

countries would benefit much more by gaining direct access to Western 

private companies than to government sponsored charitable exchanges at 

taxpayers expense. Western capital could not find a better place than 

Eastern European countries with their excellent trained labor. The 

problem, however, is that to encourage capital flows reforms and priva- 

tization in particular must be credible, i.e. the majority of the 

current and future generations must be satisfied and convinced that the 

privatization arrangement chosen was the best available. Unfortunately, 

current privatization schemes lack credibility and individual property 

sales are being reversed on a daily basis. 

It is already becoming obvious that only sound and long-term 

credible reforms can bring in any meaningful quantities of foreign 

capital and expertise. Efforts currently aimed at political maneuvering 

to obtain credit relief and government sponsored, politically motivated 

economic assistance might be much better spent on designing and carrying 

out economic reforms that will prepare the ground for future massive 

1. Gorbachev as Portfolio Manager, Investment Vision, Jan-Feb. 1990, p. 10. 
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foreign private investment.? The reforms designed to attract foreign 

capital may involve much more popular economic measures as well. To 

mention just one, it is a commonly known fact that East European infra- 

structure, roads, communications networks, are in an unacceptable state 

for any potential foreign investor. In addition, the housing market, a 

precondition for any labor mobility - both domestic and international - 

does not exist in any of the East European countries. Housing shortages 

are so acute in all of these countries that they threaten the political 

stability and viability of the newly elected democratic governments in 

these countries. At the same time the prescriptions for economic stabi- 

lizations in the formerly centrally planned economies predictably engi- 

neer severe recessions in both housing construction and infrastructure 

construction. It is doubtful whether foreign sponsored assistance can 

substantially alleviate these problems. It is a well known fact that 

capital intensive investments in infrastructure that offer large exter- 

1. For an excellent analysis of the long-term cost of short-term gains from default on foreign debt 

see: Barro, Robert (1991) If Moscow Would Only Honor Its Debts, The Wall Street Journal, June 12, p. 

A14. Barro comments: "Take the case of Poland as an example. It seems unlikely that the benefit from 

the reduction in international debt (accomplished partly by getting foreign governments to convert 

loans to gifts) is worth the chilling effect on potential foreign lenders and direct investors. ... 

Unfortunately, however, these leaders [of Poland or the Soviet Union] have spent too much time 

contemplating the short-term joys of default." Similar warnings on the negative effect debt forgive- 

ness may have on Western capital flows to Eastern Europe were expressed by a number of other influ- 

ential politicians and businesspeople. See: Japan Warns It may Limit Loans to Poland, The watl 

Street Journal, April 17, 1991, p. A10; The Outlook: Debt Relief Endangers Third World Prospects, 

The Wall Street Journal, May 6, 1991, p. Al. Contrary to expectations expressed by Polish officials 

negotiating debt forgiveness and their Western government counterparts who granted them Western 

private sector is far from eager to return to Eastern Europe. See: "Western Bankers Desert Eastern 

Europe Despite Steps to capitalism, OECD Finds," The Wall Street Journal, February, 1991, p. A&. The 

main problem with debt forgiveness seems to be that East European governments erroneously assumed 

that support of Western governments for democratization is directly translatable into private dona- 

tions. Also, Limited debt write-offs threatened the integrity of the world financial system. Would 

East Europeans like to see the collapse of international lending, especially lending from the rich 

industrialized countries to the underdeveloped world? Certainly not. After all, the debts now for- 

given could not be paid in the first place. The write-off was expected to bring in new capital into 

these countries. 
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nalities are in most countries sponsored by the state and can hardly be 

expected to be provided by the foreign investor wishing to open opera- 

tions in any of the East European countries.? 

I.5. The Labor Factor: The Forgotten Asset 
    

There is also very little reason to expect labor to work harder 

than before just because communism was abolished. The workers of East- 

ern Europe could not care less about who restricted their wages. Wheth- 

er it was the communist central planner or the post-communist finance 

minister. The response to prohibitive taxes on "excess-wages" could be 

only one: withdrawal of labor effort. The Polish finance ministry in 

pursuit of an optimal demand management tool and balanced budgets forgot 

again, as did the central planners of the past, that only labor and the 

human factor can get Poland out of the current economic crises. Unfor-~ 

tunately, the new central planners missed the textbook lesson on house~ 

hold utility maximization. To the rationing of labor income households 

respond by maximizing leisure. The power of labor unions and the new 

political environment made this forced substitution of leisure for 

consumption even easier. The new planners continue the tradition of the 

past. They try to focus economic development on the supply of capital, 

foreign capital in particular, and ignore the role of labor. The reason 

for this attitude is easily explained. As the planners of the past this 

1. American towns wishing to attract companies start with creating industrial parks. The State of 

South Carolina spent $9.3 million on land purchases, aid to infrastructure development and develop- 

ment costs, and obliged itself to provide up to $20 million as a loan to the Savannah Village Au- 

thority from the Insurance Reserve Fund to finance the development of public roads, water and sewer 

infrastructure serving Savannah Lakes Village. Then entered the private sector (Cooper Communities, 

Inc.) to further develop the Savannah Lake region. See: 1989 Status Report. Savannah Lakes Village 

Project, prepared by Savannah Valley Authority of South Carolina, January 1990. 
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new generation of planners also sees the ease with which lifeless capi- 

tal can be controlled, moved between industries and factories, and 

relied on. The behavior of labor is very unpredictable. Also, to in- 

crease labor productivity the center would have to free wages and this 

would threaten the already fragile consumption goods market. The plan- 

ners fail to notice that increased earnings could be channeled to pri- 

vate investment and capital accumulation. The Eastern European finan- 

cial markets are not yet developed and the planners, unexperienced with 

their functioning and afraid of private initiative try to postpone their 

emergence as long as possible.? 

The idea that the officially socialized property ought to be 

privatized dominates all reform programs. At the same time, privatiza- 

tion should be expected to be the most difficult, if not impossible task 

facing Eastern European countries. If mismanaged, the privatization 

process, currently at the core of the reforms, may undermine, derail, or 

even reverse political and economic transformations, currently under 

way. 

This paper attempts to contribute to the issue of privatization. 

The shape of the future market economies in Eastern Europe will be 

1. Probably more as a matter of prestige all Eastern European nations try to establish their own 

stock markets. Traditionally stock markets were used to facilitate the meeting of savers and entre- 

preneurs-borrowers. There is little doubt that individuals in Poland have many entrepreneurial ideas 

but Lack funds. It would be only natural to expect the state to open a big bazaar-style facility 

where venture capitalist could raise funds from eager, risk taking investors. The state’s role could 

be Limited to checking the identity of the participant and setting some basic standards of conduct- 

ing transactions. Yet, Eastern European stock exchanges are little more than casinos for the select- 

ed, rich public and the arm of the state revenue services and treasury. In a country suffering from 

the lack of capital the state regularly auctions off socialized, already existing companies, to 

raise cash to finance budget deficits. In the process any existing potentially investable funds in 

the private sector are drained away. 
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determined more by the outcome of the privatization legislation, and the 

way national assets are distributed, than by any other legislation or 

government decree. Also, the right, credible, and long term solution in 

the area of privatization may prove to be the only way to induce foreign 

assistance. Western businesses must find involvement in Eastern Europe 

beneficial and not exceptionally risky before they make long-term in- 

vestment commitments. 

In section I of this chapter I comment on some of the most crucial 

issues related to reforms in the formerly centrally planned economies. 

In chapter II the stabilization policies launched in Poland in 1990 are 

analyzed. Chapter III is dedicated to the critique of the well publi- 

cized "privatization by sale" programs under discussion and implementa- 

tion in some of the East European countries. In chapter IV I outline an 

alternative strategy for reform with privatization at its core. 

It is becoming more and more obvious that to succeed reforms in 

Eastern European countries cannot divorce stabilization policies from 

privatization. It is very desirable from the economic, social and, 

therefore, political point of view that the necessary stabilization 

1. I would like to thank here Dr. Y. Ioannides and Or. N. Tideman for stressing this point in my 

paper. If privatization efforts are not credible and future reversal of decisions on the distribu- 

tion of assets is expected (for example after social turmoil leading to a change in government) we 

should not expect foreign capital to make any long term commitments in Eastern Europe. Broad based, 

socially acceptable privatization involving all strata of the society would be most credible as it 

makes government sponsored expropriation favoring groups deprived of capital ownership least likely. 

Internationalization of capital ownership may in the future be the strongest disincentive for na- 

tionalizations within one country. Therefore, Eastern European governments to gain credibility 

should not oppose their nationals to own foreign financial instruments. Eastern Europe should offer 

attractive enough returns to capital to induce domestic saving and domestic investment. Fear of 

potential government expropriations may lead to massive capital flights to foreign “safe-heavens," 

as was the case with Latin American capital. (See: Mexico’s Capital Flight Still Wracks Economy, 

Despite the Brady Plan. In a Nation Starved for Cash the Rich Buy Condos, Art in U.S. to Shelter 

Money, in The Wall Street Journal, September 25, 1990, p. A1) 
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programs lead the economy directly to a new, long term, best attainable 

equilibrium growth path. The currently implemented stabilization pro- 

grams oriented solely at demand management have one major flaw: Ina 

very predictable way they relieve the economy of inflationary pressure 

but at a tremendous cost in reduced output and income. Such stabiliza- 

tions can hardly be politically acceptable in any democratic society. 

There is also little economic justification for implementing programs 

that suppress economic activity and shift excessive power to the govern- 

ment implementing the program. 

II. Current Reforms: The Polish Stabilization of 1990 

The current wave of reforms in Poland was introduced on August l, 

1989, when the outgoing government of M. Rakowski freed agricultural 

prices. As a result of this move food prices shot upwards, but it was 

not until the beginning of 1990 when market equilibrium was reached. 

Before the end of 1989 the rate of inflation reached 600 percent for 

that year, with inflation running at a rate of over 1000 percent per 

1 The economy was on the edge of annum in the last months of that year. 

total breakdown as price increases were quickly followed by wage hikes. 

In the last months of 1989 Polish households were flushed with money 

paid in compensations for rising prices of basic staples. 

1. The monthly rates of inflation in the last six months of 1989 were as follows: 9.5% in July, 

39.5% in August, 34.4% in September, 54.8% in October, 22.4% in November, 17.7% in December. During 

the same monthly intervals the real wages changed as following: -4.1%, +45.2%, -24.5%, -18.2%, 

+1.9%, +25.6%. The real wage figures are misleading, however, as goods were often not available at 

the official price level. For more see: David Lipton and Jeffrey Sachs, Creating a Market Economy in 

Eastern Europe: The Case of Poland, Brookings Papers on Economic Activity, No. 1, 1990, pp. 110. 
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II.1. Objectives and Instruments 

On January 1, 1990, Poland was the first East European country to 

free most prices, with the notable exceptions of energy, utilities, 

public transport, and housing rents, and to open its home market to 

world prices as the Polish currency (zloty) became convertible into 

Western hard currencies. The central bank devalued the Polish zloty and 

pledged to support the new exchange rate at 9500 zlotys to one U.S. 

dollar.+ The International Monetary Fund provided the necessary re- 

serves of hard currencies.“ 

The government’s prime objective was to stabilize the economy 

suffering from a runaway inflation. The secondary objective was to 

prepare the economy for privatization. The Polish administration with 

the finance ministry in the spotlight chose to arrest inflation by 

applying a mix of fiscal restraint, tight monetary policy, and wage 

controls. Eventually, this last instrument - wage controls - played the 

1. "On January 1 the official exchange rate was depreciated from 6,500 zlotys per dollar to 9,500 

zlotys per dollar, and currency convertibility was established." However, "the official foreign 

exchange is not provided freely for capital account transactions. ... Accordingly, under the present 

system households are free to make foreign exchange transactions in the parallel market, but enter- 

prises are prohibited from doing so, nor are they permitted to increase their holdings of foreign 

currency deposits." in D. Lipton & J. Sachs Creating a Market Economy in Eastern Europe: The Case of 

Poland, Brookings papers on Economic Activity, No. 1, 1990, p. 113. Also, see: State-Owned Enter- 

prises in Poland: Taxation, Subsidization, and Competition Policies, by Mark E. Schaffer, European 

Economy, No. 43 (March 1990), p. 192. 

2. See: Poland Signs $710 million IMF Accord, Paving the Way for Billions More in Aid, The Wall 

Street Journal, December 26, 1989; Also for more on the reforms launched in 1990 see: Poland Intro- 

duces Bold and Wide-Ranging Economic Reforms, IMF Survey, February 19, 1990; D. Lipton & J. Sachs, 

Creating a Market Economy in Eastern Europe: The Case of Poland, Brookings Papers on Economic Activ- 

ity, No. 1, 1990, pp. 118-119. 
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1 dominant role. The monetary and fiscal instruments were applied more 

to support the wage restraints than as independent policy tools. 

The Solidarity government abandoned full indexation of wages. 

3 Incomes were allowed to grow, but well below the inflation rate.~ The 

central government abandoned price controls and eliminated subsidies to 

food products. The central government’s budget deficit, burdened with 

subsidies to foodstuffs in the past, could be trimmed down considerably 

and was eventually balanced. * The revenue side of the budget was not 

affected, at least not immediately. Tax revenues in Poland, as in most 

other centrally planned economies, have been generated, to a considera- 

ble extent, through income taxes imposed on the public sector and turn- 

1. “The Warsaw government is controlling wages under the mistaken notion that higher pay fuels 

inflation. But what incentive is there for risk-taking if you are severely taxed for paying your 

people higher-than-bureaucratically-decreed wages. Such a restrictions and regulations get in the 

way of the adjustment to a market economy. They encourage rigidity, not flexibility" wrote M.S. 

Forbes Jr., Deputy Editor-in-Chief in the February 5, 1990 (p. 27) issue of Forbes. In the same 

issue Sir Alan Walters blastec :he wage freeze saying "It means no private entrepreneur can go in 

and say, okay, I want you realiy to work for me, not like this work simulation you’ve done for that 

bloody state enterprise, and I‘\l give you $200 a month. Well, if the workers were getting $40 a 

month before-bang" (p. 48). 

2. This is not to say that Polish reformers purposefully shied away from using monetary policy 

tools. In a centrally planned economy such tools were simply hardly available. 

3. "Upon the expiration of the wage indexation law at the end of 1989, a wage norm was established 

that allowed wage bills to rise by 30 percent of the increase in retail prices in January, and 20 

percent thereafter. Increases in the wage bil! above this norm were subjected to tax rates of 200 

percent and more for larger increases." in David Lipton and Jeffrey Sachs, Creating a Market Economy 

in Eastern Europe: The Case of Poland, Brookings Papers on Economic Activity, No. 1, 1990, p. 115. 

Also, on the issue of wages in the stabilization program see: Poland Introduces Bold Economic and 

Wide-Ranging Economic Reforms, IMF Survey, February 19, 1990, p. 58-59; D.M. Nuti, Internal and 

International Aspects of Monetary Disequilibrium, European Economy, No. 43 (March 1990), pp. 169- 

182. 

In the August-December, 1990, period "wages will be allowed to increase by a factor of 0.6 of 

prices growth." Poland: Country Report, No. 3, 1990, The Economist Intelligence Unit, p. 8. 

4. For an excellent and up to date analysis of the Polish state budget situation preceding the 1990 

reform see: S. Gomulka, Reform and Budgetary Policies in Poland, 1989-90, European Economy, No. 43 

(March 1990), pp.127-137. 
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1 
over taxes on alcohol, tobacco products, and gasoline.~ The role of the 

private sector, including private agriculture, was marginal in terms of 

total revenues. The tax revenues from that sector provided only 6.5 

2 There was no need to worry that even a percent of total revenues. 

substantial financial squeeze on the private sector might adversely 

affect revenues. On the contrary, the private sector was expected to 

thrive, especially in a favorable tax environment created for it. The 

domestic policies toward the Polish private sector were both politically 

and economically motivated. They involved generally favorable tax rules 

and lax tax enforcement. In addition to that any tax compliance was 

bound to be low in an environment of collapsing law enforcement in 

general. 

On the expenditure side of the central budget considerable savings 

could be achieved as most subsidies to food and housing rents were ended 

and subsidies to enterprises were slashed or eliminated.? 

With subsidies eliminated or significantly reduced and turnover 

taxes intact and imposed on commodities with no supply problems and with 

low price elasticity of demand, there was little question that freeing 

prices of goods in short supply and often subsidized must bring down any 

1. Turnover taxes accounted for 30.75 percent of all budget revenues in 1987. Among the most impor- 

tant sources of turnover taxes were alcohol and tobacco products, which provided 13.3 percent of 

total revenues in 1987, gasoline - 3.4 percent. Income taxes collected from enterprises, excluding 

taxes on wages and salaries, amounted to 33.28 percent of the total 1987 revenues. Source: Rocznik 

Statystyczny - 1988 (Polish Statistical Yearbook - 1988), p. 97. 

2. The domestic private entrepreneurial sector that includes production, services and trade (distri- 

bution) accounted for 196,297 million zlotys in tax payments to the central budget and provided 3.35 

percent of the total revenues in 1987. 

3. For more on the issue of reforms in the area of subsidies and taxes in Poland see: Mark E. Schaf- 

fer, State-Owned Enterprises in Poland: Taxation, Subsidization, and Competition Policies, European 

Economy, No. 43 (March 1990), pp. 183-201. 
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existing budget deficit.+ 

The deflationary fiscal policies aimed at balancing the state 

budget have been accompanied by a tight monetary squeeze. * Interest 

rates were raised, at least temporarily, above the expected inflation 

rate to discourage borrowing.* 

II.2. The Results: The Case Against Demand Management 

As expected, the mix of wage freeze, fiscal restraint and tight 

monetary policies produced fast and impressive results. In just few 

weeks the Polish economy abandoned the state of perennial shortages and 

became fully balanced in most important markets. This achievement, 

however, was accompanied by a decline in output of a size unwitnessed 

since the Great Depression of the 1930s. According to some rough esti- 

mates output fell by one-third from May 1989 to May 1990, real personal 

1. In 1987 all subsidies paid to population amounted to 2,527,208 million zlotys. Subsidies to goods 

and services sold to the population accounted for 1,690,929 million zlotys. Within this amount 

foodstuffs took 578,934 million zlotys. In the same year turnover tax collections from alcohol and 

tobacco products were 779,875 million zlotys, or 30.8 percent of all subsidies and 46.1 percent of 

subsidies paid to consumers, and 137.4 percent worth of direct subsidies to foodstuffs. Source: 

Rocznik Statystyczny: 1988, op. cit. pp. 97, 99. 

2. For a well presented summary of the actual stabilization plan as of January 1st, 1990 see: D.M. 

Nuti, Internal and International Aspects of Monetary Disequilibrium, European Economy, No. 43 (March 

1990) p. 180. 

3. “The basic rate for loans from NBP (National Bank of Poland) to the state commercial banks was, 

on a monthly basis, 36 percent in January, 20 percent in February, and 10 percent in March. These 

extraordinarily high monthly rates have exceeded the inflation rate by a large margin since mid- 

January and, in the light of fixed exchange rate parity, have given savers a large premium over 

returns on foreign currency assets." D.Lipton & Sachs, op. cit., p. 118. The tight monetary policy 

of the early 1990 was eased as "the annual interest rate was fixed from July to the year end at 34 

per cent, equivalent to a monthly rate of 2.5 per cent." Poland: Country Report, No. 3, 1990, The 

Economist Intelligence Unit, p. 9. At the same time inflation rate was rising again to levels above 

2.5-3 per cent and was expected to accelerate even more as energy prices were aligned to the current 

world levels. 
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incomes plummeted. + 

The final outcome of the stabilization program was easily predict- 

able and its results became soon clearly visible. The initial undervalu- 

ation of the Polish zloty with respect to the convertible currencies 

coupled with wage controls led to a quite impressive increase in exports 

to the West and the emergence of a significant trade surplus in the 

Polish trade with the Western market economies. On the other hand the 

whole stabilization program could not succeed in suppressing inflation. 

In fact, it can be claimed that in the longer term had Poland introduced 

the truly credible free market environment, the same policies could have 

hardly been sustainable. The commitment to the fixed exchange rate of 

the Polish zloty in relation to the U.S. dollar could hardly be credible 

in the situation where savings deposits denominated in domestic currency 

earned real returns (versus the dollar) 6 to 8 times the returns avail- 

able outside Poland. Had the reforms been credible a huge inflow of 

capital into Poland must have been expected. Such inflow would have 

eventually destabilized the exchange rate once Poland could not service 

2 the reverse flow, out of Poland.“ We should have expected a massive 

inflow of highly speculative capital trying to take advantage of the 

1. It should be pointed out that recession did not bring increased efficiency, at least not yet, 

since "while industrial output sold was some 30 per cent down in May 1990 over May 1989, energy 

consumption was only 12 per cent down and employment 7.1 per cent lower." In Poland: Country Report, 

No. 3, 1990, The Economist Intelligence Unit, p.8. 

2. Suppose a group of the U.S. money market mutual funds decided to take advantage of the Polish 

market and invested $2 billion on January 1, 1990. On January 1, 1991 the amount of foreign currency 

due to repayment, would have been 62 percent higher than the original investment. Such investment 

would essentially wipe out the whole line of credit extend to Poland by the International Monetary 

Fund. The economic benefits for Poland from such capital inflow would be very questionable. The 

proponents of fixing the Polish currency to the dollar would argue that my analysis is entirely out 

of context since: 1. Such flows could not materialize due to restrictions on convertibility; 2. The 

Polish finance ministry never expected anybody to use Polish banks as a place to make money. Should 

Polish citizens or foreign investors trust such reforms? 
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high domestic interest rates guaranteed with the government’s commitment 

to the exchange rates and backed with the International Monetary Fund’s 

credit line. The capital inflow did not materialize. It did not happen 

maybe because the whole stabilization was not credible to Western money 

managers, maybe because of high political risks that could not be com- 

pensated for by even sky-rocketing expected returns unadjusted for this 

risks, finally, maybe because such capital flows were seriously re- 

stricted administratively. The fact is that the total foreign invest- 

ment into Poland in 1990 was estimated at a minuscule $10 million.? 

At the same time the inflationary pressure persisted throughout 

1990 and the inflation rate markedly accelerated in the early 1991 when 

it was estimated at over 12 percent in the month of January alone, 

double the initial predictions.” In the beginning of 1991 it was becom- 

ing more and more obvious that the Polish stabilization package was 

faltering, especially that the evidence of rising social unrest and 

wage demands threatened the very fragile equilibrium achieved in the 

economy suffering from deep recession. The survival of the stabiliza~ 

tion program in its original shape depends to an ever larger extent now 

than any time before on the willingness of the IMF and Western govern- 

ments to support the fixed exchange rate of the Polish zloty, adminis- 

trative restrictions and possibly the willingness to bail out Poland by 

forgiving part of her debt. This was clearly evident in the early 

months of 1991 when the Polish government fought a losing battle to 

1. See: Poland: Forgive more Debt, by Blaine Harden, The Washington Post, January 24, 1991, p. E1. 

2. The GUS (The Main Statistical Office of Poland) announced that inflation in January 1991 was 12.7 

percent and was double of what was predicted. Quoted from the Donosy BitNet News Service, February 

18, 1991. 
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maintain wage controls, and offered little hope for trade liberalization 

anytime soon. It appeared the government intended to rather fall into 

“temporary; ad hoc protectionist measures than give up to the market 

forces.+ 

To explain what really happened in 1990 in Poland we have to 

realize the following simple macroeconomic textbook truth. The Polish 

society, as any society in the world, always tried to protect its as- 

sets. Traditionally, in Eastern European countries households used the 

following investment vehicles: commodities including gold and other 

precious metals, art products, durable goods, foreign currencies, and, 

on a limited scale determined by the law, real estate. The reform of 

1990 at least initially reduced the attractiveness of foreign currencies 

as defensive assets. Real estate, residential housing in particular, 

and durable consumer goods were what was left to absorb the excess 

purchasing power that appeared in the late 1990 and in the early 1991 

due to the surplus on the foreign trade account. Polish real estate 

prices, especially in the urban centers, were already often higher in 

nominal dollar values than similar properties in Washington, D.C., or 

Paris, France. It should not surprise anybody that the domestic prices 

for whatever consumer goods were left increased. Increasing interest 

rates may indeed lure some money away from the consumer goods markets 

but it only delays the collapse of the equilibrium and does not prevent 

it from happening. On the other hand, rising interest rates adversely 

affected the supply side of the economy, investment, housing construc- 

tion in particular. The total lack of financial assets representing 

1. Despite its earlier announcements Polish government introduced a broad range of import tariffs 

August 1, 1991, ending any speculation that Poland may try to liberalize trade any time soon. Such a 

move which shocked Polish business community was a clear response to the growing trade deficit. 

192



productive assets must be made responsible for the collapse of the 

stabilization. 

As 1991 approached the Polish foreign debt burden became the prime 

factor blamed for the failure of the Polish economy to attract any 

substantial foreign investments. It is very doubtful, however, whether 

even any significant agreement on debt forgiveness reached with the 

Western governments could change the minds of the Western business 

sector. Apart from obvious concerns related to the future safety of 

loans and investments, the unsustainable fixed exchange rate frightens 

foreign investors. Profits from any longer-term commitments may be 

wiped out when the time for massive currency devaluation arrives. 

Theoretically, we could expect something even worse to happen. The 

negotiated debt reduction may lead to a temporary appreciation of the 

Polish zloty. At the same time in a very strongly unionized economy, 

another reason for the lack of interest from prospective investors is 

that inflation would inevitably lead to wage increases accelerating the 

wage-price spiral. The economy may be derailed even further additional- 

ly scaring foreign investors. Of course the government may try to 

devalue the Polish zloty on a regular basis. The problem, nevertheless, 

would remain as long as domestic interest rates continue to be signifi- 

cantly higher than those offered by the outside world while the exchange 

rate is pegged. 

The real problem of the Polish and other Eastern European econo- 

mies is the almost total lack of saving instruments. The banking sav- 

ings accounts are discredited by losses to inflation. Investments in 

foreign currencies threaten the monetary systems and domestic tax bases. 

High domestic interest rates may attract money from as far away as the 

U.S. but only to a point where the exchange rate can be sustained 
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against the rising supply of the domestic currency. 

The above critique and comments on the current reforms are not 

intended to diminish the initial success of the reform. But it may turn 

out that the success is more psychological than real. The initial suc- 

cesses in limiting inflationary pressure, even if followed by the col- 

lapse of the current equilibrium, nevertheless opened the society to the 

discussion on economic concepts and introduced flexibility to the econo- 

my. Poles finally became accustomed to and seemed to accept variable 

prices and price differentials. They may start appreciating price equi- 

librium on the consumer goods market. The introduction of uncertainties 

with respect to employment, emerging securities markets and real estate, 

as well as forced unemployment will prove beneficial in the long run by 

1 changing social perception of job changing and some professions.” Much 

needed labor mobility will be added. The experience of the 1990 brought 

Polish society much closer to reality and therefore will enable it to 

cope with future challenges much more effectively than in the past. 

It must be admitted that the stabilization program that reduced 

output and incomes by a third and wiped out personal savings of the vast 

majority of the population cannot be called a success.“ The stores in 

weeester eer erwreeererece a 

1. So far unemployed were only social degenerates, people of dubious reputation. Buying low, selling 

high, so praised in the West not too long ago was called speculation in Poland and promised to the 

offender time behind bars. In the Soviet Union such a practices seem to be not only discouraged and 

penalized by the state but seem to lack social acceptance as well with all the visible negative 

economic results. 

2. Some authors challenge the Polish official statistics claiming that past real incomes were esti- 

mated using prices below the market equilibrium. Also, although output in the state sector declined 

the private sector is supposedly making up for these losses. I wonder why Polish farmers went on 

protesting if they lived in such a favorable environment? How was it possible that in the U.S. 

market economy, reduced subsidies to a University and layoffs associated with this reductions put a 

number of local businesses out of operation while in the Polish market system the reduced employment 

in some sectors was supposed to raise effective demand and support the small private sector? For 

more on “how successful" the Polish reforms are, and how "misleading" the official statistics are 
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Warsaw have been full for the first time since the Second World War, but 

weren’t they full in a number of the poorest countries of the world? A 

brief visit to the capitals in poorest countries quickly reveals the 

fallacy of judging the economic health of a nation by the appearance of 

the window displays.+ 

If reforms have not been a complete success it is because they 

lacked a general strategy and the timetable for changes was unrealisti- 

2 there could have hardly been any cally short, if there ever was one. 

sound strategy, not to mention the timetable for a transition as long 

the societies involved have had failed to agree on the desired shape of 

the post-reformed economy in the first place. 

In the remaining part of this paper I focus on the privatization 

of the state controlled property. 

-. Continued... 

see: Trail-Blazing Poles Now Begin Privatization by Therese Rapheal, The Wall Street Journal, July 

30, 1990. 

    

1. For an excellent and quite amusing discussion of the relationship between well supplied stores 

and the economic health of a country see: Cockburn, Alexander (1990) Cabbage-and-Kiwi School of 

Journalism Tackles the East Bloc, The Wall Street Journal, March 22, p. A15. 

2. In this respect some of the reforms should remind us the infamous reforms attempted under central 

planning. The most up to date such program is the well publicized "500 Day Plan" presented in the 

Soviet Union. This last program was hotly debated but very short on details especially iin such a 

sensitive area as privatization. (See: Shatalin Can Work if Privatization Comes First, by P.C. 

Roberts, The Wall Street Journal, September 20, 1990). 

The Treaty of Rome establishing the European Economic Community appears to be a good example of 

how to plan and transform economic systems. The democratization of political life, currently taking 

place in Eastern Europe, should make such a long term commitments credible. Once they become credi- 

ble economic agents could be expected to start thinking long term, the only feasible way of guaran- 

teeing capital accumulation, and socially productive entrepreneurship. 
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III. Privatization by Sale of State Property: Critique 

As expected, the privatization of state controlled assets became 

the most controversial and politically sensitive issue in debates over 

the direction of reforms in the post-communist countries. The process 

of privatization, if mishandled, would inevitably threaten the political 

stability of the newly elected governments in Eastern European coun- 

tries. These new governments pushed for fast privatization for at least 

two reasons. First, it had been generally believed that any reform 

short of privatization would not be credible and, therefore, would be 

reversible. Second, privatization has been considered the precondition 

for success and irreversibility of the sociopolitical revolutions taking 

place in these countries. Privatization would shift the economic power 

from the central state bureaucrats to the new class of property owners 

who should be interested in the best possible utilization of the proper- 

ty acquired. On the other hand the unavoidable wealth transfers associ- 

ated with privatization of the "socialized" property were very likely to 

cause social unrest and undermine the existing governments. 

Initially, the privatization drive appeared to be strongest in 

Poland. Currently, privatization seems to be endorsed by all Eastern 

European countries on the reform path. Privatization became a hot topic 

of discussions. Although the majority of the population agreed on the 

need to privatize the "socialized" assets, at least to some extent, few 

knew how to achieve this monumental task. 
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III.1. Privatization or Expropriation 

The first thought that comes to mind any time we think about 

transferring property between people or/and institutions is that it 

should be accomplished through a sale transaction. In this well known 

transaction a buyer accepts property rights in exchange for money (or 

goods/services in a barter transaction).? The idea that the state con- 

trolled property should be sold to the population has dominated public 

discussion in Poland and other Eastern European countries.“ The concept 

of massive privatization by sale was borrowed to a large extent from 

Great Britain where the central government disposed of previously na- 

tionalized property by public sales. 

There are, however, several enormous problems with this approach 

when applied to the "post-communist" countries. There are a number of 

reasons why such a sale can hardly be expected to succeed - in economic 

and political sense - in Eastern Europe, and attempts to make it work 

may undermine the reforms themselves. 

First, in a purely legal sense we expect the sellers to own what 

1. Property rights would include the right to use, dispose (trade), and derive income from privately 

owned assets. 

2. In the case of Poland a small number of companies has already been transformed into stock compa- 

nies with the State budget being the main stock holder. This purely legal move has been followed by 

public offering of shares. The results of this very limited sale are mixed and rather discouraging. 

As should have been expected, share ownership is too new to Poles to expect them to embrace stock 

purchases in the first place. There may be purely economic reason behind such a restraint as well. 

With the market as thin as it must be with just few companies on the market, shares are a very 

illiquid asset. Also, valuations determined by state bureaucrats may have very little to do with 

market value as they more often represent current book value than the discounted stream of future 

income of the company. In addition to that, with a given stock and flows of savings, the expecta- 

tions of wider scale sellouts in the future must depress expectations concerning the future appreci- 

ation of assets and, therefore, will adversely affect current demand, especially if deflationary 

polices are credible. 
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they are selling. Hence the transaction involving reciprocity from the 

buyers, i.e. payment, is legitimized by the fact that the seller-owner 

had to expand socially desirable effort to acquire the commodity in the 

first place.+ It is a well known and documented fact that the govern- 

ments in Eastern Europe had never owned the property they intend to 

sell. The central governments were appointed to administer (perform the 

function of a legal guardian, or trustee) and manage the "socialized" 

property in the name of the people. In this sense the state planners 

were just and only the portfolio managers of a single national mutual 

fund. The prospectus of the fund, a chapter in the constitution of each 

of the socialist countries, was available in every bookstore of every 

socialist country. This prospectus contained the fund’s objectives. 

Does the fact that the institutional manager of the fund failed to 

achieve the stated objectives of the fund, and there is little question 

about that, entitle it to sell assets to the constitutional "sharehold- 

ers"? It is doubtful. This question, unfortunately, is not asked by the 

supporters of privatization-by-sale. 

To convince the reader who owns the property in Eastern Europe let 

me use the following two numerical examples. 

Example 1. 

Let us think of Mr. John Doe who purchased $100 worth of shares in 

State Street Fund in 1945. In 1990, at retirement, Mr. Doe called his 

1. Theft usually requires effort, but this type of effort is socially undesirable, as it transfers 

wealth instead of creating it. For this reason theft is discouraged on economic grounds. See more on 

the economics approach to law in Richard Posner, Economic Analysis of Law, Little-Brown, 3rd ed., 

1986. 

2. See: chapter V.1. of part one of this dissertation for a detailed analysis of the economic objec- 

tives set in constitutions of the socialist countries. 
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fund and learnt that he needed to pay $24,464 ($100 plus accumulated 

dividends and capital gains at the average annual rate of return of 13%) 

for his shares to get them back. Of course, it is doubtful if the State 

Street fund could win any challenge in court. The $24,464 were clearly 

Mr. Doe’s property, and any demand for payment made by the fund would 

amount to an outright extortion. 

Example 2. 

In 1945, Mr. Doe joined a defined contribution retirement plan. 

He saved $100 a month with his employer’s pension fund. In 1990 he 

asked the pension fund to transfer the accumulated savings to his per- 

sonal accounts. The fund, in the spirit of the Eastern European priva- 

tization schemes, asked Mr. Doe to pay to the fund the equivalent of the 

accumulated capital, i.e., $3,130,298.50.+ Naturally, Mr. Doe had 

neither the intention nor the money to re-purchase his retirement nest 

egg. 

For all practical purposes the state in Eastern Europe performed 

the role of a mutual fund with citizens as its legal shareholders. The 

only difference was that their accounts were not separated and individu- 

al contributions cannot be precisely determined. But this should not 

mean that the State can simply seize assets. Rather, that we should try 

to determine or approximate somehow the true contributions and share- 

holders. 

Despite the legal and economic arguments given above, some may 

still argue that the state-sponsored sale of assets may be the best way 

of privatizing them. There are at least three arguments that are used 

in favor of the sale. In the first case, called here "imitate other ap- 

1. Again, assuming the average annual rate of return of 13 percent, the future value annuity factor 

over 45 years (540 months) would be (14.13/12) (14.13/12) 29? - 1]}/.13/12 = 31,302. 
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proach," the proponents of the sale claim that selling state assets is 

commonly used in other countries of the world and, therefore, this 

method of privatization should be used in Eastern Europe. In the second 

case, the advocates of privatization-by~sale argue that state assets 

remain the prime source of revenue for a cash strapped government. 

Finally some opt for the sale as they believe that such sale is the only 

available method of privatization. My task here will be to prove that 

all three arguments for sale are not only inadequate but simply wrong. + 

III.2 Approaches to Privatization-by-Sale 

III.2.1. The Imitate-Other Approach 

The advocates of imitating others in the privatization process 

argue that since Great Britain under Margaret Thatcher did privatize 

some state-held companies by selling them to the general public, the 

former communist countries have to proceed with privatization in the 

same manner. Especially, that these countries are tired of failed 

experiments with reforming the centrally planned economies on their own. 

This line of thinking misses one major and very crucial point. Namely, 

the way the British government acquired assets was totally different 

from the way Eastern European governments took control over their econo- 

mies. In Great Britain "nationalizations" amounted to government- 

1. When this paper was first written, in the spring of 1990, the advocates of privatization by a 

give-away were laughed at and compared to communists. One year later, the political and economic 

realities of Eastern European countries proved that give-away was indeed the only available method 

of privatization. Discussions on how to implement such a massive give-away continue. 

200



sponsored buy-outs with the use of the tax-payers money. 2 When it came 

to selling the previously nationalized property the revenues from such a 

sale could be paid back to population by either a tax reduction or 

increased subsidized services to the population. In this case, the 

government, as any corporation, truly owned assets after buying them 

with its "shareholders’" (a nice name for a taxpayers) money, and then 

paid back after the disposition of assets was completed. ” In addition, 

the scope of the whole transaction was marginal compared to the value of 

all privately held assets in Great Britain. 

In Poland and other East European countries, the "socialized" 

property was never state-owned, neither legally nor economically. It 

was nationalized after the Second World War mostly without compensation 

to its former owners, or with symbolic compensation and declared "social 

property."? The government with its institutions took the responsibility 

for running and enlarging what essentially belonged to the population as 

a whole. The population maintained its claim to the income from the 

"socialized assets’ The national, state-run retirement system was basi- 

Cally funded from the "social surplus’ So were medical care, education 

and a vast: number of other publicly provided, often unpriced, goods and 

1. The government might have used inflationary financing (money printing) to purchase assets from 

the private sector. At first glance this may seem like expropriation. However, the recipients of the 

newly created (printed) funds could simply save them on interest earning accounts and Later use them 

to repurchase assets during re-privatization. 

2. In a previously presented scenario involving mutual fund the British government could have pur- 

chased corporate shares from the mutual fund and the fund’s shareholders received compensation in 

exchange. Later the fund’s management would simply repurchased these shares from the government 

using its shareholders money. 

3. For detailed presentation of the nationalization process in Poland after the World War II see: 

Alton, Thad P. (1955) Polish Postwar Economy, Columbia University Press, New York, especially pp. 

51-54. 
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services. The implications of this arrangement for today’s decisions on 

privatization are numerous and tremendous. 

To prove the above claim let me refer to statistical data. A 

brief analysis of the national income statistics in a country with the 

capitalist system reveals that personal income comes mainly from three 

sources: labor income (wages and salaries), government transfers, and 

capital income (interest, dividends, rents, royalties from patents that 

are the result of past labor).? 

In East European countries the source of personal income for the 

wide majority of the population was limited to the first two of the 

above categories. Direct capital income was basically eliminated ina 

system were individual ownership of productive capital, or simply, what 

was called "capital" in the Marxist terminology, was banned or strongly 

discouraged.” 

1. In 1989, the US Personal Income was equal to $4,428.7 billion, with wages, salaries and other 

labor income contributing $2,837 billion, or 64.06 percent to this value. Where did the remaining 

income come from? Wages and salaries were followed by the interest income of $657.8 billion with 

transfer payments in the third place and equal to $632.1 billion. Other forms of non-labor income 

were the following: Proprietors’ income - $352.2 billion, personal dividend income - $112.4 and 

rental income of persons - $8.0 billion. Counted together non-labor income contributed consistently 

about 25 percent of the total personal income for decades. Source: Economic Report of the President, 

1990, United States Government Printing Office, Washington, D.C., pp. 322-323. Similar income struc- 

ture involving capital income was present in other capitalist countries. For more details see: Table 

1 in this dissertation. 

2. Interest income - generated mainly by savings accounts held in state banks - accounted for 2.1 

percent of the total disposable income in Poland in 1987. For a detailed distribution of personal 

disposable income by its source see table 1 at the end of this paper. Some additional capital income 

was certainly generated in private agriculture, however it is doubtful if this sector suffering from 

under-capitalization and very low acreage per farm could make capitalists out of Polish farmers. 

82.4 percent of Polish farms had an area under 10 hectares (24.7 acres), 57.2 percent were under 5 

hectares (12.35 acre), and only 6.9 percent had more than 15 hectares (37.05 acres) - a far im- 

provement from 1970 when this number was 2.8 percent. To make things worse all farms, including the 

tiny ones, were often fragmented. 79.7 percent of farms with an area of 15 hectares or more were 

located on 3 and more isolated lots. An average large farm (15+ hectares) was located on 5.6 lots 

with an average area of 3.77 hectares (9.3 acres). It took 2.1 lots to make an average small farm 

(under 2 hectares) with an average area of 0.53 hectares (1.31 acre) per lot. Source: Rocznik 
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Capital income was present as part of national income and part of 

it was reaching the household sector through government transfers, the 

same way it reaches Western households. Some of that income benefited 

households through public investment in infrastructure, i.e. the same 

way Western households benefit from their tax contributions. Dividends, 

however, have never been paid out to households so they could be recy- 

cled back to the firms’ sector. They were saved and reinvested either 

directly by companies or channeled between firms or industries through 

the state budget as an intermediary. Households were not expected to 

participate directly in savings for the purpose of investment. Savings 

and investment decisions were made and executed on the government 

leve1.1 

What in a capitalist economy is achieved through financial markets 

with their institutions performing the role of intermediaries between 

savers and investors-entrepreneurs, in a socialist, centrally planned 

economy was accomplished directly on the government level. Households 

earned labor income that was earmarked for immediate and possibly future 

consumption. They were never expected to share, at least voluntarily, 

in the process of capital accumulation. The purpose of personal savings 

.. Continued... 

Statystyczny: 1988 (Polish Statistical Yearbook), op. cit., pp. 125, 267. 

For a very interesting analysis of the national income statistics in East European countries 

with an emphasis on household income and the distribution of the "surplus" jin the economy see: 

Krejci, Jaroslav (1982) National Income and Outlay in Czechoslovakia, Poland and Yugoslavia, St. 

Martin’s Press, and Becker, Abraham S. (1969) Soviet National Income 1958-1964, University of 

California Press. 

1. Referring to the mutual fund example we should treat a centrally planned economy as a growth fund 

where dividends were not paid by the companies held in the portfolio. However, economic growth would 

raise the share prices of the stocks held in the portfolio, or the net asset value of the fund, and 

therefore the shareholders of the fund would benefit as their investments grew even though they did 

not invest additional funds, i.e. they consumed all their current incomes. 
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was to purchase big-ticket items, such as cars, durable household goods 

(refrigerators, washers, etc.), contingencies, or well defined future 

consumption like vacations, family events.? 

Capital accumulation, on the financial side was generated by 

direct and indirect "taxes" imposed on profits of the productive sector 

in the economy. On the real side, direct allocation of output for in- 

vestment was the most common and effective form of providing resources 

for capital accumulation under central planning. Over the years, firms 

were given more freedom in determining their investment needs, but 

sources of financing were still limited solely to the state sector. 

Wages and salaries continued to be regulated to assure the equilibrium 

on the consumer goods market and the fulfillment of investment plans. 

Investments were made in the name of society and any increase in 

the value of assets was and should be considered social property purely 

managed by the government. 

Concluding, we should be very cautious before applying the solu- 

tions to privatization adopted by some Western capitalist countries to 

East Europe. 

III.2.2. The Government Needs Money Approach 

Some advocates of privatization-by-sale essentially acknowledges 

the social ownership of the state assets but assert that by selling 

assets to the general public, the central budget would generate revenue 

that can be distributed among members of the society in the form of tax 

1. Even housing was provided almost free of charge or at a nominal fee to the vast majority of 

population, making investment in fixed assets such as residential construction unnecessary for 

households. 

204



reductions and/or increased services provided free of charge. This 

argument would be very sound, if it were not for its failure to notice 

that economy cannot perform miracles by producing more than the resource 

and technological constraints allow. 

Let us assume that privatization was carried out by a massive 

auction. In a closed economy the demand for assets would be determined 

by the willingness and ability to pay on the part of the domestic popu- 

lation. Assuming that the first requirement was satisfied, i.e. there 

was willingness to acquire capital assets, the second condition may 

prove to be an insurmountable obstacle. In the case of Poland, the 

economic stabilization program that preceded such a potential wholesale 

distribution of state assets left the nation penniless for capital 

purchases, the economy in depression unwitnessed since the early 1930s, 

and with uncertain political situation. 

The first attempts to sell the "socialized" assets to the general 

public proved to be rather discouraging. The demand for the very few 

enterprises put on sale was small compared to expectations. This de- 

spite the fact that companies offered for sale were well known and had 

excellent reputation for economic efficiency and profitability.+ Howev- 

er, the “lack of interest" in privatization on the part of Polish na- 

tionals should come as no surprise to all students of the East European 

economies. In fact the officially declared indifference with respect to 

privatization is very well explained by almost any microeconomics text- 

weewmermem eee zewe eee rmone 

1. "When shares in a profitable import-export company were offered to the public ... only 20% were 

purchased. ... We have to remember that society has been pauperized, says Andrzej Bratkowski, a 

parliamentary Deputy. There is no money around to buy out the state. See: Poland: Living with Shock 

Therapy, Time, June 11, 1990 p. 31. Also, “privatization appears to have been scaled down. In the 

early 1990 there was talk of 100 major privatizations during the year but in July this was down to 

‘around 40 over the next twelve months,’ with 8 by the end of September." Poland: Country Report, 

No. 3, 1990, p. 9, The Economist Intelligence Unit. 
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book. The standard economic theory defines demand as the total quantity 

customers are willing and able to buy.? Therefore, governments in the 

countries under consideration should not be frustrated when confronted 

with low demand for capital assets. People in Poland, Czechoslovakia, 

Hungary and other East European countries, at least so far, may be very 

willing to become capitalists but they would not be able to do so if 

they were to purchase stocks. 

It is very doubtful that the fast growing private sector could 

counter the economic downfall as the limits on output would come from 

the demand side of the economy and would certainly affect the private 

sector. Examples of how the small, local-market-oriented private sector 

depends on the local employer abound, both in the West and the East. 

The sums involved in mass privatization would be enormous compared 

to the savings available. The total net worth of all Polish capital 

assets in the socialized sector was estimated at 22,637.0 billion zlotys 

in 1986, with industry accounting for 6,027.0 billion zlotys, transport 

- 6,566.0 billion zlotys, agriculture - 1,933.6 billion zlotys, con- 

struction industry - 511.8 billion zlotys; municipal nonmaterial serv- 

ices and municipal housing controlled 3,483.7 billion zlotys in net 

1. James L. Pappas and Mark Hirschey, Managerial Economics, The Dryden Press, 1990, p. 86. 

2. Only partial layoffs in major factories in some regions (like the Sanok bus plant in Sanok, Po- 

land) have already shut down a number of private businesses as income of the local population fell. 

In an economy where almost any labor movements between geographical regions and from the agricultur- 

al sector to urban areas have to be totally ruled out due to the severe shortages in housing, trou- 

ble in large industrial complexes would inevitably spell disaster to whole regions of the country. 

Housing shortages are probably the biggest obstacle to labor mobility and economic efficiency in all 

Eastern European countries. The recessions engineered for stabilization purposes are already ad- 

versely affecting the housing construction market, which hit its 26 year low level last year and 

dipped even more this year. See: Foreign Economic Trends, June 1990, (FET 90-65), p. 5; See also: 

GUS announcement on housing completions in the first eight months of 1990, Statystyka Polski (Polish 

Statistics), Rzeczpospolita, September 28, 1990, p. 1. 
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fixed capital assets.+ 

With the exception of agriculture where the private sector held 

assets worth 3813.7 billion zlotys or 66.86 percent of the total agri- 

cultural sector, the state-owned, socialized sector obviously dominated 

the national economy.” 

In the same year, 1986, the sum of all savings held in Polish 

banks was equal to 2,091.1 billion zlotys, or 55,656 zlotys per person. 

A substantial amount of these savings was targeted for purchases of 

4 Long term savings, at least specific big-ticket durable consumer goods. 

theoretically money appropriate to be considered as true savings that 

could be used to purchase income producing assets such as shares and 

long term corporate bonds accounted for 739,092 million zlotys or 35 

percent of the total value of private savings.” This last amount, if 

spent entirely on stock purchases in the process of privatization, were 

it carried away at that time, would suffice to pay for 8.2 percent of 

the book value of the Polish socialized industry, or 3.3 percent of all 

socialized assets. This number, although already very low, might still 

1. Source: Rocznik Statystyczny: 1988 (Polish Statistical Yearbook), op. cit., p. 188. 

2. The state socialized sector controlled 22,637.0 billion zlotys in fixed assets out of the total 

of 28,227.7 billion zlotys for the country, or 80.2 percent. 3,945.3 billion zlotys worth of fixed 

assets were held by private farmers and 1,507.9 billion zlotys accounted for housing and municipal 

(non-socialized) nonmaterial services. This leaves 137.5 billion zlotys in fixed assets for the 

private non-farm productive sector, or about 0.5 percent. Source: Rocznik Statystyczny: 1988 (Polish 

Statistical Yearbook), op. cit., p. 188. 

3. Source: Rocznik Statystyczny: 1988, op. cit. pp. 106 and XLVI. 

4. Savings for apartments and housing accounted for 163,323 million zlotys or 7.8 percent of all 

savings. Prepayments for cars were valued at 164,548 million zlotys, or 7.87 percent of the total. 

Source: Rocznik Statystyczny: 1988 (Polish Statistical Yearbook), op. cit. pp., 108-109. 

5. Source: Rocznik Statystyczny: 1988 (Polish Statistical Yearbook), op. cit., pp. 108-109, own 

computations. 
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be quite optimistic as it assumes that all privately held long-term bank 

deposits were used for stock purchases. 

The above estimates were made for 1986, the last year for which I 

had complete data. In 1990, the situation has changed dramatically. 

The stock of savings accumulated in the earlier years held in Polish 

banks lost much of its value due to sky-rocketing inflation in 1989 

followed by price reform started in the beginning of 1990. In the 

process, most of the zloty denominated private savings were wiped out. 

In the light of the above statistical data it is obvious that were 

the assets offered for sale at their estimated book value, there would 

be no effective demand for them. On the other hand there is little 

reason why the society should agree to sell assets at book value. To 

maximize future welfare payments to those who did not purchase any 

assets, some might try to estimate the market value of assets, i.e. use 

the discounted stream of expected future earnings to find the price of 

companies to be sold. Such arbitrary valuations based on estimates from 

nonexisting markets would generate prices as meaningless as book valua- 

tions based on past artificial prices from the era of central planning. 

Obviously, economic depression engineered before privatization may lower 

asset prices and make sales of capital easier to complete.? 

Obviously, the plan for a massive sellout can be effectively 

modified to alleviate the problem of poverty among the potential buyers. 

1. Book valuation has too often nothing to do with the market value of productive assets anyway. The 

price-to-book value ratio for the U.S. stock market varied from a low .5 at the end of the 1929-32 

bear market to a high 4.18 at the start of the Great Depression, in 1929. The variability of the P/B 

ratio declined substantially in the post-war period. See: If it Looks Like a Bear and Walks Like a 

Bear, Chances Are That the Bear Market Has Arrived, The Wall Street Journal, September 27, 1990, p. 

C1. Although assets in a depressed economy are usually valued less than during an economic boom it 

is a very doubtful argument in favor of engineering a recession before the socialized property is 

offered for sale or given away free. 
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Three solutions are offered here. 

One solution would call for the sellouts to the highest bidder, no 

matter what the book value is. Some may suggest that it really does not 

Matter what the initial price for the state property is. Economic effi- 

ciency just requires that this property be transferred to private hands 

for whatever people can pay for it. This theory could be quite workable 

on paper, but it is doubtful if such privatization could be carried out 

in any of the newly democratized societies of Eastern Europe. Attempts 

to privatize by giveaway to selected individuals - often members of the 

local old nomenklatura, or new establishment - led to public outrage and 

are currently under investigation. Individuals controlling high money 

balances were often suspected of being involved in illegal or semi-legal 

activities under the previous system. A substantial amount of wealth is 

concentrated in the hands of the Polish private sector that emerged and 

developed well before the current political changes took place. Any 

takeover of economic power by this sector, although it might prove 

beneficial, would almost certainly cause confrontation with the trade 

unions that demand ownership rights for their members as their contribu- 

tion to the existing stock was certainly much higher compared to the 

contribution of the small private sector. Moreover, had the massive 

auction of assets to the highest bidder been carried out, the proceeds 

from it would be too small to defend the argument behind such a sale in 

the first place. Income generated by auction would be too low to bene- 

fit the former owners of assets. 

We may try to mitigate the problem of the lack of money by offer- 

ing the prospective buyers long term loans. In the current economic 

environment, where there are almost no commercial banks in the countries 

under consideration, such a massive loan operation would have to be 
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arranged by the State, or at least guaranteed by the State. This idea 

would be almost flawless with, however, one difficulty. Specifically, 

it would require the establishment of a governmental agency responsible 

for screening applications and evaluating all potential bidders for 

their ability to utilize the assets purchased on credit. Once the right 

people were found we would have to guarantee that they were paying their 

debt to the society on time and, in addition, were able to pay taxes. 

Once we discovered that Mr. X or Mrs. Y failed in business, the state 

would have to step in and bail them out or try to find another buyer, 

again at the right price. The massive lending operation involved would 

create tremendous opportunities for fraudulent behavior. Fraudulent 

bankruptcies would flourish in countries where political chaos has 

already led to outbreak of all forms of crime.? The reader of this part 

should be already able to imagine all the bureaucratic institutions and 

procedures that would emerge in the course of such a "reform." 

1. I would Like to thank Dr. Jacques Cremer for pointing out to me the dangers of possible fraudu- 

lent bankruptcies in any massive lending operation carried out to finance privatization. On the 

subject of crime in Poland during transition see for example: Poland has Plenty of One Thing: 

Crooks, The Wall Street Journal, April 9, 1991, p. A18. 

2. Massive sale of assets to the population financed by a massive credit expansion for the purpose 

of financing the purchase was suggested in D.M. Nuti in Internal and International Aspects of mone- 

tary disequilibrium in Poland, European Economy, No. 43 (March 1990), p. 180. According to Nuti "Not 

only would this credit expansion ensure competitive and realistic pricing of State assets, but also 

it would get the population into debt thus creating a buffer against future possible monetary imbal- 

ances, which could then be cured by encouraging the earlier repayment of that debt." Unfortunately 

Professor Nuti missed four points. First the State has never been the owner of assets. Second, 

heavy debt burden on the society should be exactly what we should attempt to avoid if workers were 

ever to have incentives to work. Third, had the debt collection been retired, the economy would 

suffer from additional monetary contraction. In a dynamic setting, the economies of Eastern Europe 

would need liquidity to service the emerging capital markets and not monetary contraction accompa- 

nied by an unbearable debt imposed on the society by a repurchase transaction, in which owners buy 

their own property from a legal institution called the State. Four, the competitive and realistic 

pricing would be unattainable in a monopsonistic market with one seller and with prices determined 

by the quantity of money involved in the massive credit expansion. Such a sale could hardly be 

210



Bureaucracy aside, such a sale on credit, would put tremendous 

burden on the newly privatized corporations. Interest and principal 

payments may run high enough to discourage initiative. On the other 

side, the recipients of interest and principal would continue to be 

defined by the will of politicians and bureaucratic institutions dis- 

tributing budget expenditures. This would basically preserve the status 

quo from the era of central planning. 

The problem of valuations would be the most difficult issue facing 

any strategy incorporating the sale of assets on credit. Without well 

developed capital markets and the economy in a reasonably stable equi- 

librium we would not be able to obtain valuations on the market. Again, 

the book value type of valuations have little to do with expected re- 

turns and their biggest and possibly only advantage lays in the fact 

that they are quite easy to apply.? 

The third solution would require the opening of national economies 

to foreign investors. There are several arguments for doing so. But 

there are several arguments against such a solution as well. Political 

considerations dominate the latter ones. But there is more to it than 

politics. There is little economic justification for giving up capital 

assets in exchange for lump sum payment (or periodic installment pay- 

ments) unless we believe that foreign ownership would be beneficial ina 

-.-Continued... 

treated seriously in a world with rational expectations: the socially optimal policy in the face of 

massive insolvencies and defaults on credits would be for the State to forgive such a loans. But 

once it is realized what would stop anybody from bidding for assets? Bureaucratic screening process 

of potential buyers? Personally, I do not think we would like to see this happening. The process of 

systematic overbidding for properties is already quite common in Poland. As reported by the Polish 

Television News (afternoon edition) on December 6th, 1990, in Walbrzych the municipal authorities 

were fed up with bidders who after winning auctions immediately petitioned them to reduce the price. 

1. Easiness in application seemed to be the most important feature of central planning. Consequences 

are well known. 
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sense that the sum of benefits to the host country from foreign owner- 

ship plus returns to the capital received in the sale transaction would 

be higher than income generated by domestic ownership. This issue is 

not as simple as is often believed to be. If any investor, including 

foreign interest, wants to buy assets to manage them it means only that 

the potential new owners can operate the acquired capital efficiently 

enough to pay for them. If this is the case Poland and her neighbors 

should consider hiring foreign companies to run their domestic business- 

es and compensate them for this service while retaining the returns to 

capital. Arguments that foreign firms would operate only their own 

companies and that is way we should sell them instead of leasing, or 

renting, or signing management agreements can hardly be defendable, 

although in certain cases this may be true. 

Also, massive foreign capital ownership makes future government- 

led nationalization of foreign-owned assets much more likely. The risk 

of expropriation would be included in the purchase price in the first 

place. Added unnecessary political risk would be costly for any nation 

putting itself for sale to foreign interests. There is still no guaran- 

tee that the ownership transfer to foreign companies by itself would 

induce further capital infusion to the economies involved. 

I have to add that I am not totally opposed to foreign capital 

ownership. What I oppose is the strategy of privatization where the 

government bureaucrats get involved in making deals with foreign parties 

with an objective of maximizing social welfare. This would mark the 

return to central planning, and would be viewed this way by potential 

foreign investors with all the repercussions. In ten or so years East 

European governments may be back where they are now: Reneging on their 

financial commitments to the foreign taxpayers and private sector. If 
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we are ready to believe in individual rationality and a market system 

where individuals try to maximize their utility out of the resources in 

their possession, we should be ready to give individuals the property 

rights to the national economy and then allow them to engage in trade 

with anyone they wish, including foreign persons.?+ 

The problem of proper valuation would remain even if we opened the 

privatization to foreign investors. 

III.2.3. Privatization-by-Sale as the Only Available Choice 

The third argument provided in favor of selling the socialized 

property could be called a "solution by default." Advocates of this 

solution would call any massive sellout of public property a bad solu- 

tion. They argue, however, that there is very little choice to anything 

else. 

In light of all the arguments against privatization-by-sale pre- 

1. It appears to me that governments in East European countries are too concerned about the lack of 

economic judgment on the part of their populations and, therefore, try to continue making decisions 

in the "name of the society." The few, so far concluded transactions with foreign investors, Like 

Tungsram (Hungary)-G.E. raised enough suspicion to put on hold new deals in Hungary. Also, to under- 

stand the fears of foreign capital expressed by Poles we have to realize that "in prewar Poland 

foreign capital constituted on average 38.4 percent of the total capital of the Polish joint-stock 

companies." The experience with such a well rooted foreign ownership was mixed and, in some cases, 

led the government to limit foreign investment and even lower it. Source: Wellisz, Leopold (1938) 

Foreign Capital in Poland, George Allen and Unwin Ltd., London. 

In the U.S. it was a prestigious business paper The Wall Street Journal that published an arti- 

cle entitled: ‘Selling of America’ to Japanese Touches Some Very Raw Nerves, The Wall Street Jour- 

nal, June 19, 1990, p. Al. The article brought the following quotes: 

“When we lose that land, you can’t buy it back from them (Japanese). It will go from generation to 

generation. You will never get it back."... "Pretty soon they will be taking us over. ... That’s 

what I’m worried about." And, "In a recent nationwide Wall Street Journal/NBC News poll, 69% of 

registered voters said that Japanese already invest ‘too much’ in the United States. In North Caro- 

lina, a group called ‘Help Save America for Our Kids’ Future’ sends out mailings claiming that 

"“Japanism" has replaced communism as the major threat to the country." For more on American senti- 

ments towards foreign investment see: Appendix II, Table 11. 
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sented above, I would like to present an alternative method of privati- 

zation that does not involve outright sale. I outline a strategy that 

would minimize the role of the central government with its bureaucracy 

in all the subjective decisions involved in privatization (like valua- 

tions, screening and selection of potential buyers), maximize the posi- 

tive influence the central government can play in establishing, monitor- 

ing, and safeguarding the freedom and the integrity of capital markets, 

and finally maximize the broad involvement in the privatization process 

of the population. Such a popular participation is extremely vital, if 

societies of Eastern Europe are to overcome their fears of capitalism 

and adjust to the new system as soon as possible. The broad participa- 

tion of the population is also the precondition for the credibility and 

irreversibility of reforms. 

IV. An Alternative Strategy for Privatization: Presentation and 

Justification 

IvV.1. The Necessary Requirements for the Success of Reforms 

Iv.1.1. Social Acceptance and Economic Efficiency 

Any economic reform program to be implemented in any democratic 

country need to be socially acceptable. Unfortunately, this very trivi- 

al statement seems not to be fully understood by the drafters of reforms 

in Eastern Europe. It is generally agreed, quite erroneously, that 

since the East European societies abolished communism as a political 

system they have chosen to accept a massive transition to free-market 

capitalism. The fact, however, is that the social agreement on the need 
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to democratize the political process and to establish a more market 

oriented, or more consumer oriented economy, i.e., abolish the growth- 

oriented central command system, are not tantamount to the approval of 

massive redistribution of wealth based on the preexisting allocation of 

resources, or any government screening procedure where the central 

bureaucratic organization is made responsible for determining who and at 

what cost should take possession of the privatized assets. It is quite 

feasible that the societies of East Europe when faced with the methods 

of redistribution of capital which they find unacceptable will opt fora 

form of economic organization called market socialism and defined in the 

introduction to Part One of this study. Obviously, market socialism may 

help to improve static efficiency of the economy but will do little to 

increase dynamic efficiency, and therefore should be avoided even as a 

temporary solution. 

For this reason it is imperative that before governments decide on 

any particular privatization scheme they should ensure that the package 

proposed be socially acceptable for the vast majority of the population. 

The acceptability, however, can be generated for a number of different 

privatization schemes. Equitable distributions are naturally more ac- 

ceptable than distributions to arbitrarily selected individuals only. 

Although these are very simple to carry out, they are not necessarily 

the best. Therefore, we should search for a solution that is not only 

broadly acceptable but also efficient in putting the privatized re- 

sources to the best uses. Concluding, any privatization program to suc- 

ceed must generate broad social approval and should provide ground for 

efficient allocation of privatized resources. 
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IV.1.2.Simplicity of Rules 

To achieve the objective of social acceptability and efficiency 

the rules for privatization must be simple and easily understood. The 

currently offered programs fail to satisfy this condition. First, the 

rules change on a daily basis. Second, different rules apply to differ- 

ent companies and industries. Most programs offer ex ante preferential 

treatment to some groups at a clear expense of others. The vagueness of 

the rules, to say the least, undermines government’s authority, promotes 

corruption or accusations of corruption, stimulates public discontent 

and unrest. 

IV.1.3. Credibility and Irreversibility: the Issue of Fairness 

Any privatization package that is to satisfy the efficiency re- 

quirement must be credible, i.e., irreversible. The irreversibility 

requirement in a democratic society can be guaranteed only by an ar- 

rangement where most members of the society become directly interested 

in the survival of the initial distribution of assets. Also, the major- 

ity of individuals in the society must feel that the initial privatiza- 

tion, i.e., allocation of endowments between households, was fair. 

Fairness, to continue the line of reasoning, can be assured if an at- 

tempt is made to allocate assets according to an estimated contribution 

to the privatized assets. To arrive at such estimate we need to broadly 

agree on the principles used to evaluate anybody’s contribution. These 

principles have to be simple and easily understood to prevent fraud. 

Any substantial fraud will inevitably lead to public unrest and the 

rejection of the whole program the very moment a vast majority of indi- 
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viduals realizes they can gain by renegotiating the whole privatization 

program after fraud is discovered. 

Iv.1.4. Reform and the Past Communist Establishment 

Every reform has its losers, usually among individuals who bene- 

fited from the system that dominated before the reforms took effect. 

Eastern Europe is no exception in this respect. Upper management in all 

formerly centrally planned economies is dominated by the communist 

"nomenklatura," or former party members. In a number of instances these 

people took advantage of the political and economic turmoil of the late 

1989 and early 1990 and forcefully privatized businesses they worked for 

(managed), making themselves principal beneficiaries. Obviously, such 

privatization could not be credible and immediately led to social pro- 

tests and unrest. Unfortunately, however, any undoing, i.e. reversing 

of privatization may produce economic losses when well trained and 

qualified owner-managers are expropriated and thrown out of work. To 

avoid efficiency losses due to political considerations, the privatiza- 

tion package should make it possible for the "nomenklatura" types of 

companies to continue operating if they are indeed operated efficiently. 

In order to evaluate whether they operate efficiently the privatization 

plan should produce an independent, market-type mechanism that would 

make the determination possible. Once it is found that the current 

management failed to make the company efficient, new owners and manage- 

ment could step in. 

So far I have concentrated the discussion of privatization on the 
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political aspects of the process and just mentioned the economic side. 

Political considerations, however, are the most crucial and underesti- 

mated obstacle to long lasting, credible and irreversible reforms in- 

volving privatization. There should be no question about that, and 

those who fail to realize this should not be disappointed when their 

neatly drafted reform and privatization layouts fail in the real life. 

Now it is turn to focus on economic aspects. 

Iv.1.5. The Role of Labor 
  

To succeed in improving the efficiency of use of the existing 

tangible capital resources the reforms, including privatization, must 

first assure that human resources are utilized efficiently. There 

should be no doubt that East European countries possess tremendous 

amounts of human capital.?+ Unfortunately, the central government in its 

1. Eastern European societies have literacy rates comparable with the developed industrialized West. 

The number of children participating in round-the-year and seasonal preschool institutionalized 

education in Eastern Europe ranged from 21 per 100 of the children population in Yugoslavia, 50 per 

100 in Poland, 52 per 100 in U.S.S.R., 75 per 100 in Bulgaria, 78 per 100 in Romania, 93 per 100 in 

Czechoslovakia, 99 per 100 in Hungary, to 112 per 100 in East Germany (the data for U.S.S.R., Poland 

and Yugoslavia exclude seasonal institutions). Eastern European nations have. relatively high partic- 

ipation rates in post-elementary education. In Poland, almost 10 percent of all employees of the 

state sector had university education. The employees with post-high school and technical education 

accounted for 24 percent of the total. Additional 6 percent of the employees had high school diploma 

and 8 percent had vocational education. While in 1970 workers with post-elementary education ac- 

counted for 41 percent of the total labor force employed in the socialized sector, in 1987 the share 

of workers with more than elementary education increased to 68 percent. Eastern European countries 

still lagged behind the industrialized world in terms of numbers of students studying for a univer- 

sity degree. On the other hand, however, international data related to education are difficult to 

compare due to diversities in the educational systems. For example, to graduate from most of Polish 

universities students are required to complete a masters thesis, and therefore the numbers of gradu- 

ates in Poland should be compared to the number of graduates of Western masters programs and not 

bachelors. Also, in the early stages of economic development, Eastern European states put emphasis 

on practical training of students. To this end a system of vocational a technical schools was de- 

veloped. Such a schools are almost unknown in the U.S. Source of data: Rocznik Statystyczny: 1988 

(Polish Statistical Yearbook), op. cit., pp. 68, 594, author’s computations. 
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stabilization policies continues the tradition of the command system 

where labor was treated as a fixed predetermined input. It is often 

forgotten that only people can make the process of economic revival 

work. Human capital may be the only resource East European nations have 

available to offer to potential foreign investors that are expected to 

provide tangible capital. Meanwhile, human capital may be the least 

efficiently utilized resource. The privatization reforms must assure 

that the utilization of human capital improves dramatically. It is 

little questionable fact that Western economies are the prime benefici- 

aries of the current turmoil in East Europe and the Soviet Union. This 

is due to the massive emigration from the East to the West of the most 

qualified individuals who find that they are better off cleaning dishes 

in West European and American restaurants than working as scientists or 

engineers in Eastern European universities and factories.?+ People emi- 

grate as they see little chances for any meaningful improvement in their 

standards of living in case they stay behind at home. Government re- 

strictions on private initiative ought, at least partly, to be blamed 

for this situation. The lack of progress in privatization as well as 

the failure of the privatizations concluded so far to make state con- 

trolled tangible capital assets irreversibly available to everybody 

interested in utilizing them for productive purposes may be the most 

important reason behind the growing exodus to the West. 

Interestingly, the developments in the Eastern European labor 

markets also offer suggestions that privatization of assets by a massive 

give-away is feasible. Readers of this dissertation may be surprised to 

1. For examples and issues involved in emigration see: Hoffman, Ronald (1991) Soviet Emigre Talent: 

A Windfall for U.S. Employers, The Wall Street Journal, June 24, 1991, p. A10. Soviet Union Fears 

Brain Drain As Scientists Take Work Abroad, The Wall Street Journal, May 3, 1991, p. A8 
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learn that Eastern European governments had in fact already privatized 

human capital by a give-away. The political revolutions of the 1989/90 

gave every citizen the right to demand compensation for work according 

to ones actual work performed, which is a function of education and 

abilities. In the past, human capital was generally considered to be 

socialized property the same way tangible capital was. Eastern Euro- 

peans were told that their education was paid for by the society and 

that all returns to this education ought to be paid back to the society. 

The state budget was responsible for recycling the returns to capital, 

including the returns to human capital, in the society. Students wish- 

ing to emigrate abroad were required to pay a lump sum compensation to 

the state. This last practice was entirely abandoned following the 

1989/90 revolutions. 

IvV.1.6. Privatization and the Financial Markets 

Reforms and the privatization of assets held by the state should 

have a positive long-term impact on economic efficiency. To increase 

the economic efficiency of capital use privatization should make inter- 

company, inter-industry, and inter-sectoral capital flows feasible and 

unimpeded. In macroeconomic terms, however, privatization should stimu- 

late savings. To achieve the microeconomic and macroeconomic goals the 

privatization should lead to a spontaneous development of financial 

markets. The role of financial markets in Eastern European countries 

cannot be underestimated. In the short term the lack of financial mar- 

kets makes any temporary stabilization difficult to achieve. In the 

1. For more on treatment of income to human capital see: chapter IV.2. in part one of this disserta- 

tion. 
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longer term the missing link between savers and capital users must 

produce inefficient capital allocations and reduce labor effort by 

reducing opportunities for capital income from savings. The theoretical 

impact that the opportunity to save to earn capital income in the future 

has on incentives, output, savings, and macroeconomic equilibrium was 

shown in Part Two of this dissertation. Yet, all East European coun- 

tries entering the reforms have neither the financial sector’s infra- 

structure nor knowledge of the functioning of a modern financial sector. 

The extent of the problem was excellently demonstrated by Gold- 

smith (1985). According to his study, in 1978 all centrally planned 

economies accounted for 21 percent of the world’s tangible assets that 

included land and reproducible assets. The developed East European 

countries increased their share in the global pool of tangible assets 

from 12 percent in 1950 to 16 percent 28 years later. Meanwhile, these 

economies totally failed to match their share in tangible assets of the 

world with an appropriately large contribution to the world’s financial 

assets. In 1978 all centrally planned economies accounted for as little 

as 8 percent of the total world financial assets. Their share in the 

world’s corporate bonds, stocks and government debt was equal to zero. 

Only monetary metals (10 percent of the world’s total), claims against 

financial institutions (11 percent of the world’s total) and loans made 

by financial institutions (16 percent of the world’s total) gave the 

centrally planned economies any meaningful share of the world financial 

assets. 100 percent of the planetary corporate stocks, corporate bonds 

and government debt was held by agents living in Western market econo- 
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mies. 

The structure of the balance sheet of the household sector in six 

developed market economies reveals that financial assets excluding 

currency and demand deposits, i.e., bonds, corporate stocks, loans, 

insurance and pension claims, and other accounted for 43.7 percent of 

total household assets in Canada (1970), 20.8 percent in France (1976), 

at least 13.4 percent in Germany (1977), at least 26.7 percent in Great 

Britain (1975), at least 10.3 percent in Japan (1977), and 40.8 percent 

in the United States.* The trends in the development of financial mar- 

kets seem to suggest that ownership of financial assets is becoming more 

and more popular in the industrialized countries. ? 

The educational system developed in socialist states was praised 

for its ability to produce excellently trained labor force. East Euro- 

pean scientists were among the best trained in the world in probably 

every field of science with the exception of finance and finance relat- 

ed. There is probably no other area where East European command systems 

lag Western market economies more than in the area of financial infra- 

structure. Most authors elaborate on the backwardness of the socialist 

banking system. There are numerous volumes analyzing the "workings" of 

1. See: Goldsmith, Raymond W. (1985) Comparative National Balance Sheets. A Study of Twenty Coun- 

tries, 1688-1978, The University of Chicago Press, Table 2, p. 8-9. Also, Tables 56 and 57. 

2. Goldsmith, Raymond W. (1985) Comparative National Balance Sheets. A Study of Twenty Countries, 

1688-1978, The University of Chicago Press, Table 68. The data for Germany, Great Britain and Japan 

exclude currency, demand deposits and other deposits. Other deposits usually mean interest bearing 

deposits, their owners earn capital income on them. 

3. According to more recent data obtained in from a survey, one in five (21.1 percent) U.S. resi- 

dents owned stocks or invested in mutual funds in early 1991, a substantial increase from 13.5 

percent in 1980. Stock more popular than ever, NYSE says, USA Today, May 22, 1991, p. 1B. This 

numbers would increase dramatically if indirect ownership, through pension funds, was included. 
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the almost nonexistent financial markets in a command economy .+ 

In this place let me look at the institutional side of the finan- 

cial sector not from the point of view of a central planner but individ- 

uals, households. In the U.S., an average person with little inclina- 

tion toward economics and finance has ample opportunities to learn 

basics of personal finance: Financial planning, retirement saving and 

investing, life and property insurance, and other related topics. 

Television offers numerous lessons in personal finance, from basic brief 

messages on Cable News Network (CNN) through more advanced but extremely 

interesting programing on Public Broadcasting System (PBS) and other 

networks to most sophisticated analysis on Financial News Networks. 

Everyday press offers business sections with personal finance fundamen- 

tals. Numerous business periodicals offer easy to understand articles 

and advice on the most basic financial matters such interest rates, 

mortgages, saving and investing with professionally managed institu- 

tions. High school and college students get plenty of opportunities to 

take finance and business related classes.” For individuals who missed 

college financial education the U.S. publishing industry offers hundreds 

  

University Press. 

2. Magazines such as Business Week, Financial Week, Forbes, Fortune, Money, are relatively cheap to 

obtain (at no charge in public Libraries) and offer entertaining and educational articles on most 

fundamental aspects of personal (family) finance. 

3. At Virginia Polytechnic Institute & State University the majority of students will go through at 

least some form of basic economics and financial training. Every semester over 2,000 students take 

Principles of Economics classes, over 1,000 students enroll in Principles of Accounting, engineering 

students undergo training in Engineering Economy. Separate two levels of Personal Finance classes 

are offered to those interested by the Department of Housing, Interior Design Management. Source: 

Personal contact with VPI&SU departments, Virginia Tech Timetable of Classes (Fall 1990, Spring 1991 

editions). 
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of guides to personal financial success with basic and advanced instruc- 

tion on saving and investing in American and international equity and 

debt. East European households have hardly access to such a knowledge. 

In Appendix II to this dissertation I look at the problem of institu- 

tional readiness of East European households to face the task of coping 

with the changes leading to free-market environments. I present there 

evidence that even in the U.S. the so called general public often lacks 

basic understanding of the functioning of financial markets. East 

European nations face an enormous task of acquainting their populations 

with some most fundamental financial concepts. This need for learning 

should be incorporated into any privatization program. 

In order to alleviate the problem of the underdevelopment of the 

financial infrastructure it is imperative that the privatization must be 

accompanied by a massive creative effort oriented at erecting the foun- 

dations for the future financial sector. This broad process of learning 

and launching new instruments of financial intermediation should appeal 

to and involve all strata of the society. Current reforms, contrary to 

the internal logic of free-market mechanism, produce financial markets 

by government decree and not by demand. These markets, usually copies 

of more or less successful arrangements in the West, are difficult to 

understand for an average citizen. To most individuals these markets 

look more like government sponsored casinos, another form of lottery de- 

veloped to increase state revenues, than economically necessary institu-~ 

1. The library of VPI&SU, open to the general public, offers 254 entries under the subject of "Fi- 

nance-Personal." There are 12 entries for Finance-Personal periodicals. The title "Personal Finance" 

brings 12 books, 3 newsletters. The subject "Investment Trusts" (mainly mutual funds) offers 16 

entries, most oriented at an unsophisticated investor ("How to books," "Guides to ..." and "Strate- 

gies for Successful Investing, etc.) There are 9 entries under “Investment Trusts - United States - 

Periodicals, most of them guides to mutual fund investing. The VPI&SU computerized catalog list 6 

directories of Investment Trusts. 

224



tions. They are strictly regulated and allow for creativity only from 

the top, i.e., government officials supervising markets and their West- 

ern advisers. The interests of these parties are not necessarily the 

same as the interests of the local business sector. It may be claimed 

that government is more interested in the tax-revenue aspects of the 

market, the ease with which it is able to control transactions and 

collect taxes. Also, the government may focus attention on preventing 

more successful market players from acquiring "excessive" wealth. On 

the other hand Western advisers may be more prone to promote the inter- 

ests of the institutions they represent, work for in their own coun- 

tries, than creating a healthy financial system oriented at satisfying 

domestic needs of East European countries. There is a lot of evidence 

that Western advisers are followed by Western financial companies ped- 

dling their products and preventing domestic suppliers of maybe better 

suited products from ever entering the market.+ 

I argue here that financial markets should develop as a by-product 

of privatization. The privatization should be drafted so such markets 

are literally forced to emerge. The whole society ought to participate 

in the process of the formation of the financial markets and the instru- 

ments of financial intermediation to be used should be developed in 

response to a genuine popular demand and not be merely transplanted from 

other countries. This is not to suggest that advice should not be 

1. It is very doubtful whether Western advisers without the knowledge of local culture, customs, 

needs, not to mention the language can successfully assist in the dissemination of financial know- 

how and in massive direct training of the local population in the theory and practice of financial 

markets. Interestingly, a number of Western consulting companies offer their services to the Polish 

government free of charge. Their compensation comes from their Western clients who hired these 

companies as consultants in an attempt to enter East Europe. In many cases the conflict of interest 

is quite clear. 
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sought. Advisers should be welcomed but not asked to provide those 

countries with ready products. Western experience suggests that most of 

the products, instruments of financial intermediation now in existence 

have been developed by the players in the markets and not by the govern- 

ments or foreign advisers.+ 

The government’s role should be more directed at screening the 

market players to weed out people with established criminal reputation 

than setting precise rules of conduct, not to mention determining legal 

transactions or legal forms of securities.“ 

The development of financial markets in the process of privatiza- 

tion will have immediate positive effect: It will allow the elimination, 

or at least minimization, of arbitrariness in the valuation of priva- 

tized assets. Prices would be determined by the market forces and not 

by government officials. Also, the investors’ interest and the existing 

capital resources would be immediately directed towards the most popu- 

lar, presumably the best enterprises. 

Some investors, commonly described in the West as venture capital- 

1. Just recently, in response to growing demand from the banking sector to increase Liquidity banks 

introduced a new form of securities called "credit-card" securities. See: First early Payback Seen 

On a Credit Card Security, The Wall Street Journal, June 20, 1991, p. C1. In a similar manner years 

ago demand from banks for liquidity and investors for relatively safe investment vehicles created 

mortgage backed securities. Just weeks ago General Motors introduced another form of hybrid securi- 

ties, "preference shares, or perks." See: GM’s New Security Is Seen Luring Buyers, The Wall Street 

Journal, June 25, 1991, p. Ci. To cater to different needs market agents, if permitted will develop 

the needed securities. If restricted they will either go to the underground economy, already plagued 

with crime or mutually beneficial voluntarily arranged transactions will fail to materialize. 

2. The "Grobelny Affair" unquestionably shattered the trust and credibility of any private venture 

in the banking industry for years to come. In the period from mid-1989 until his escape in the 

middle of 1990 Mr. Grobelny opened and ran a nationally known, “officially” registered private bank 

in Poland. His disappearance with his depositors’ money led to investigations that quickly revealed 

that Mr. Grobelny’s bank did not have any formal charter. The depositors lost money, but the biggest 

damage should be measured in losses caused by the lost confidence in the fledgling private banking 

system. 
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ists, would get an opportunity to step in and acquire what they believe 

are undervalued assets at bargain prices. Low initial cost of many 

popularly considered failed companies will unquestionably encourage 

individuals with entrepreneurial abilities to take risks as they expect 

abnormally high returns in case they succeed in turning the apparent 

bankrupts into viable and profitable corporations. In the present 

privatization scenarios government officials and their foreign advisers, 

often ill prepared to properly evaluate local conditions, make the 

determination on whether a company is capable of surviving or should be 

closed down. 

IV.1.7. Privatization and the Social Entitlements from the Central 

State Budget 

Any privatization to be successful must provide conditions for a 

substantial reduction of the share of GNP that is channeled through the 

central budget.? Unfortunately, the privatization-by-sale, or other 

forms of privatizations that fall short of a total giveaway institute a 

situation where the center, to fund its obligations with respect to the 

population, is forced to charge the new owners with high taxes. The 

elimination of entitlements will be impossible as long as the government 

does not enter a trade with the society. In such trade the social 

groups eligible for the largest payments from the budget would receive 

the highest potential share in the privatized assets. In exchange they 

would give up their claim to most of the future payouts from the budget. 

There is little doubt that retirement obligations are the largest part 

1. I assume that local budgets will be determined on the local level and possible tax rules will be 

democratically voted for by the interested individuals. 
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of all entitlements. Therefore, it is necessary to give preferential 

treatment in the disposition of assets to the older generation, groups 

either nearing retirement or just recently retired. This type of ar- 

rangement would also guarantee fairness, since the older generation had 

unquestionably higher contribution to the assets to be privatized than 

the younger people. The privatization’s objective should also be the 

formation of a new retirement system based on private contributions. 

The state’s role in providing retirement must be reduced to an absolute 

minimum to limit the tax burden on the newly privatized business sector. 

The experience of Western countries suggests such move towards privati- 

zation of the retirement system is beneficial for the economy and worth 

1 Its inevitable result is the formation of a pool of invest- pursuing. 

able capital made of individual contributions, increased participation 

in the capital markets by the population, and a rise in responsibility 

for one’s future standard of living. Also, the opportunity to save for 

improved standard of life during retirement will become one more incen- 

tive to supply labor before retirement. 

Iv.1.8. The Distribution of Wealth between Generations and Incen- 

tives: Another Reason for Non-egquitable Privatization Favoring the Older 

Generation 

Traditionally, older generations around the world control the 

majority of resources. The life-cycle models explained theoretically 

this empirical phenomenon. On the macroeconomic level the younger 

1. For more on the organization of the retirement system in the process of privatization and on 

trends in private retirement programs in the West see: chapter IV.2.5. later in this part. 
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generation acquires assets from the older generation by saving during 

its working years. On the microeconomic level, within families, the 

assets are transferred by several channels. Educational funding is one 

important mechanism by which parents transfer assets to their children. 

At death of the parents the younger generation automatically inherits 

the remaining assets. The control over assets of the older generation 

structures the society so the retirees can afford to live while the 

young can accumulate assets for their own retirement by providing 

services to the old. In most instances the control over assets remain- 

ing in the hands of the older generation is also justified by the higher 

position of these generations on the employment ladder which in turn 

comes as a result of experience, education, and socio-cultural arrange- 

ments and traditions. The younger generation, although usually restive, 

eventually accepts this form of arrangements as it is aware it will 

ultimately take over economic and political management of the economy. + 

It is, therefore, very important not to destroy this traditionally 

accepted ritual. The currently young generation, should it become the 

prime beneficiary of privatization, may be faced with double jeopardy: 

On the one hand it will have to finance the welfare of their parents; on 

the other hand, it will be threatened by their children demanding assets 

be turned to them immediately after they join the labor force. To avoid 

being expropriated by the new young generation the owners of assets may 

decide to take a "free-lunch," increase pre-retirement spending and then 

use political pressure on the new young to extract retirement financing. 

1. For more on the cooperation between generations and the role of seniority in organizations see: 

Cremer, Jacques (1986) Cooperation in Ongoing Organizations," Quarterly Journal of Economics, vol. 

101, no. 1, pp. 33-49; Shepsle, Kenneth and Barry Nalebuff (1990) The Commitment to Seniority in 

Self-Governing Groups, Journal of Law, Economics, and Organization, vol. 6, Special Issue, pp. 45- 

72. 
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IV.1.9. Privatization and Goodwill in the Financial Markets 

In the tradition of market transactions all parties voluntarily 

enter deals because they expect to benefit from them. In the same 

spirit a vast evidence from stock market transactions suggests that 

stock issuers attempt to establish some sort of "goodwill" among the 

investors. This is usually accomplished by pricing stock issues below 

their underlying market value. Initial public offerings of unseasoned, 

previously not traded companies in most cases are designed to make it 

relatively easy for investors to make profit in the first weeks of 

trading of the stock.+ The role of underwriters is to stabilize stock 

prices to avoid wide price swings that discourage investors and add 

risk. Stocks are priced below their underlying market value and the 

issuers hire underwriters to attract investors to ensure that the secu- 

rities are sold in the first place. Also, some companies may underprice 

their initial public offering to keep investors ready to provide addi- 

tional capital in the future.” 

In the case of East European countries the risk is that before any 

1. Empirical research suggests that investors who bought at an initial public offering (IPO) system- 

atically made profits if they bailed out within the first one to three months after purchasing the 

stock. See: Fuller, Russell J. and James L. Farrell, Jr. (1987) Modern Investment and Security 

Analysis, McGraw-Hill Book Company, pp. 18-19; according to the most recent study investors in IPOs 

on average underperformed the general market if they held to their shares for three years. One 

explanation offered for this below average returns to investors in IPOs is that initial offering are 

placed during bullish markets, often close to the top of the current stock market cycle. See: "Hot 

IPOs Best Played by Those With Cool Heads," The Wall Street Journal, May 10, 1991, C1. 

2. The securities markets developed a number of instruments to ensure a steady flow of funding to 

Securities and Warrants (1970) by Arnold Bernhard & Co.pp. 1-5, or Garman, Thomas E. and Raymond E. 

Forgue (1988) Personal Finance, Houghton Mifflin Company, pp. 620-621. 
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major privatizations are really started investors will be running away 

from the stock market, escaping to such safe heavens as precious metals, 

precious stones, real estate, and, eventually, foreign currencies. 

Gradual privatizations currently conducted at prices having little to do 

with the real value of companies involved make stock offering unattrac- 

tive. With a given, fixed and already very limited demand, new offer- 

ings are becoming less and less popular among investors. There is no 

question that first public offerings of shares conducted in the fall of 

1990 were popular among Polish population. After forty five years of 

communist rule people were offered to become capitalists. They bought 

shares probably for the same reasons individuals in America purchased 

pieces of Berlin Wall in 1990 or rent new releases at a local video 

store on the day of the release of the movie. It may be fashionable to 

do so. Individuals in Poland may get some utility from boasting stock 

ownership in front of their neighbors or co-workers. Some might have 

invaded the stock market convinced by the shrewdly worded advertise- 

ments, some believed this was going to be their road from "rags to 

riches." There should be little doubt that in every country a group of 

individuals is always willing to purchase limited quantities of almost 

any product. 

The problem with privatization, however, is that its prime purpose 

is to shift the productive assets of the economy into private hands so 

they can be used more efficiently. To achieve this we need to convince 

people to acquire financial assets. If the government plans to sell 

shares it must take into consideration that price will eventually become 

the principal factor determining demand. Households invest in financial 

assets to earn money. It is very doubtful if any capital gains would be 

realized on the already privatized companies as long as the government 
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continues to auction off new stocks every few weeks. Polish investors, 

following a brief love affair with the stock market may realize that 

with every new company put for sale the general price level of all of 

1 
the already publicly-held firms should be expected to fall.“ The evi- 

dence of this happening was already clearly visible in Poland where few 

months after the initial public sales had been completed, some of the 

companies involved traded at prices below the original price of offer- 

ing. Even investors who bought shares at discounted prices (in exchange 

for government bonds) could not recover their nominal investment should 

they decide to bail out.* The so called Polish blue-chip companies, 

advertised as the best out of the best, perform miserably. Nobody 

should be surprised if the most venturesome investors who got first into 

weer wree ner en ww ererecerecce 

1. In the first half of 1991 the U.S. stock market was flooded with new issues of securities. In the 

period from the beginning of April to the end of May The Wall Street Journal covered this phenome- 

non: "Picking the Winners in Initial Public Offerings," The Wall Street Journal, April 3, 1991, C1; 

“Deluge of New Stock Offers Is Forecast," The Wall Street Journal, April 3, 1991, p. C1; "Red-Hot 

Demand Is Exceeding New Supply of Stock," The Wall Street Journal, April 5, 1991, p. C1; “As Demand 

for IPOs Picks Up, Biotech Firms Cash In," The Wall Street Journal, April 17, 1991, B2; "Duracell 

Offer Raises $450 Million In Year’s Largest Industrial IPO," The Wall Street Journal, May 2, 1991, 

C1; “Duracell Charges Up to $20.75, Powered by Stored-Up Demand," The Wall Street Journal, May 3, 

1991, C1; "Portfolios’ Cash Levels Hit a Low," The Wall Street Journal, May 7, 1991, C1; “Hot IPOs 

Best Played by Those With Cool Heads," The Wall Street Journal, May 10, 1991, C1; "Corporate Ameri- 

ca’s Equity Avalanche Continues to Build at Breakneck Pace," The Wall Street Journal, May 10, 1991, 

C1; "Biotech New-Stock Offerings Give Investors Cold Feet," The Wall Street Journal, May 20, 1991, 

C1; "A Chill Suddenly Settles Over Hot New Equity Issues," The Wall Street Journal, May 21, 1991, 

C1; "Equity-Building Spree Continues in May, but Some Prices are Cut," The Wall Street Journal, May 

31, 1991, C1; For some investors this period could have been summarized by "from an early euphoria 

to a rude awakening." The share of the new issues in the total capitalization of the market was next 

to nothing compared to eastern Europe where soon all companies were planned to be put on an auction 

block. American public has much larger financial reserves compared to minuscule savings in the hands 

of Eastern European populations. 

  

  

    

  

2. This despite 3 to 12 percent monthly inflation rates since the time of issue. 

3.Polish officials were surprised when the best Polish brewery, "Zywiec" failed to attract investors 

in July 1991. Source: Donosy, BitNet News Bulletin, July 15, 1991. A newly privatized major textile 

company “Wolczanka," traded at a 20% discount compared to the issue price during its first trading 

day. Source: Donosy, BitNet News Bulletin, July 17, 1991. 
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the stock market will now be the first to bail out and forget the whole 

affair for years to come. 

The reason for the early collapse of the Polish stock market are 

probably primarily due to the fact that privatization was offered to the 

population not to bring about new incentive to work but as an instrument 

of forced deflation. The sales of few state companies in the late 1990 

not surprisingly coincided with rising fears of growing inflation. The 

end of the year deadline set by the International Monetary Fund required 

that Poland reduced inflation. Sales of assets were without little 

doubt used to make the attainment of this objective easier.? 

Iv.1.10. Capital Income, Capital Income Taxation 

Privatization should not be accompanied by an offsetting tax code 

that would discriminate against capital income. It is quite feasible 

that due to the already mentioned government liabilities with respect to 

social programs, retirement financing in particular, privatization will 

coincide with the enactment of the tax code that will promote labor, and 

maybe entrepreneurial income, but will discriminate against income from 

dividends and capital gains. Such a tax treatment of passively invested 

capital could become a major obstacle to all capital flows in the econo- 

my. For the same reason privatization should not explicitly favor cur- 

1. People in Poland might have acquired assets but they yet have see dividends from the privatized 

companies. The impact of new shareholders on management selection is very doubtful. The government 

rather opts for handing control directly to incumbent management teams. The new plan for privatiza- 

tion, issued in June 1990 if implemented, would formally ban all dividend payments until 1993. The 

shareholders would get practically no rights in managing their assets. The state would appoint 

portfolio managers to a number of national funds formed to manage state assets. This would basically 

amount to the return to the slightly adjusted command system. See: Poland Unveils Privatization of 

25% of Firms, The Wall Street Journal, June 6, 1991, p. A10. 
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rent employees, including management, of the privatized enterprises. 

The future tax arrangement should avoid giving special protection to 

employee stock ownership plans. The general principle governing the tax 

system should not create any artificial impediments to capital flows. 

Also, capital income should not be treated any worse than labor income. 

All East European countries are in a desperate need of capital, and they 

should at least not discourage capital accumulation. At the same time 

however, any savings must be allocated efficiently, and the system of 

financial intermediation that will already have a lot in catching up 

should not be misshaped in its origins by complicated tax considera- 

tions. Economic agents should concentrate efforts on searching for the 

most productive uses of scarce capital and not spend time on innovating 

tax shelters. 

IV.1.11.Country Specificity of Reforms and Privatization 

The reforms should be country specific. To be successful and 

irreversible the reforms cannot be carried out without taking into 

account the historical, social, legal, and economic institutions of the 

country in question. Reforms in Polish agriculture will be certainly 

much different than those required in the Soviet Union, Hungary, Czecho- 

Slovakia, or Bulgaria. In the case of Poland the problem is the ineffi- 

ciency of private farming due to its undercapitalization, small size of 

farms, lack of agricultural infrastructure. A very rapid move to free 

international trade in agriculture products has been opposed right from 

the beginning of the reforms currently in progress. The truth, however 

is that the stabilization program did very little to alleviate ineffi- 

ciencies in Polish agriculture. The trade in farmland has been strictly 
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controlled from the center to mention one obstacle on the way to consol- 

idation. 

In the case of the four other countries most of the agriculture 

was nationalized and already concentrated in large units. The main 

problem that remains involves creating the incentives necessary to make 

farms and the whole existing, often underdeveloped, infrastructure to 

work more efficiently in the first place. Unfortunately, mostly for 

political reasons, in all four countries the reformers call for privati- 

zation based on egalitarian principles. To avoid social backlash limits 

on individual holdings are established.? 

All five countries are faced with a very acute shortage of resi- 

dential housing which makes any significant rapid movements of people 

from the farmland to urban areas virtually impossible. Yet, little is 

done to free land prices. The state controls the vast majority of land, 

and thus keeps supply of land under strict control and its prices arti- 

ficially inflated. 

IV.2. Technical Arrangements for the Transition to a Free Market 

Economy. Two-Stage Approach to Privatization 

In the following chapters I delineate details of a privatization 

program that attempts to satisfy the requirements 1-11 described in the 

previous chapter. I begin by outlining a two-step approach to privati- 

zation. Then I suggest and justify the criteria that should be used in 

allocating the rights to acquire privatized property. Finally, through- 

1. The Bulgarian land reform limits private plots to 25 hectares. Source: Mr. J. Snell, Department 

of State, personal contact. 
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out my analysis I offer practical examples of how the process could work 

and how this particular privatization program would satisfy the 11 

conditions mentioned above. 

EE 

Distribution of State Controlled Assets 

With the preconditions for reforms described above in mind, I 

propose that a free-of-charge privatization of the assets currently 

under central control be placed at the heart of any transition program. 

The main idea behind this program, the economy-wide, free of charge 

privatization of the state controlled capital assets, is not entirely 

1 
knew. A number of authors have suggested similar solutions.” Poland and 

Czechoslovakia are considering implementing to some extent such solu- 

tion, although at the time of writing detailed plans are far from being 

1. See: Feigie, Edgar L. (1990) A Socialism with Private Property, The Wall Street Journal, March 

9th.;Moore, Thomas G. (1990) A Privatization Program for Gorbachev, The Wall Street Journal, May 

30th.; Stehle, John F. (1989) How Some Communists Became Capitalists Overnight, The Wall Street 

Journal, November 29th.; Kempe, Frederick (1990) ‘Doctor’ Matuschka Diagnoses Germany. Financier 

Prescribes Instant Capitalism for the East, The Wall Street Journal, March 6th. It is interesting 

that such a egalitarian in nature ideas were published on the pages of The Wall Street Journal, 

paper for years believed to be hostile to any non-market institutions interfering with markets. It 

was ‘Doctor’ Matuschka, West German successful financial manager, not the outgoing East German 

communist government, who suggested to “distribute among the 16 million East Germans what Marxist 

ideology says was theirs anyway, the assets of state companies." 

The idea of returning assets to their owners seemed to be flatly rejected by Lipton and Sachs as 

"such a procedure would be extremely complex logistically, and would not overcome the profound 

problems of valuation. Moreover, there would be little to assure that effective management for the 

enterprises would be developed, as the initial ownership of the firm could be extremely diffuse." D. 

Lipton and J. Sachs, Creating a Market Economy in Eastern Europe: The Case of Poland, op. cit. p. 

129 (footnote no. 59). It is interesting where both authors expect to find billionaires in Poland to 

acquire the largest industrial complexes. Or, maybe, some government officials should award these 

factories to the few chosen ones? Somehow IBM, GE, Exxon and other U.S. industrials giants have 

Little problems with "effective management" although their ownership is "extremely diffuse." Later 

in this paper I try to answer the problem of ownership diffusion and effective management in a free- 

of-charge return of property to its owners. 
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worked out. 

Unfortunately, East European governments, and now the government 

of the Soviet Union as well, continue to believe that the sale of 

"socialized" assets is possible after all, at least with respect to the 

well known and profitable companies (whatever this word means in a 

strictly regulated economy, well protected from foreign competition). 

The program presented below, although far from being perfectly 

worked out, offers a detailed strategy for privatization. This program 

solves in principle the question of how to carry out privatization in 

practice. It lists and defends on economic grounds the criteria for the 

potential wealth distribution. Finally, the strategy presented below is 

based on an underlying theoretical foundation, which attempted to point 

out one of the most important contradictions and inconsistencies of 

centrally planned economy worked out in the previous part of this dis- 

sertation. There is a strong possibility that some of the inefficien- 

cies associated with central planning will be carried on to the future 

market economies of the formerly centrally planned states. This will be 

especially true unless privatization is successfully accomplished, 

meaning, among other things, that income generated from passive capital 

ownership (as opposed to labor income, and to what is often referred to 

as entrepreneurial income) is treated exactly the same from the point of 

view of the tax system. 

The economy-wide privatization process should be carried out in 

two major stages. 

In the first stage all citizens of the country would be allocated 

1. See: Capital Income, Incentives and Macroeconomic Equilibria., part two in this dissertation. I 

show there how discrimination of capital income adversely affects incentives, output, and capital 

accumulation. 
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the equivalent of ration coupons or vouchers. These in turn would enti- 

tle the holders to shares issued by the companies being privatized and 

other assets, real estate included.? 

In the second stage the coupons would be traded for the actual 

shares in existing publicly controlled corporations and, possibly, in 

land and some real estate assets. 

1. There is a wide ranging discussion on the issue whether the state controlled Land should be 

privatized as well, or, as suggested by N. Tideman, it should be rented to the highest bidder and 

provide the state with income, therefore limiting the need for distortive taxation. The recent 

announcements in the Soviet Union suggest that massive leasing of farmland to individual farmers is 

planned for as soon as spring 1991. For more on the idea of land renting see: Tideman, T. Nicolaus, 

(1990) Integrating Land Value with the Internalization of Spatial Externalities, Land Economics, 

vol. 66 (August 1990); Tideman, T. Nicolaus (1990) Market-Based Systems for Assigning Rental Value 

to Land, Department of Economics, VPI&SU (mimeo), October 1990. 

2. There are arguments against using any artificially created medium of exchange such as capital 

coupons to carry out the privatization. Dr. Nicolaus Tideman suggested to me two major problems with 

any financial instruments such as capital coupons that are a novelty to the population. First, their 

value will be difficult to determine and, therefore their holders may not understand the idea of the 

whole privatization process. Second argument against vouchers, is in essence a derivative of the 

first problem, the privatization vouchers without any well specified face value would add uncertain- 

ty to an already uncertain economy. Therefore, Or. Tideman argues, privatization should be achieved 

by distributing money to the population and then "burning" it as it is returned in the process of 

privatization. In this scenario the government would estimate the amounts of financing needed after 

carrying out some "for cash" only sales. Then cash could be distributed, preferably less than what 

was initially estimated to prevent any inflationary money supply to remain in the economy. 

Although privatization where cash is directly distributed to households seems very logical there 

are arguments against it. In the case of Poland, at least for the time being, such a massive cash 

infusion could undermine the credibility of what may be the only remaining true achievement of the 

Stabilization program: the shaky stability of the Polish zloty (domestic currency). Second, it seems 

to me that people may be more willing to take risk of investing in any capital assets other than 

gold, art, foreign currencies (traditional investment assets in Eastern European countries) and, in 

the case of Poland, real estate where its private ownership was not banned if they deal in something 

less understood than money, that can directly be turned into potentially income producing assets. 

Third, social tension would arise since the initial distribution of purchasing power will directly 

and strongly favor the already rich in cash individuals, who often acquired their cash holding 

illegatly, at least under the previous system. Fourth, the distribution of vouchers offers more 

flexibility in time. The cash infusion, even if carried out in installments would require very close 

monitoring. If not matched by immediate stock offerings the increased money supply could create 

havoc on the consumer goods markets. Stability of the foreign exchange rate of the domestic currency 

would be potentially threatened if households have to or decide to wait with their purchases. Last, 

but not least important, vouchers seem to offer more flexibility if the privatization process aims 

at not only distributing state controlled assets among the populations of the countries privatizing 

but at creating the financial infrastructure as well. This last issue, so crucial if the reforms 
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Most Eastern European nations have well developed state adminis- 

tration networks. Some add good experience in rationing. All of the 

East European countries have well developed systems of citizen identifi- 

cation cards. Added together, these countries could use the remnants of 

the old police state to their advantage in the process of economic 

transition to the system known as free-market economy. 

In addition to the existing administrative infrastructure there 

seems to exist strong political justification and will to carry out such 

an uncompensated privatization of assets.+ Such an action can be fully 

justified not only on moral grounds, but on economic efficiency grounds 

as well. 

Before the privatization bills are passed by the Parliaments in 

the East European countries a number of issues has to be agreed on. The 

distribution of coupons among individuals certainly remains the single 

most sensitive issue to be solved. 

It is my belief that the allocation of "capital coupons," and 

hence future ownership of the national assets should be based on the 

following three criteria: 

l. The number of years of employment in the socialized sector of 

the national economy; 

...Continued... 

under way are to succeed in creating sound and healthy economic environment is discussed in more 

detail later in this paper. 

1. Upon assumption of power the leaders of the Solidarity Government in Poland demanded the return 

of all union property seized during the marshal law in 1981-82. Their claim was based on the right- 

eous principles of law declaring that all stolen property should be returned to its owners. At the 

time of writing of this paper this same government considers paying back at least part of the Polish 

public debt issued before the Second World War and later rejected by the post-war governments. In 

this circumstances it would be surprising why the same principles according to which assets should 

be returned without compensation to their true owners should not be applied to the national property 

created by the population during the last 45 years. 
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2. The age of the prospective recipients of assets;} 

3. The education level of the recipient. 

The first criterion, the length of employment in the socialized 

economy, is justified on the grounds that longer employment in most 

cases was tantamount to a higher contribution to the current national 

wealth held in public hands.“ 

The existing ownership structure in the already existing private 

sector, including agriculture, should be preserved, unless the ownership 

titles were acquired illegally.? 

As pointed out before in this study, the state had been the larg- 

est saver in the economy. Constitutionally, and therefore legally, the 

state just represented the people and managed their property including 

savings and investment. It is very reasonable to assume that the cur- 

1. A simple example, and only example, of how such a distribution could work is provided in Appendix 

B located at the end of this paper. 

2. Here, several issues would need to be resolved. For example, in the mixed economies with a con- 

siderable private ownership already in effect some special arrangements would have to be found to 

accommodate the private entrepreneurs with no or short employment in the public sector. If there is 

strong evidence that the private sector was systematically exploited by the state, i.e., private 

business contribution to the state budget was comparable as a share of the total value added in this 

sector with the socialized sector, then private employment should be treated equally with public. It 

may also be decided that there is no other way to accommodate all interested parties than to treat 

all employment equally as long as it is verifiable. 

3. A number of critics of current reforms in Poland and potential privatization efforts in other 

Eastern European countries point out that some assets were taken over by the "communist nomenklatu- 

ra." They argue that such deals should be reversed and banned. Others may argue, however, that some 

of these companies became very efficient under the new ownership and reversals would be economically 

disastrous. The privatization program offered on this pages would solve, at least to some extent, 

this problem as members of the "nomenklatura” would get a chance to convert their share of coupons 

into the share of their companies and therefore legalize their ownership without losing their jobs 

and putting successful businesses out of operation in the name of revenge or ill defined social 

justice. At the same time, if these people realized they were incompetent in running their newly 

acquired "nomenklatura partnerships" we should not expect them to spent their coupons on the shares 

of these companies, therefore making these firms available to other buyers who would give them 

higher coupon (money) valuations. 
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rently older generation, nearing retirement, would own and control the 

majority of assets in the economy in the absence of the post World War 

II nationalization. Intergenerational wealth distribution structure in 

the majority of both, industrialized and developing capitalist coun-~ 

tries, supports this belief.? 

Post-reform bias in the property ownership favoring the older 

generation would have additional advantages. It would instantly create 

economically healthy intergenerational wealth distribution structure. 

It would avoid alienating the older generation. These people are 

still influential and manage the economy. They are often the most 

skillful workers in factories and on the shop floors. Traditional to 

all societies seniority and authority values would be preserved.” 

Also, substantial savings in the social security and pension 

payments from the state budget could be generated. ? Hence, the tax 

1. In the U.S., the age distribution of wealth favors the older generation, i.e., people just before 

retirement and in the early years of retirement. In 1984, when 76.2 percent of households with the 

principle householder under 35 years had their net worth under $25,000, and 50 percent under $5,764, 

only 24.1 percent of households in the 55-65 years old fell into this low wealth group. On the other 

hand, as much as 37.3 percent of households in the 55-65 age bracket controlled assets worth over 

$100,000 with the median value of $73,664 for the whole age group. Net worth of households gradually 

declined as they got older. For the generation of 65+ years old the median fell to $60,266, but 

still almost one third (31.3 percent) of them owned over $100,00 in net worth. Source: Statistical 

Abstract of the United States, 1990. US Department of Commerce, Bureau of Census, p. 485. Table 745 

“Household net worth." 

2. For comment on this issue see, for example: Don’t Frighten the East Bloc Bureaucrats by Reuven 

Brenner, The Wall Street Journal, December 26, 1990; Prospect for Privatization in Poland by Irena 

Grosfeld, European Economy, No. 43 (March 1990), pp.139-150. 

3. The following data should help the reader realize the magnitude and power of private retirement 

savings in a developed market economy. At the end of 1989 the U.S. private pension funds held 

$2,584.9 billion in assets. There were $813.2 billion in public pension funds. Deposits with the 

Individual Retirement Account plans were worth 393.0 billion. Altogether these three forms of re- 

tirement savings controlled $3791.1 billion in assets. At the same time fixed private capital assets 

were valued at $14,412.2 billion. The non-residential part of these assets accounted for $7,883.3



burden on the economy could be reduced. Assets acquired by the older 

generation would yield interest and dividend income possibly substan- 

1 tially supplementing pension payments.” Additional income would come 

from direct sales of assets to the younger generation, saving for re- 

tirement. 

Finally, the newly established governments would gain tremendous 

credibility by returning assets to their true, constitutional owners. 

Any other distribution would undoubtedly lead to social tension and 

years of uncertainty over the final ownership structure. 

The age of individuals should be a positive factor in determining 

the amount of vouchers allocated to them to the point of retirement and 

then gradually negative with years in retirement. The argument here is 

Continued... 

doubtful if pension funds could survive in the market for capital, if their purpose was limited to 

holding (caring for) the individual retirement savings without providing any real appreciation of 

these savings over time. The growing popularity of the IRA type plans and non-government sponsored 

retirement funds is a further evidence that individuals are more and more interested in enlarging 

their assets from capital returns. Recent calls for a general overhaul of the Social Security System 

in the direction of its privatization seem to support the claim that the general public in the 

United States my start realizing that private investing may increase returns to capital saved for 

retirement. The major difference between the Social Security system and private pension plan lies in 

the fact that accounts with the Social Security system are less private compared to IRA or pension 

fund accounts. For an average individual his or her Social Security “contributions" payments are 

probably more of a tax payments than savings accounts deposits. Of course, there should be no illu- 

sion that the majority of the U.S. retirees relies entirely on their purely voluntarily contribu- 

tions towards retirement. Companies in most cases enroll employees to their pension plans. However, 

even here, first, the employees are often attracted to companies with well developed pension plans; 

second, they are encouraged to save since the employer provides matching funds to employees savings; 

third, we should expect that as it is in the interest of the company to increase the value of the 

pension fund it would scrutinize the fund’s performance more closely and capital invested would have 

higher returns than if it was paid into a pay-as-you go retirement system developed in all Eastern 

European nations. 

1. Some may argue that the majority of Eastern European companies might be unprofitable enough to 

pay any dividends to its share holders. Had it been so, possibility rather small in the longer run, 

how could we expect the shareholders-owners of these companies to pay back for them if they where 

sold by the state with mortgage payments spread out over years? Also, should all privatized busi- 

nesses prove unprofitable how could we expect them to pay taxes to support the state retirement fund 

in the first place? 
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straightforward. With retirement the retirees had already started draw- 

ing out their life-time savings invested with the state. This criterion 

should take care of the part of the population that would otherwise have 

problems to qualify for vouchers. Here, as an example may serve house- 

wives that devoted their lives to raising children at home. 

The third criterion - the education level - would be supplemen- 

tary to the first one and would partially favor higher educated individ- 

uals. This criterion may also be the most controversial and realisti- 

cally thinking it has very low chances of being included in any distri- 

bution by giveaway for mainly political reasons.? The underlying argu- 

ment for this criterion is similar to the arguments for seniority. With 

strongly homogeneous wage structure in all of the centrally planned 

economies, it can be argued that more educated workers made greater 

contributions to the existing national capital stock. On the other hand 

arguments may be raised that higher education by itself did not neces- 

sarily mean higher contribution to national wealth, especially if human 

capital was systematically misallocated. Also, if the theory of house- 

hold labor supply is applied, the conclusion may be reached that house- 

holds supplied labor in response to wages and benefits and therefore, 

relatively low wages for highly educated individuals resulted in rela- 

tively low labor supply, and hence relatively low contribution to the 

1. Even if favoring better educated individuals in the distribution is openly abandoned, education 

level should not be used against the recipients of vouchers. Time spent in school beyond elementary 

education should be counted as time worked, the same way it was counted for other benefits granted 

on the basis of tenure. 
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existing national wealth.+ 

Yet, the education criterion favoring groups with higher education 

level may be the only way for the East European countries to avoid being 

another player on the losing side in the ongoing international game 

commonly called “brain drain." Interestingly, little is mentioned in the 

economic literature that current reforms in Poland had led to a quite 

massive emigration of mostly the best trained and aggressive young 

individuals. 

1. Data on the relationship between education and income and net wealth in the formerly centrally 

planned economies are very scarce. For some insight into the problem see: Flakierski, Henryk (1986) 

Economic Reform & Income Distribution. A Case Study of Hungary and Poland, M.E. Sharpe Inc.; Krejci, 

Jaroslav (1982) National Income and Outlay in Czechoslovakia, Poland and Yugoslavia, St. Martin’s 

Press, pp. 39-47. It seems that the wage differentials due to education were different in various 

Easter European countries. The studies in this field are bound to overestimate the real existing 

income differentials for at least one reason: they hardly take into account the fact that income 

redistribution was achieved through the price system under which durable consumer goods and goods of 

above average standards subsidized the tow prices for the basic consumer goods. Therefore, higher 

earnings, unless really astronomical, did not automatically carry proportionately higher living 

standards. Availability of some goods was often limited, too. The various rationing schemes were 

exactly used to avoid giving preferences to the highest bidder. 

Some insight into what might have happened had there been free market system in Eastern Europe 

might be gained by looking into the relevant statistics of the Western market economies. In the 

U.S., households where the principle householder had high school education had median net worth of 

$31,892. For those with at least 4 years college education the median net worth was $60,417. Inter- 

esting would be to compare data where educational distribution of households’ net worth is subdivid- 

ed on different age strata. 

Data for the West European distribution of wealth according to education, and education and age 

may be even more relevant. Specifically, it could be very advisable to search for data on Greece, 

Portugal, Spain, Ireland, i.e., countries that are closest in terms of their level of economic 

development to the countries of Eastern Europe. On the other hand these countries are also known to 

suffer from the international “brain drain," meaning that their wealth distribution among groups 

with different education level is not necessary worth copying. Maybe the market imperfections 

present in these countries, or a strongly progressive tax rates made them not competitive enough to 

retain the potentially highest paid labor. 

2. In Poland, and soon in other Eastern European countries that attempt to "stabilize" their econo- 

mies, the wage freeze enforced in the public sector, accompanied by freedom of international travel 

inevitably led to a massive exodus of tens of thousands of university graduates and other usually 

skillful professionals. Such outflow of qualified labor only means that those who leave the country 

view their income opportunities to be much higher (taking into account the explicit and implicit 

costs of resettlement, often required changes of profession, and decline of social status) abroad 
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In addition, although the future wage differentiation in the 

reformed economies should stimulate individuals to increase their educa- 

tion and skills, such one-time distributional advantage will certainly 

add to these future potential incentives. 

The education criterion would also have the effect of putting 

additional control in the economy in the hands of the senior plant 

management. Such a move would create additional incentives in the 

economy, if the managers treated their coupons as corporate stock op- 

tions in their own factories. This last possibility is not too remote 

in a system, where people might invest in what they really know - their 

own companies.? 

-.-Continued... 

than in their home country, including the opportunities in the emerging private sector. The phenome- 

non of wage controls applied indiscriminately to all state sector employees was harshly criticized 

by the discussants during the "Stabilization and Reform in Eastern Europe and Latin America” session 

held at the annual American Economic Association meetings in Washington, D.C. in December 1990. The 

costs of massive emigration of skilled population may be not realized immediately, especially in an 

economy in deep recession but they are well known. 

The author of this paper left Poland in 1985. Just five years later, and 7 years after gradua- 

tion a large number of his friends from the university resides everywhere in the world but in Po- 

land. For most of them emigration was often the only way they could establish families, have a place 

to live outside their parents overcrowded one-bedroom apartments. Most of them will probably never 

go back. Most will never work in their profession, economist specializing in international trade 

with a sound microeconomic preparation often comparable in some areas with the top MBA programs in 

the wortd. During two successive job markets for economist in the U.S. the author ran into recruit- 

ers from Australia, India, Israel, the Republic of South Africa, Turkey and other seeking their 

Nationals for respectable and, relatively for those countries, excellently paid positions. None of 

the East European countries was ever represented although delegations of all levels from these 

countries seem to enjoy frequent trips to Washington, D.C. 

1. There are other advantages associated with employee ownership. As Christopher Farrell and John 

Hoerr write in their article on Employee Stock-Ownership Plans (ESOPs) in the U.S.: "Why have ESOPs 

suddenly become such a dynamic force among blue chip companies? The answer is that they offered 

simultaneous solutions to major problems now besetting American corporations: When a company gives 

stock to its employees through an ESOP, it cuts its tax bill, erects a takeover defense, clamps a 

lid on the cost of pensions, and perhaps even spares itself the nightmare of monumental medical 

benefits for future retirees. And it can do all this while moving toward the most important goal of 

all: boosting productivity enough to make U.S. companies more competitive in world markets. ... The 

ESOP is fast becoming a way of life at many of the nation’s best-known companies, including Anheus- 
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There are other arguments favoring the establishment of the new 

ownership structure based on employment seniority, age and education, 

too. 

First, all three criteria are easily identifiable and verifiable. 

Personal identification cards issued to all citizens at the age of 18 in 

the countries involved include precisely these information, i.e., age, 

employment dates and places, education level (general level). In making 

decisions about this very sensitive issue of wealth distribution, con- 

sistency in policy and verifiability should be high on the priority 

list. Any lack of popular acceptance may turn out to have socially, 

politically and economically devastating results. 

Second, this form of privatization, by involving all members of 

society, offers huge educational opportunities. In a number of capital- 

ist countries the majority of population treats the stock market as 

place for speculators and people with doubtful reputation. The economic 

awareness of the savings and income opportunities opened in capital 

markets is limited to small percentages of families in these countries. 

Hence, the incentive side of capital accumulation is not fully realized. 

There should be no preferences in the share-for-coupons transac- 

tions for company employees, including the current management. Of 

course, such preferences may be included in the future employment con- 

tracts signed between the elected representatives of shareholders and 

... Continued... 

er-Busch, Lockheed, Procter & Gamble, and Polaroid. An estimated 200 public companies have set up 

ESOPs during the past two years alone. Overnight, employees typically become their company’s single 

biggest shareholder bloc. ... An ESOP reorients a company by tightly linking the employee’s retire- 

ment wealth to its stock performance. ‘Driving the interest in ESOPs is a concern in American indus- 

try about becoming more entrepreneurial,’ says Frederick M. Rumack of Buck Consultants Inc. ‘Employ- 

ees with an equity stake will work harder and do better by the company.’" in ESOPs: Are They Good 

for You? (1989) by Christopher Farrell and John Hoerr, in Business Week, May 15, 1989, pp. 116-123. 
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employees in all ranks. It is necessary, however, to avoid all kinds of 

price distortions as well as creating socially sensitive problems in the 

process of privatization. If preferences were given right from the 

beginning, the credibility of the whole strategy would be undermined. 

IV.2.2. The Emergence of the Financial Markets 

Once all individuals are awarded coupons the government should 

1 on this coupon market the immediately sponsor the market for them. 

initial owners of coupons would be able to trade them for cash with 

other individuals and corporations. At each instant cash price of cou- 

pons would be available and made public in mass media. Very soon this 

price on the voucher market would reflect the situation on the emerging 

stock market. 

At the same time, we should expect the emergence of another type 

of capital transactions and associated with them markets. Many if not 

most individuals holding their share of non-interest earning vouchers 

will be willing to lend them to entrepreneurs in exchange for future 

interest payments. In this natural way a bond and convertible bond 

markets would be created. Such lending transactions should not only be 

allowed but outright and openly encouraged by the state and appropriate 

institutional infrastructure for them should be built. These lending 

operations would basically solve the problem of ownership dispersion. 

If Mr. Neptune, a genius in management and electronics, notices 

1. To sponsor would mean in this case making available to all potential traders a safe physical 

space in every region in the country where the trades can be conducted. It does not mean setting 

complex regulations, training and licensing special brokers, and enforcing trading limits and per- 

missible price variations. 
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value in the Gdansk television sets factory he may simply "borrow" 

vouchers from other individuals and families to purchase that factory. 

In the West such transactions are known as leverage buy-outs and involve 

massive bond issue to finance stock purchases. Although they put a 

heavy debt burden on the company, they should be expected to work much 

better than government sponsored sales. Also, bonds issued in exchange 

for vouchers may carry the convertibility option that would authorize 

the holder to receive a specified in advance number of common or pre- 

ferred shares. The convertibility option would make bonds more attrac- 

tive to voucher holders and potential lenders. There should be no 

restrictions whatsoever as to what type of transactions are allowed as 

long as they are voluntarily. The government's role would be limited to 

collecting and disseminating information on the transactions taking 

place, protecting the integrity and the freedom of market activities, 

enforcing contractual obligations, possibly creating market infrastruc- 

ture. 

The "capital coupon" or "voucher" markets would perform two func- 

tions. First, they will organize in a legal framework what is otherwise 

bound to be created anyway, i.e., the black market for coupons. Second, 

the creation of additional markets, compared to the period before priva- 

tization had begun, would absorb at least part of the "monetary over- 

hang" (if there ever was any) in the economy. This, in turn, should 

lead to partial improvements on the consumer goods market without the 

skyrocketing price increases present under the shock treatment imple- 

mented in Poland. Additional social acceptance to the whole transition 

program would be gained. 

1. Even some of these tasks eventually should be handed over to the private sector. 
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IvV.2.3. The Pricing Mechanism for Stock Offerings during Privati- 

zation 

As outlined earlier, in the second stage of the privatization 

process coupons would be traded for the actual shares in corporations. 

This stage would take much longer time than the first stage. We should 

expect it to last at least two years, but five years may be what really 

is needed. During that time corporations would be issuing shares in 

exchange for coupons. 

The coupon per share price would be determined the same way it is 

determined on the stock markets around the world, i.e., by the supply 

and demand relationship. 

If a company is very popular and considered an attractive invest- 

ment its share prices would be bid up and retire a large number of 

vouchers. Even the insolvent companies offer some value, so we should 

not be worried that only the most attractive firms would find "buyers." 

The credibility factor would be really important, if this privati- 

zation strategy were to succeed. The procedure of issuing coupons 

cannot be tampered with, or, there should be no “coupon inflation." 

Once the total number of coupons is determined and issued there should 

be no additional series. Each month or week or maybe even day, the 

total number of outstanding coupons should be made public in daily 

press. 

The state authorities should decide early enough on the total list 

of companies and assets to be privatized. This, to avoid unnecessary 

waiting for better companies and investment opportunities that the 

government may put “on sale." Also, clear announcement of future inten- 
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tions would save the government from accusations of making secret, 

"last-minute" deals with some better informed individuals. 

All state firms that are made subject to privatization should be 

given an early deadline after which they must start issuing shares. 

Share issue should be accompanied by a simplified balance sheet readable 

to the general public. This last requirement will be difficult to 

satisfy and I may be accused of underestimating the amount of work and 

information needed to prepare a corporation before it goes public. 

Nevertheless, it is the author’s belief that in the present economic 

situation, a common sense description of the company, its debts and 

product lines are of more value to the public than sophisticated multi- 

page balance sheets. Most companies in the centrally planned economies 

operated in the system of artificial prices, including wages. A number 

of formerly heavily subsidized firms may turn out to be great success 

stories in the new system. The opposite is true as well. Superbly 

profitable state monopolies may fare badly in the new and changing 

environment. At present, a large number of corporations is in some sort 

of a transition process anyway. Most firms are bound to go through some 

kind of restructuring. A number of them will change product lines 

entirely, some will be closed down, some may be acquired by other compa- 

nies and turned upside down in the process. That is why any detailed 

financial information about most of the corporations would add little to 

the general-outline type of knowledge that can be placed on a page or 

two. Statements about corporations should be standardized as much as 

possible to allow for easy comparisons. 
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IV.2.4. The Conclusion of the Transition Process 

A regular stock market should be organized parallel to the coupon 

market and the coupon-for-shares market. On the stock market the newly 

acquired stock holdings would be traded for cash. Once privatized, 

companies would be allowed to issue new shares and raise capital in the 

same way corporations do in market economies.+ 

At the end of the transition period all vouchers would have been 

redeemed for corporate shares, real estate and possibly land. With the 

retirement of the vouchers all voucher markets would cease to operate. 

As coupons are retired and individuals, directly or through the network 

of mutual funds and pension funds, acquire the shares of corporations 

the transition to the new economic order would be completed. 

I should stress that such a reform would take time and planning. 

It would put a lot of responsibility on the government. Such a respon- 

sibility, however, would be regulatory in nature. The credibility of 

the whole privatization process requires that the governments role in 

the distribution of vouchers and then real assets be as limited as 

possible. There should be very limited space for corruption. This, 

especially, that the subjective quantitative decisions relating to the 

distribution of the capital vouchers could be agreed on and enacted as 

law by the Parliaments of the countries taking this course of reforms. 

The moment the companies become truly privatized, i.e., when the 

majority of their shares are held in private hands, all remaining re- 

strictions on firms should be immediately lifted. The tax system should 

1. The stock market would not necessarily require any specific location. It may be even more benefi- 

cial to create a national system of dealers similar to the National Association of Securities Deal- 

ers Automated Quotation System (NASDAQ) in the U.S. 
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neither give preferences to some firms nor it should discriminate compa- 

nies against each other. The income tax structure should not discrimi- 

nate any types of income. Capital accumulation should not be artifi- 

cially encouraged by double taxation. In countries with relative 

"capital shortages" tax system should not encourage the retention of 

capital in the existing companies. Such artificial retention of capital 

would impede inter-industry capital flows. Positive and high real 

returns to capital would certainly emerge in an economy where capital is 

relatively scarce and, therefore, has relatively high marginal product. 

In the absence of distorting government taxation and other forms of 

intervention the high real returns to capital would induce high savings 

rate and attract venture capital seeking high returns from abroad. 

All decisions concerning what to produce and how to divide reve- 

nues between wages, capital accumulation and dividend payouts ought to 

be left to the hands of shareholders and their elected representatives. 

All restrictions on hiring, wages, bonuses and other forms of compensa- 

tion should be lifted. All labor contracts should be negotiated between 

the interested parties. There should be no restrictions on who can be 

hired as chief executive officer, company president or maintenance 

employee. 

Iv.2.5 The Private Retirement System: Western Experience and 

Implications for the Reforms 

In chapter IV.1.7 I made an explicit argument for linking the 

privatization of state held assets with the overhaul of the entire 

retirement system in existence in East European countries. The proposed 

reform of the retirement arrangements would lead to fast privatization 
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of almost the entire pension system and, therefore, would reduce the 

share the state budget maintains in the national economy. The privati- 

zation accomplished by a massive free-of-charge distribution of assets 

favoring the older generation would make the privatization economically 

feasible and politically acceptable. The state’s role in providing 

retirement could be overwhelmingly reduced to an absolute minimum. 

There is growing evidence that most industrialized nations are 

moving away from the state sponsored retirement programs and favor the 

individualization and privatization of retirement savings.?+ The process 

of government withdrawal from retirement underwriting was initiated when 

it become obvious that changing demographics made the centralized fund- 

ing prohibitively costly and financially unsustainable in the long-run. 

In the U.K. 

"In recent history, it is not the flat rate (basic) pension which has been at 

issue, but the state earnings related pension scheme (Serps) on top of it. The 

present day Serps had its beginning in 1957. It went through a number of failed 

permutations - the Boyd Carpenter scheme, the Crossman scheme and the Joseph plan - 

before the present Serps was set up by the Social Security Pensions Act 1975. ... 

Serps became operational in 1978. ... Less than eight years after being set up, 

Serps is to be abolished. What went wrong? ... Probably the most fundamental thing 

that went wrong was the cost. In 1975, when Serps was set up, it did not seem 

financially excessive. Unemployment was around 1 mn and the economy was growing 2- 

3 per cent a year. ... Today [1984-1985], against the a background of recession and 

high unemployment, the cost of a state pension which aims to increase benefits for 

the average earner by about 50 per cent no longer look tolerable. ... The cost of 

pensions was expected to rise substantially in the future as pensioners increased 

in number and lived longer. At the same time there would be a rise in the ratio of 

pensioners to workers. This becomes most marked from about 2010 when the number of 

pensioners will increase while the size of the working population remains much the 

same." 

1. For an excellent and up-to-date and both empirical and theoretical analysis of the private pen- 

sion system in the United States see: Pensions, Labor, and Individual Choice (1985) ed. by David A. 

Wise, The University of Chicago Press. 

2. The Personal Pension Revolution, (1985) The Economist Intelligence Unit, The Economist Publica- 

tions Ltd., London, U.K., pp. 5-6. 
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There are, however, other compelling reasons for privatization of 

the retirement system. The private retirement funding, as opposed to 

the state system where current liabilities are financed by current tax 

collections (pay-as-you-go arrangement), requires actual capital accumu- 

lation. East European economies need to accumulate tremendous amounts 

of capital before their standard of living can match Western levels. It 

will take decades to accomplish this formidable task. Retirement saving 

may be the optimal solution to capital accumulation. Western experience 

supports this statement. In the aftermath of the World War II: 

",.. private pensions in the Federal Republic of Germany became popular largely 

because industry and business needed capital. ... Reflecting the need for capital 

German companies "took advantage of the possibilities permitted by government 

regulation to form private pension plans under which funds allocated for future 

pensions could remain available to the company for financing of its own activities 

while qualifying for tax advantages. ... Private pensions also enjoyed some growth 

as the result of an inadequate public social security system in the immediate 

postwar years." 

In the U.K. support for personalization of retirement saving came 

as a result of both economic and political factors. First, the tradi- 

tional retirement system proved too stringent for changing labor market 

environment: 

“Quite simply, most private schemes in the UK provide defined benefit pensions, as 

a fraction of final salary for each year of service. If an employee has continuous 

service with the same company, he or she receives a generous pension of two thirds 

(maximum) of final salary. If, however, that service is interrupted either through 

voluntary job change or forced redundancy, then pension rights suffer - and at the 

end of the day, so does the pension. ... The ‘stayers’’ benefits are more generous 

than the ‘leavers’’ benefits even if the early ‘leaver’ takes a ‘fairly calculated’ 

transfer value paid into another scheme (or schemes)." 

1. Horlick, Max (1980) Private Pension Plans in West Germany and France, US Department of Health and 

Human Services, Social Security Administration Office of Policy, SSA Publication No. 13-11811, 

Research Report No. 55, (October), p. 3. 

2. The Personal Pension Revolution, (1985) The Economist Intelligence Unit, The Economist Publica- 

tions Ltd., London, U.K., p. 14. 
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Second, the growing power of institutional investors called for 

some counterbalancing action: 

"Since the Second World War, the tide had been turning against the private inves- 

tor. Institutional investment, by contrast, largely made up of pension funds, had 

grown enormously. ... The logical conclusion of this situation, according to the 

CPS [Center for Public Studies], was the total disappearance of the private inves- 

tor by the year 2000." 

The elimination of individual investors: 

".,. was in direct opposition to the philosophy of the Thatcher government, resting 

as it did on individual endeavor, individual control of wealth and self-sufficien- 

cy. The CPS pension plan - personal, identifiable and available for investment - 

offered the perfect solution. In addition, it allowed greater job mobility and - 

even more importantly - a possible way of getting the government off the hook on 

Serps." 

The just quoted British experience as well as the experience of 

other Western industrialized countries suggest that the organization of 

the private retirement system should be built around the principle of 

maximum personalization of accounts.* Every individual, or household 

1. Ibid., p. 8. 

2. Ibid., p. 8. 

3. According to the authors of The Personal Pension Revolution, (1985) The Economist Intelligence 

Unit, The Economist Publications Ltd., London, U.K. "Money purchase schemes Like personal pensions 

avoid many of the disadvantages of defined contribution schemes, as follows: The value of the scheme 

is easily defined for each employee; the rights of early leavers are defined and the personal pen- 

sion or pension ‘pot’ can be moved with change of job; there is a more direct connection between the 

contributions and benefits from the scheme; thus, the value of benefits are clearly defined at 

retirement; also the rights of spouse are more readily identified in the event of divorce; members 

can follow the progress of their pension; there is no cross subsidy; there is thus no discrimination 

against the early leavers, young employees, lower paid employees and women; personal pensions are 

easy understood for employers and employees; costs are known and controllable for the employer; 

money purchase schemes are fully flexible in terms of starting age, level of contributions, retire- 

ment and possible waiver of contributions; benefits can be selected according to personal circum- 

stances, for instance the employee can opt for a fixed level pension or a lower one with inflation 

related increases." p. 73 

"Perceived advantages of company schemes: compulsory - everyone is equal and does not have to think 

about a pension independently; the individual has no responsibility for administration (payment of 
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should be able to determine at each point in time the value of the 

retirement assets at their disposal.+ The retirement accounts should be 

fully portable.” In fact, individuals should be given unrestricted 

Management of their retirement assets. The decision to place such 

assets under the umbrella of an investment management company, pension 

or mutual fund, as well as the choice of the manager(s), should be left 

entirely to each individual’s discretion. There is little practical 

reason why individuals should be barred from drawing retirement payments 

as long as they are employed as is the case in a number of Western 

.-.Continued... 

contributions and pensions); the company ensures the fund is well managed and well invested; the 

contributor is totally free of decision making in an area he or she has little confidence. 

Perceived disadvantages of company schemes: lack of portability; it is not possible to change jobs 

voluntarily or compulsory without some loss of pension rights; lack of flexibility in starting age, 

level of contributions, retirement age, facility to waive contributions for a while; freezing; the 

fact that pensions are frozen until retirement and are not accruing any interest for the 

contributor ...; the feeling of being ‘tied’ to one’s company; the discrepancies among schemes; the 

problem on retirement of tracing deferred pensions from previous employers; company schemes are 

confusing and difficult to understand (the survey discovered large areas of ignorance about pensions 

and any people were unaware of what pension rights they had earned)." pp. 73-4. 

1. For a theoretical analysis of various pension schemes and their impact on economic efficiency 

see: Lazear, Edward P. (1985) Incentive Effects of Pensions, in Pensions, Labor, and Individual 

Choice (1985) ed. by David A. Wise, The University of Chicago Press. 
  

2. “Personal, Portable Pensions for All," (1983) published by the Center for Policy Studies made 

three recommendations: "a. There should be a fundamental review of pension legislation to remove the 

penalty on changing jobs, to aid mobility and to link individuals more closely with the wealth 

represented by their pension fund; b. to these ends, pensions should, as far as possible, become 

personal and portable, identifiable by the employee and attributable to him; c. in certain circum- 

stances, this would give individuals the opportunity to use part of their capital in constructive 

ways prior to retirement - as the self-employed are able to do." In: "The Personal Pension Revolu- 

tion," (1985) The Economist Intelligence Unit, The Economist Publications Ltd., London, U.K., p.7. 
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countries.+ 

The contributions to pension accounts should be made mandatory. The 

state would estimate the minimum amount of annual or monthly contribu- 

tions needed to fund a minimum acceptable retirement. Contributions 

beyond the minimum should be encouraged. There is little need to force 

retired individuals to spend their pension savings. Therefore, the 

government should not impose penalties for not withdrawing accumulated 

savings at any age.* The mandatory aspect of contribution is necessary 

to make the whole retirement system credible. Voluntary savings could 

encourage individual members of the society to avoid savings. Once 

retired they would appeal to the society for support. There is little 

doubt such support would be granted on humanitarian grounds. The volun- 

tary optimal retirement funding system would time inconsistent. Free- 

riders taking advantage of the system would demoralize other members of 

the society and destabilize the privately run retirement system. 

The state should not directly insure retirement savings. Several 

indirect insurance-type arrangements can be made. First, the government 

may issue long-term securities backed by its power to generate revenue 

through taxation.- A fraction of the retirement portfolios may be always 

invested in such bonds. Second, risks may be limited by general diver- 

sification of portfolios. Third, retirement savings may find safety in 

1. For a more detailed presentation of the history and developments in the retirement system of West 

Germany and France see: Horlick, Max (1980) Private Pension Plans in West Germany and France, US 

Department of Health and Human Services, Social Security Administration Office of Policy, SSA Publi- 

cation No. 13-11811, Research Report No. 55, (October). For an interesting analysis of the social 

and economic issues incidental to pension fund investing and management see: Mandating Private 

Pensions: A Study of European Experience, by Max Horlick and Alfred M. Skolnik (1979) U.S. Depart- 

ment of Health, Education, and Welfare, Social Security Administration, Research Report No. 51. 

2. The U.S. Individual Retirement Arrangements (IRA) force holders to begin cashing in savings at 

the age of 70. This may be one of the many regulations that put the interests of the state budget 

above the interests of the economy in general. 
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index securities, i.e. securities representing a large number of firms. 

There is little reason why East European financial markets in their 

initial stages of development should not offer index-type funds espe- 

cially structured for the purpose of saving for retirement or other well 

known in advance expenditures such as homes, durable household items, or 

planned future trips around the world. We could imagine that to mini- 

mize risk the retirement funds would have to be at least partly invested 

in indices. East European pension fund managers could also be forced to 

diversify their portfolios across national borders, i.e., be forced to 

purchase foreign stocks. 

In conclusion, to succeed in creating a healthy, stable long-term 

environment that would facilitate economic growth it is imperative that 

East European countries reform their retirement systems in the direction 

of their far reaching privatization and personalization of savings. Now 

is the chance to achieve such transformation. Before long, however, if 

this objective is not immediately accomplished, East European countries 

1. A growing number of U.S. mutual funds responded to growing demand and introduced bottom cost 

passively run index funds. Portfolios of the index funds mirror the composition of major market 

indices, such as S&P 500, Wilshire 5000, etc. For examples of index funds and their costs see: 

"Vanguard Index Trust," Prospectus and Account Registration, The Vanguard Group of Investment Compa- 

nies; “Spartan Market Index Fund," New Account Kit (prospectus and account registration), Fidelity 

Investment Company. Investors can increase diversification and free their portfolios from errors of 

human managers by investing beyond the domestic market of their home country. To this end the mutual 

fund industry introduced international equity index funds. For example see: Prospectus for "Vanguard 

International Equity Index Fund," This index fund has two separate portfolios: The European portfo- 

lio which seeks to parallel Morgan Stanley Capital International Europe Index, a diversified index 

consisting of companies located in thirteen European countries, and The Pacific Portfolio which 

mirrors the portfolio represented by the Morgan Stanley Capital International Pacific Index consist- 

ing of companies located in Japan, Australia, New Zealand, Hong Kong and Singapore. As should be 

expected the Vanguard Index funds are offered as retirement saving vehicles by the Vanguard Group. 

1990 Edition. 

Also see: "The Index Boom: It’s No Longer Just the S&P 500 Stock Index," The Wall Street Journal, 

May 29, 1991, C1; “Small-Stock Index Funds Are Having Big Season," The Wall Street Journal, March 

27, 1991, C1; 
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may face the same environment hostile to private initiative in retire- 

ment saving the British government faced in the early 1980s where: 

"The pensions establishment argued people could not be trusted to ‘do their own 

thing’ and was fundamentally concerned that the ultimate conclusion would be the 

end of occupational schemes. ... The pensions establishment argued that money 

purchase schemes had been tried (during the 1950s and 1960s) and discarded because 

of their vulnerability to inflation. They also argued that it would be dangerous 

to reveal to employees the practice of cross subsidy, because younger employees 

would realize the employer was paying nothing into the scheme for them and want to 

leave. This would threaten scheme funding." 

Fortunately, for Great Britain and hopefully now for East Europe 

and the Soviet Union the political support for reform may overwhelm the 

opposition. 

IvV.2.6. Bank and Other Forms of Institutional Ownership versus 

Full Privatization: Comment 

In the recent discussions about privatization, some economists, 

advising East European policy makers, suggest that private banks should 

2 be allowed to have high stakes in the future ownership structure.“ There 

are several arguments for at least partial bank ownership of the shares 

and bank control over companies. In the discussions over privatization 

programs Japan and West Germany are cited as examples of the two success 

1. The Personal Pension Revolution, (1985) The Economist Intelligence Unit, The Economist Publica- 

tions Ltd., London, U.K., p. 11. The pension establishment was "made up of the traditional insurance 

companies, with billions of pounds of pension money in their coffers, plus their support industries 

- the actuaries and most consultants. The usurpers were the newer insurance companies and the unit 

trust companies with little group pension money." p. 8. It is natural that in Eastern European 

countries the state "pension establishment" is relatively more powerful than groups supporting any 

privatization and personalization of retirement saving. The companies interested in managing private 

accounts are yet to emerge. The state insurance system is already in place and well fortified. 

2. See: Policy Issues in the Design of Banking and Financial Systems for Industrial Finance by J. 

Corbett, European Economy, No. 43 (March 1990), pp. 205-215. 
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stories in bank ownership. The U.S. and a number of other countries 

represent very similar cases where the stock market is for all practical 

1 purposes controlled and ran by big institutional investors.” From the 

standpoint of the capital allocation efficiency such an arrangement may 

be correct, but only as long as banks or large pension funds or mutual 

funds allocate funds to maximize the returns from these funds. This is 

true in most cases since the institutional investors do represent ac- 

count owners, their actual, if not formal, shareholders.“ We have to 

remember, however, that the system of central planning was meant to 

maximize the advantages from the centralization of capital allocation. 

It failed miserably in doing so. 

There are economies of scale in the capital allocation process. 

That is why large institutions were formed to collect individual savings 

and invest them for profit. Scarcity of human capital with adequate 

managerial skills, is one reason for the concentration of capital man- 

agement under the umbrella of large institutions. These institutions 

have the ability and resources to recruit the best money managers avail- 

able in the economy, and make the necessary capital investment in infor- 

mation gathering and processing. Big investment companies possess 

1. The U.S. pension funds form the "Largest pool of investable capital in the world, $2.6 trillion 

in assets, as big as the gross national product of Japan. America’s pension funds: they have fueled 

the economic surge of the 1980s, and made the stock market boom and the explosion of hostile take- 

overs, management buy-outs, employee stock-ownership plans, and capital venture. Tripling in size 

since 1979 and with investment return alone this year reaching $340 billion, pension plans even have 

$600 billion more than they'll need to pay retirees." see: The Power of Pension Funds, (1989) Spe- 

cial Report, Business Week, November 6th, 1989 pp. 154 - 162. For more on the trends in the U.S. 

pension industry and on composition of the portfolios of major U.S. institutional investors see 

appendix III to this dissertation. 

2. Of course, there remain problems, since shareholders have only a limited opportunity to monitor 

the fund management. On the other hand the competitive pressures from other funds searching for 

investors is bound not only to discourage purposeful mismanagement but also make the funds flow to 

the best managers, i.e., best allocations. 
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informational advantage over individuals or even small cooperative-type 

arrangements. 

The largest mutual funds, pension funds and investment trusts 

follow and constantly evaluate thousands of companies. + It is doubtful 

that any substantial number of small, private investors could consist- 

ently outperform these institutions in the long run. 

Although large institutional investors increase the efficiency of 

capital allocation, they will not necessarily increase the amount of 

Capital available. We already know that the central planning system, 

with the single institutional investor representing the whole economy, 

failed not only to allocate capital efficiently but to produce it effi- 

ciently in the first place. 

To maximize the voluntary labor supply each working individual or 

family must feel and see the direct relationship between their current 

labor effort and their future private capital ownership and derived from 

1. For example, the Twentieth Century Investors Group of Mutual Funds, one of the most successful 

groups in the industry follows over 7000 companies and has a turnover rate of well over 100 percent 

a year for its aggressive growth stock funds. See: Twentieth Century Investors, Inc., Semiannual 

Report, April, 1990. 

Recently retired from the Fidelity Group Peter Lynch claimed that he had met and talked person- 

ally to managers of about 200 company annually. For more on portfolio management in a mutual fund 

industry see: Peter Lynch with John Rothchild, One Up on Wall Street, Penguin Books, 1989. 
  

2. Mutual funds are bound to be more effective in managing investments than small investors for one 

more, often forgotten, reason. The median expense ratio for no-load stock funds ranged from the high 

2.0 percent of the assets for funds with assets under $10 million, to the low 0.83 percent of assets 

for funds with $1 billion and more. For more on expenses in the mutual fund industry see: What’s a 

Good Expense Ratio, The No-Load Investor, April, 1990, p. 2. For an individual managing a portfolio 

worth $10,000 and diversified evenly among 10 companies the expense ratio of even 2 percent could 

barely pay for the time spent on reading and maintaining accounts. In addition, brokerage fees due 

with odd-lot stock purchases, inevitable in the case of our small investor, would swallow probably 

more than the expense ratios charged by the most expensive mutual funds. For an in-depth analysis of 

the mutual fund industry, history and theoretical aspects, in West Europe see: Corner, D.C. and D.C. 

Stafford (1977) Open-End Investment Funds in EEC and Switzerland, The MacMillan Press, Ltd. 
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it income. ? In this respect bank control "in the name of the society" 

may improve the static allocation efficiency in the economy, but it will 

have little effect on incentives and labor supply. Unless the capital 

controlled by the bank is disaggregate between individual accounts of 

the bank shareholders and/or depositors, the economy will continue 

underutilizing incentives available to it.? 

Concluding, it is imperative that any concentration of capital 

management be a result of the market process. It cannot be imposed on 

3 
the economy by the government bureaucracies.” Lenient rules on estab- 

lishing investment funds by individuals will inevitable produce a whole 

array of institutional investors catering to different needs. 

1. See: For a theoretical analysis of the relationship between the opportunity for a future capital 

income and the supply of labor by households see part two of this dissertation. 

2. The employee stock-ownership plans being developed by American companies have exactly this incen- 

tives in mind as "an ESOP reorients a company by tightly Linking the employee’s retirement wealth to 

its stock performance." And, "no longer can they (employees) simply rely on their employers for a 

predictable retirement income. Now, the quality of their later years will depend heavily on their 

company’s stock performance." In ESOPs: Are They Good for You? (1989) by Christopher Farrell and 

John Hoerr, in Business Week, May 15, 1989, pp. 116-123. On the other hand, stock ownership should 

not be limited to a worker’s own company as this would Limit capital flows and discourage disinvest- 

ment from inefficient industries and adversely affect the supply of capital to new industries and 

corporations. For incentives to work it would not matter whether households own directly stocks of 

particular companies or indirectly, through intermediaries (mutual funds, and commercial banks or 

other types of institutional investors). What is crucial is that these savings, investments and 

holdings are privately held, i.e., can be separated from holdings of other households and they 

earned income according to value of the principle invested. Also, concentration of retirement saving 

in one company can be risky. See: "ESOPs: Profitable Tax Shelter for Some, A Cash-Draining Nightmare 

for Others," The Wall Street Journal, March 22, 1991. 

3.The most recent privatization scheme proposed in Poland would decentralize capital management 

among about twenty government appointed investment managers. To make things worse, the government 

does not hide its intention to use for this purpose only Western managers. Will the top American and 

West European investment brains risk their careers in an unknown, uncertain, and openly hostile 

environment? Personally I doubt. This could only mark another triumph of state bureaucracy. See: 

Poland Unveils Privatization of 25% of Firms, The Wall Street Journal, June 28, 1991, p. A10. 
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IvV.2.7. Capital Vouchers and Potential for Increased Inflation: 

  

Comment 

Some may argue against the free of charge distribution of any 

financial assets claiming such a move will inevitably lead to accelerat- 

ed inflation. This would be expected to happen as the recipients of 

capital vouchers try to convert them (the newly acquired component of 

wealth) into consumer goods. With the supply of the latter unchanged, a 

one-time "helicopter drop" of paper financial assets, some may argue, 

will inevitably lead to an increase in the general price level. 

This argument, however, cannot be defended successfully once we 

realize that capital vouchers should not be identified and equated with 

money. Nominal prices are measured in local currency units and the 

introduction a new type of paper into the economy would not be tanta- 

mount to an increase in money supply, the same way a new issue of bonds 

of short term-commercial paper does not increase inflation. This, 

unless vouchers are given face value by the issuer and this value is 

enforceable in market transactions. Although it is quite possible that 

there may be a one time increase in the price level due to the shifts in 

the distribution of money balances, it is very doubtful this increase 

could be substantial. Even more important, had such an increase taken 

place it could have a beneficial effect on the economy by increasing the 

profitability of the companies being privatized.? 

1. I would like to thank Dr. Cremer who brought to my attention that vouchers might be used as a 

currency. There are, however, several arguments why this should not happen. First, it is doubtful if 

vouchers could gain universal acceptability. As long as there are individuals willing to sell vouch- 

ers for national currency, there will exist a clear price relationship between money and vouchers. 

Second, vouchers will be short lived. They will become worthless after the privatization is complet- 

ed. Third, their issue will be accompanied by a massive parallel creation of financial assets di- 
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To explain why we should not worry about possible inflation after 

households receive their capital vouchers I will use an extreme example. 

Let us assume that after the vouchers are distributed nobody in the 

whole country intends to convert them into shares. This attitude - 

extreme, for reasons to be presented just below - might be a result of 

either total lack of confidence in the whole privatization process, (and 

therefore treatment of vouchers similar to the treatment of cash bal- 

ances in times of hyperinflation, when such balances are viewed entirely 

undesirable by their holders as they earn strongly negative rate of 

return); or a broad-based desire to increase consumption financed with 

vouchers on the part of the population. In a closed economy vouchers 

can be sold only to other nationals. However, if nobody intends to buy 

them, as assumed in this example, they will instantly become worthless. 

Therefore, in this extreme example the creation of vouchers will have no 

impact on the price level on the markets for commodities and services. 

Some may claim that voucher owners may try to run on stores (either 

state-owned or privately owned) and pay for goods directly with vouch- 

ers. In this case, however, we would have to assume that store owners 

somehow do not realize that the vouchers they accept as payment are 

worthless. Unless the state tries to enforce the acceptance of vouchers 

at some stipulated face value, there is no reason to expect anybody to 

accept them, including stores and firms. This last possibility should 

be ruled out as it was already stressed before that the state should not 

attach any currency value to vouchers, i.e., that their price should be 

.-.-Continued... 

rectly representing capital. These assets would be exchanged only for vouchers acquired free of 

charge. Fourth, to my best knowledge the coupons used to ration the distribution of various goods 

have never been used as money, though they were traded for money. Finally, the state will continue 

to back the national currency by requiring that taxes be paid in money. 
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determined on the market. 

Of course, the reader should have already realized how artificial 

was the assumption that capital vouchers may ever become totally worth- 

less. As long as there is some positive probability that they can be 

exchanged into real shares promising future income and possible capital 

gains some households would hold them. If the government-sponsored 

privatization program is considered credible, there is no reason why 

households should not be willing to accumulate shares once voucher cash 

prices drop below the household's “reservation” level on the market. 

As pointed earlier, there may be some temporary increase in the 

price level after all. This short term effect, in the absence of any 

above normal increases in money supply, would be caused by the possible 

redistribution of money balances from households with low marginal 

propensity to consume to households with higher propensity to consume. 

Such a redistribution would be very possible in the process of privati- 

zation. First, the older generation - the biggest beneficiary of priva- 

tization carried out along the lines presented in this paper - may 

increase consumption due to the positive wealth effect such privatiza- 

tion would undoubtedly have on population as a whole. Households will- 

ing to increase consumption would find demand for their vouchers in 

households with high monetary savings. It can be expected that with 

economic and political normalization these households may be more than 

willing to convert their money balances into potentially higher yielding 

capital assets and buy capital vouchers on the market. Such a portfolio 

adjustment, away from cash balances and towards capital assets would be 

particularly in place as the stabilization, anti-inflationary policy of 

high interest rates on money balances in savings accounts held with 

banks ends. With inflation rates, nominal and real interests rates 
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falling share prices should be expected to rise on the newly created 

stock exchange. The expectation of forthcoming improvements on the 

stock market would draw households away from cash and vouchers and 

towards stocks immediately. 

The wealth redistribution effects favoring an increase in the 

price level will be, at least partially offset by increased demand for 

money balances needed to provide liquidity on the capital markets. Some 

of the money supply would be tied up to service these newly created 

markets. Broadening of financial institutions, creation of the bond 

market and the introduction of long term savings instruments such as 

stocks and bonds should lower the liquidity of households and reduce the 

potential for volatility of prices on the consumer goods market. This, 

especially, since in the presence of developed financial markets consum- 

er goods would no longer be used as instruments of speculation. 

It is difficult to estimate which of the two mutually offsetting 

effects on prices would prevail. A lot would depend on the success of 

the general stabilization policy accompanying the privatization effort 

and the credibility of privatization itself. 

x & * 

Privatization inevitably leading to capital income and capitalism 

is challenged on the grounds of social justice and social equity. 

However, as Roemer points out, the real issue is the equity in the 

initial endowments of capital.? It is the author’s belief that centrally 

planned economies have the historically unique opportunity to transform 

themselves into the free-market economies without creating unjustified 

wee e meme eee meee en eoee 

1. See: John E. Roemer (1988) Free to Lose, Harvard University Press, Cambridge, Massachusetts. 
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inequalities. Such a transformation, discussed above, would be consist- 

ent with the desired post-reform state of the economy in a number of 

aspects. 

First, the transition process would be conducted legally and 

orderly, with little space for unproductive speculation compared to 

currently under discussion massive sell-out schemes, creating social 

tension and threatening reforms altogether. Major unjustified inequali- 

ties could be avoided, therefore, making the transformation socially 

acceptable. 

Second, although major price adjustments are unavoidable in East- 

ern European economies, increases in the general nominal and real price 

level could be substantially reduced compared to the scenarios where 

only prices are raised to balance the markets instantaneously. Major 

declines in social living standards would be, therefore, avoidable. 

Social acceptance for such a reform would be raised. 

Third, the assets could be distributed to different generations in 

a proper way, i.e., favoring the older generation. 

Last, but not least in importance, the economy-wide privatization, 

involving all individuals, would make everybody involved in the free- 

market system from the positive side of this system right from the 

beginning. Namely, such a transition would open the incentive side of 

capital ownership before any unjustified exploitation could emerge. 

The population-wide distribution of capital assets would give enormous 

incentive for all individuals and families to study the principles of 

the free-market economy. In this scenario all members of the society 

would at least be given a chance to succeed. Unfortunately, the priva- 

tization by sale as offered in Poland in the late 1990 offered none of 

the above benefits. Also, it did not satisfy any of the 11 conditions 
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mentioned above. 

V. On the Issue of "Market Socialism" 

In conclusion to this study a few words are in place on the issue 

of “market socialism." The system of “market socialism" as advocated by 

some economists thought to be the right alternative for some of the 

1 centrally planned economies.” Although this system solves the issue of 

balancing the consumer market and may prove to be statically efficient, 

it still fails the dynamic efficiency test. It continues to underuti- 

lize potential incentives, since individuals’ current effort does not 

2 affect their future capital stock and capital-derived income.“ There- 

fore, in the absence of large externalities, we should strive to avoid 

implementing the "market socialism" system. 

Central ownership and control exerted in the form of direct gov- 

ernment investment should be limited to the fields where problems asso- 

ciated with externalities and public goods are naturally present. 

Had the social inequalities risen above acceptable levels, the 

government could intervene and use income redistribution policies to 

1. See: Yunker, James A. (1990) Ludwig von Mises on the Artificial Market, Comparative Economic 

Studies, vol. 32, No. 1, pp. 108 - 140. 

2. In a system of market socialism major capital holdings remain socialized. Although the market 

mechanism replaces the central allocation of resources, the capital dividend, or earnings of capital 

are distributed to the society through the central budget. In such a system there would be Little 

incentives to increase ones savings at the expense of consumption in the first place. Second, for an 

individual, the future potential capital income would be independent of his/her current labor 

supply. As I showed in Modeling Incentives and Macroeconomic Equilibria in a Centrally Planned 

Economy the marketization of a centrally planned economy without its privatization would put the 

economy in a sub-optimal dynamic equilibrium. The suboptimality comes as result of the underutiliza- 

tion of incentives available in the economy that makes the future capital income endogenous to the 

workers current labor effort and labor income, and unavailable when such future capital dividend 

payments are redistributed through the state budget. 
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alleviate these problems. The fear of inequalities, however, should not 

prevent the economy from utilizing all available incentives. 

VI. How to Distribute Capital Vouchers: A Numerical Example 

The three criteria suggested for the distribution of the capital 

vouchers were: 

1. Duration of employment; 

2. Age of the recipient; 

3. Education level. 

The following formula could be specified to obtain the amount of 

vouchers with a unit value of "one" to be given to an individual: 

(AGE) * (1000) + (DE) * (5000) * @ + (DU) * (1000) - (DR) * 

(2500) 

where: 

DE - represents the number of years in employment rounded upwards 

to the lowest integer above the years and the fraction worked, 

@- is the education coefficient, discussed below, 

DU - duration of unemployment above the age of 16 and below the 

age of retirement, including most of the imaginable kinds of voluntary 

unemployment, like for childbearing and upbringing, for household work, 

mandatory (due to draft) military service (unless it is determined to 

count it as regular employment), due to illness, etc., but excluding 

periods of education. 

DR - duration of retirement, in number of years rounded downwards 

to the highest integer below the number of years and months in retire- 
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ment, i.e., if someone retired 3 years and 11 months the DR value would 

be 3. 

The value of @ should discriminate in favor of the higher educat- 

ed groups. For example, @ could be determined as follows: 

Education a 

1. Elementary education and under .........22-eecceeeee 1.0 

2. High school completed (this would require the 

graduation from any at least two-year school 

above elementary SChHOOL) 2... cece e rece crrvcccccccese 200 

3. College education (completion of at least 

bachelor degree) ... cee crc cc rec vccccccccccccccccees S00 

4. College Masters Degree ..... eee eer eccccvce coc cceeccee 3625 

5. Advanced graduate degree (Ph.D.) ............ coeecee 4.0 

6. Above Ph.D. (post-doctoral degree, Habilitacja 

in Poland can serve as an example) ......... ceccceee 4.5 

To see how the above presented system could work and what dispari- 

ties in wealth distribution would it produce we have to look at some 

potentially extreme cases. Let us analyze the situation of 5 imaginary 

individuals, Mr. Aba, Mrs. Baba, Mrs. Caba, Mr. Daba, and Mrs. Faba. 

The first two are in their pre-retirement age, specifically, they 

are 65 years old, but Mr. Aba has barely completed elementary school, 

started working at the age of 15 and worked continuously for the next 50 

years. Mrs. Baba is a professor at the Gdansk Polytechnic, she received 

her Masters degree at the age of 22, Ph.D. degree - four years later, 

and "habilitacja" at the age of 30. She worked full time after complet- 

ing her Masters degree. 
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On the other hand Mrs. Caba and Mr. Daba, classmates in their 

elementary school, are relatively young, they are both 30 years old. 

However, Mrs. Caba went to work right after completing elementary 

school, i.e. at the age of 15, while Mr. Daba completed his Ph.D. degree 

under a year ago. He obtained his Masters degree six years ago, and 

worked full time since then, while writing his dissertation. 

Mrs. Faba never worked professionally. She married at the age of 

16, raised children and worked at home thereafter. She is now 65 years 

old. 

The distribution of vouchers among the four individuals would look 

as follows: 

Mr. Aba: 65 * 1000 + 50 * 1 * 5000 = 315,000 

Mrs. Baba: 65 * 1000 + [(3 * 4)+(4 * 4)+(4.5 * 35)] * 5000 = 

1,045,000 

Mrs. Caba: 30 * 1000 + 15 * 5000 = 105,000 

Mr. Daba: 30 * 1000 + [(5 * 3)+(1 * 4)] * 5000 = 125,000. 

Mrs. Faba: 65 * 1000 + 65 * 1000 = 130,000 

From the above calculations we can conclude: 

a/ That despite the fact that the values of the education coeffi- 

cient @ chosen here strongly favor higher educated people, the absolute 

number of years worked, usually higher for lower educated groups, moder- 

ates to some extent the end distribution of capital vouchers within the 

same age group. 

b/ The distribution strongly favors older generation. 

c/ It takes time for individuals pursuing education to catch up 

with those entering the job market right after elementary or high 
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school. (Had Mrs. Caba graduated from high school, her total share of 

vouchers would climb up to 140,000, which would be more than Mr. Daba’s 

voucher allowance). 

The above presented example should not be considered as final and 

definitely the best one. Alternations are possible. However, before 

any changes are made, we have to keep in mind the issues of verifiabili- 

ty and simplicity of the criteria offered. 

Some sort of arrangements may be made to reward people who were 

awarded the highest medals for their work, provided there is national 

consensus that the recipients of such medals deserved them in the first 

place.?+ Some additional weight in the distribution process may be given 

to work of housewives, especially if they had to stay at home, or chose 

to, to raise children. Child bearing and upbringing is a family and 

social responsibility and the society should reward this type of job. 

Another important aspect related to the distribution strategy 

concerns the spread between the smallest and the biggest gainers in the 

capital distribution. Any proposals put forward should be first tested 

using the extreme examples, as shown above. It was argued throughout 

this paper that an equal distribution of capital vouchers would be 

economically and politically harmful and wrong. At the same time, 

however, we have to avoid creating substantial and unwarranted inequali- 

ties. Large inequalities in wealth distribution should not come as the 

result of government sponsored policies. 

1. In the current system the recipients of certain medals received supplements to their pensions. 
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Conclusions 

I am aware that the political feasibility of the above presented 

privatization strategy is questionable, at least for the time being. On 

the other hand such a strategy may gain support in the future, particu- 

larly if the currently under examination plans for privatization-by-sale 

fail in both economic and political sense for the reasons presented in 

the second part of this paper. Political changes in the formerly one- 

party states may eventually favor this type of reform. In the short 

run, most of the East European newly elected governments may be expected 

to be more interested in power consolidation and power acquisition than 

in its surrender. | 

The economy-wide giveaway of assets favors the older generation 

and better educated groups. On the other hand, recent revolutions in 

socialist countries were driven by the young and/or blue collar workers. 

In Poland members of labor unions led the changes. In addition, there 

is a wide spread belief that the old, hated, communist "nomenklatura" 

should pay for its "crimes" and be kept away from state assets. It is 

hardly recognized that the nomenklatura was part of the old system, was 

present almost everywhere and involved much larger number of people than 

some are ready to admit. 

If there was criminal activity, the judicial system should take 

care of it by prosecuting law violators and recovering illegally ac- 

quired property. The formerly centrally planned economies should not, 

however, make themselves prisoners of the past. They should not give up 

an unprecedented opportunity open to them just because the proposed 

solutions run against some irrational political beliefs. 

The East European countries can hardly afford to deny themselves 
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the chance to transform their inefficient systems of central, bureau- 

cratically planned economies into the best possible structures. Any 

ideologically motivated restrictions on the direction of reforms would 

amount to committing the same error that was repeatedly made by the 

previous administrations. 
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APPENDICES 

APPENDIX I 

Consumption and Expenditure Patterns in Selected Eastern European 

and Western Countries 

Table 4 

Eastern Europe: Selected Physical Indicators of Per Capita 

Consumption, 1970-87 

Meat (with bones), kg per capita 

Czecho- 
Year Bulgaria slovakia GDR Hungary Poland Yugoslavia 

1970 41.4 71.9 66.1 60.4 53.0 35.6 
1971 43.6 73.7 68.5 60.5 56.1 37.6 
1972 49.0 75.8 70.8 62.0 59.3 37.8 
1973 50.0 76.7 73.5 64.2 62.1 38.5 
1974 51.6 78.4 75.3 66.7 65.6 43.7 

1975 58.0 81.1 77.8 71.2 70.3 48.3 
1976 62.0 81.0 80.7 70.2 70.0 48.4 
1977 59.3 81.4 83.5 71.4 69.1 49.4 
1978 61.1 83.2 86.1 73.8 70.6 51.6 
1979 62.1 84.3 87.8 72.9 73.0 57.3 
1980 61.2 85.6 89.5 73.8 74.0 54.2 
1981 66.6 86.6 90.7 75.3 65.0 54.7 
1982 68.3 79.5 91.0 76.7 58.5 52.4 
1983 69.4 83.7 92.1 78.2 58.3 53.1 
1984 71.0 84.8 94.4 77.7 57.2 56.5 
1985 72.5 85.8 96.2 79.1 60.2 54.6 
1986 73.7 87.3 97.0 80.3 66.0 56.4 
1987 74.0 89.0 99.4 80.4 66.7 57.9 

Note: Czechoslovakia - meat with bones & offal, 

Hungary - live weight, Yugoslavia - meat only 
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Milk & milk products, liters per capita 

Czecho- 
Year Bulgaria slovakia GDR Hungary Poland Yugoslavia 

1970 116.6 196.2 98.5 109.6 262.0 76.2 
1971 119.2 203.8 99.6 115.0 266.0 76.9 
1972 127.8 202.4 98.6 116.3 263.0 79.1 
1973 130.5 207.4 99.1 112.4 263.0 81.1 
1974 136.4 210.4 100.4 118.6 261.0 86.9 
1975 142.8 210.4 100.8 126.6 264.0 90.1 
1976 147.0 213.6 102.8 136.6 263.0 100.7 
1977 152.5 219.3 97.6 143.6 263.0 98.0 
1978 156.9 226.3 98.4 153.3 264.0 99.6 
1979 166.9 227.9 98.6 160.4 264.0 100.8 
1980 169.4 228.1 98.7 166.1 262.0 103.4 
1981 172.1 235.4 99.2 171.3 257.0 101.1 
1982 179.2 240.3 100.9 174.4 247.0 101.1 
1983 185.1 241.8 104.0 180.9 275.0 100.6 
1984 190.0 244.5 104.8 184.1 266.0 101.2 
1985 192.7 248.4 105.6 182.0 273.0 101.9 
1986 194.1 250.4 107.7 183.9 280.0 102.6 
1987 195.4 251.0 108.3 196.6 270.0 99.3 

Note: GDR - 2.5% fat content milk only 
Yugoslavia - fresh milk only 

Fruits & vegetables, kg per capita 

Czecho- 

Year Bulgaria slovakia GDR Hungary Poland Yugoslavia 

1970 237.1 122.9 140.3 155.7 143.8 142.4 
1971 225.5 105.9 141.8 157.0 117.1 138.1 
1972 201.3 111.6 155.2 156.0 115.8 137.3 
1973 204.9 116.6 154.1 161.9 126.4 154.4 
1974 202.9 126.0 148.6 160.3 116.6 142.5 
1975 208.7 121.4 156.6 159.2 143.4 149.2 
1976 206.8 117.3 153.0 156.1 141.1 163.2 
1977 201.2 124.1 156.2 164.0 139.8 167.0 
1978 206.3 121.5 157.8 157.4 145.8 138.9 
1979 216.3 119.0 171.1 164.6 157.5 153.1 
1980 199.6 121.2 164.9 154.5 138.7 163.3 
1981 218.0 110.5 153.5 153.6 150.4 158.8 
1982 223.8 138.7 165.8 158.0 149.8 150.4 
1983 212.5 133.9 167.1 154.9 141.0 148.7 
1984 224.9 135.7 159.3 148.0 152.6 147.1 
1985 208.4 131.4 183.7 146.6 133.9 127.8 
1986 212.8 135.4 172.4 148.8 149.7 142.6 
1987 231.6 131.5 160.8 152.4 134.9 131.1 

Note: GDR, Poland - fresh products only 
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Alcoholic beverages, liters per capita, 100% alcohol content 

Czecho- 

Year Bulgaria slovakia GDR Hungary Poland Yugoslavia 

1970 5.6 8.4 6.1 2.7 3.3 n.a. 
1971 6.0 9.0 6.5 2.9 3.5 n.a. 
1972 6.1 9.1 6.7 3.0 3.9 n.a. 
1973 6.8 8.7 7.2 2.9 4.2 n.a. 
1974 6.8 8.8 7.6 3.1 4.0 n.a. 
1975 6.7 9.2 8.0 3.6 4.6 nea. 
1976 7.3 9.2 8.1 4.0 5.4 n.a. 
1977 6.9 9.7 8.5 4.6 5.8 n.a. 
1978 7.4 9.5 9.0 4.5 5.6 n.a. 
1979 7.1 9.3 9.5 4.2 5.6 n.a. 
1980 7.0 9.6 10.1 4.7 6.0 n.a. 
1981 7.4 9.9 10.2 5.0 4.3 n.a. 
1982 7.3 9.8 10.4 4.8 4.2 n.a. 
1983 7.1 9.6 10.5 4.8 4.1 n.a. 
1984 7.4 9.5 10.1 5.1 4.2 n.a. 
1985 7.1 9.4 10.3 5.5 4.6 n.a. 
1986 7.5 9.0 10.5 5.3 4.7 n.a. 
1987 7.0 9.1 10.7 4.7 4.7 n.a. 

Note: Poland - vodka & liquor products 

Shoes, pairs per capita 

Czecho- 
Year Bulgaria slovakia GDR Hungary Poland Yugoslavia 

1970 1.7 4.7 1.9 2.8 3.9 2.2 
1971 1.8 4.7 1.9 2.6 4.0 2.4 
1972 1.9 4.7 1.9 2.8 4.2 2.3 
1973 2.0 4.3 2.4 2.7 4.0 2.3 
1974 2.0 4.3 2.3 2.8 3.8 2.2 
1975 2.0 4.5 2.0 2.8 3.8 2.2 
1976 2.1 4.7 2.8 2.8 3.9 2.2 
1977 2.0 4.6 2.7 2.8 3.8 2.3 
1978 1.9 4.6 2.5 2.9 3.6 2.4 
1979 2.0 4.5 2.4 2.9 3.7 2.3 
1980 2.0 4.4 2.4 2.7 3.8 2.3 
1981 2.2 4.4 2.5 2.8 3.9 2.3 
1982 2.3 4.6 2.5 3.0 3.1 2.3 
1983 2.3 4.7 2.5 3.1 3.7 2.2 
1984 2.2 4.7 2.5 3.1 3.7 2.1 
1985 2.3 4.8 2.6 3.3 3.5 2.0 
1986 2.5 4.9 2.8 3.3 3.5 2.2 
1987 2.5 4.8 2.9 n.a. 3.5 2.1 

Note: GDR - leather shoes only for 1970-75 

Source: Occasional Papers of the Research Project on National 
Income in East Central Europe, no. OP-108, pp. 15-26. 
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Table 5 

Consumer Expenditure Patterns: Expenditure by Object, 1987 

Unit: Percentage of Total Expenditure 

Non- 

Alco- 

Alco- holic Toba- Cloth- Foot- Hous- 

Country Food hol Drinks cco ing wear ing 

EEC members: 

Belgium 19.5 3.3 0.9 1.8 4.6 1.1 11.2 

Denmark 15.7 3.3 0.6 1.3 5.1 0.7 19.4 

France 16.2 2.1 0.5 1.1 6.7 1.4 11.5 

West Germany 18.0 2.3 0.6 1.8 6.8 1.6 13.6 

Greece 37.4 2.1 0.9 2.6 6.0 0.6 10.8 

Ireland 40.5 11.9 2.0 4.8 5.8 1.4 7.0 

Italy 20.7 1.8 0.4 2.1 6.3 1.6 12.8 

Luxembourg 15.9 1.6 0.5 2.9 6.3 0.7 12.1 
Netherlands 14.6 1.9 0.7 1.7 5.5 1.3 12.5 

Portugal 40.0 1.8 0.2 1.6 5.8 1.8 10.4 

Spain 26.0 1.1 0.4 1.4 5.8 1.6 13.4 

United Kingdom 13.0 6.9 1.1 3.1 5.8 1.3 10.0 

EFTA members: 

Austria 18.2 2.4 0.7 2.1 9.0 2.4 19.5 

Finland 18.0 4.0 0.5 2.0 4.5 0.7 13.0 

Iceland 27.0 3.0 0.5 2.3 9.0 15.0 

Norway 17.5 3.0 1.0 2.0 6.5 1.2 10.6 

Sweden 17.5 3.4 0.5 1.9 6.0 1.1 21.3 

Switzerland 19.4 5.0 0.9 1.9 4.1 1.0 15.9 

CMEA members: 

Bulgaria 19.0 10.7 1.0 2.7 7.5 2.6 2.2 

Czechoslovakia 24.0 7.8 1.5 4.7 5.8 1.0 2.3 

East Germany 25.4 9.9 1.6 3.8 10.0 2.3 1.6 
Hungary 26.4 9.5 2.5 2.1 6.8 1.2 3.7 

Poland 40.0 11.4 2.0 7.0 2.0 3.5 

Romania 21.0 6.6 1.8 2.3 8.0 2.0 2.0 

USSR 28.0 12.0 0.8 2.4 15.5 3.5 3.2 

Yugoslavia 42.4 6.3 1.5 5.0 4.1 4.0 4.0 
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House- 

House- hold 

hold Goods & Trans- Communi- 
Fuels Services Health port cations Leisure Others 

EEC members: 

Belgium 6.9 12.8 11.0 12.3 0.9 8.0 5.7 

Denmark 6.0 6.8 1.8 11.5 1.3 9.4 17.0 

France 6.1 11.5 11.0 9.0 1.4 5.7 15.8 

West Germany 6.3 9.9 4.6 13.4 1.6 7.6 11.9 
Greece 3.0 9.0 3.1 9.8 1.6 4.3 8.8 

Ireland 5.0 4.1 1.6 8.0 0.5 7.1 0.4 

Italy 4.5 10.5 6.8 14.7 1.9 10.0 5.9 

Luxembourg 8.8 9.8 8.0 18.0 3.9 11.5 a 

Netherlands 6.4 7.1 12.6 9.4 1.3 8.1 17.0 

Portugal 6.8 3.5 13.0 3.0 3.5 8.6 

Spain 3.5 7.1 4.0 13.5 1.1 7.7 13.4 

United Kingdom 4.1 6.5 1.4 14.8 1.8 10.0 20.2 

EFTA members: 

Austria 7.4 7.4 5.1 15.0 2.0 4.2 4.6 

Finland 3.2 8.4 3.4 16.0 9.0 17.3 a 

Iceland 5.8 6.4 8.5 22.6 b 

Norway 6.5 7.2 4.0 15.0 1.6 7.5 16.4 

Sweden 4.8 5.0 1.6 12.0 0.7 8.0 16.1 

Switzerland 3.1 5.2 10.2 11.0 14.0 8.3 a 

CMEA members: 

Bulgaria 2.0 16.5 4.0 9.0 8.5 14.4 a 

Czechoslovakia 1.8 13.0 5.5 6.0 3.5 23.1 a 

East Germany 0.8 12.0 4.0 2.1 6.3 20.3 a 

Hungary 2.6 7.0 6.0 9.0 12.0 11.4 a 
Poland 1.4 7.0 9.0 7.2 0.5 7.8 1.2 c 

Romania 0.9 5.5 3.9 4.0 5.8 36.2 

USSR 3.8 8.0 2.7 2.9 8.3 8.9 

a,c 

Yugoslavia 5.5 8.1 3.6 9.1 4.6 2.0 

Notes: 

a - Communications included in Transport 
b ~- Leisure included among Others 
c - Non-alcoholic drinks included under Alcoholic drinks 
dad - Household fuels included under Housing 

Source: European Marketing Data and Statistics, 1990, European Publica- 
tions 

Ltd., London. 

279



Table 6 

Eastern Europe: Share of Personal Savings in Disposable Money Income 

1970-88 

Czecho- Yugo- 
Year Bulgaria slovakia GDR Hungary Poland Romania Slavia 

(% of total personal disposable money income) 

1970 8.6 5.4 6.0 5.7 2.5 n.a. 9.3 
1971 8.7 6.0 4.9 4.8 5.2 n.a. 10.8 
1972 10.3 6.5 6.5 4.2 7.0 n.a. 8.2 
1973 11.0 6.9 6.4 5.0 8.7 n.a. 8.7 
1974 10.1 4.3 6.0 5.4 8.9 3.0 9.5 
1975 7.7 4.3 6.0 6.0 7.4 4.4 10.2 
1976 6.2 5.1 5.3 5.7 5.2 4.3 11.2 
1977 4.9 5.4 6.5 6.6 4.6 5.2 11.4 
1978 3.1 3.0 6.2 7.2 5.0 6.2 15.3 
1979 6.4 2.6 4.9 4.7 5.6 5.4 12.5 
1980 5.4 3.6 2.6 4.3 6.0 5.5 12.4 
1981 4.9 3.7 2.9 5.4 14.3 4.7 11.6 
1982 6.3 5.0 4.1 4.7 12.1 2.0 14.5 
1983 7.1 5.0 5.1 6.2 7.3 2.7 19.9 
1984 5.3 4.8 4.6 6.2 6.0 3.9 18.9 
1985 4.6 4.4 4.8 6.6 10.7 4.9 24.8 
1986 3.9 5.2 6.2 7.7 8.3 4.4 24.7 
1987 5.2 5.4 7.2 5.9 6.2 4.5 40.5 
1988 4.9 4.6 7.4 5.2 5.4 n.a. 45.4 

Source: Occasional Papers of the Research Project on National Income 
in East Central Europe, no. OP-108, p. 14. 
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APPENDIX ITI 

Personal Finance as an educational objective: Comparison between Poland 

and the United States 

I begin by analyzing the contents of a standard American textbook 

used during Personal Finance classes (also called Family Finance) of- 

fered at Virginia Polytechnic Institute and State University. 

book in question is 

Eckert, Raymond E. Forgue (Houghton Mifflin Company, Boston, 

principle chapters are presented in the table below. 

The text- 

"Personal Finance," by Garman, Thomas E., Sidney W. 

1985). Its 

Next to it I 

evaluate the usefulness of the contents for an average Polish household 

living under central planning. 

Table 7 

Personal Finance Education: The US and Polish Experience 

United States: 

Financial Planning: 

Financial Records 

Budgeting 

Money Management: 

Banking Services 
Credit Card Use 
Borrowing 
Managing Taxes 
Saving 
Managing Expenditures: 
Some Major Expenditures 
The Housing Expenditures 

Insurance: 

Life Insurance 

Term Life 

Cash Value Life 

Health Insurance 

Property and Liability Insurance 
Homeowner’s Insurance 

Automobile Insurance 
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Poland: 

Financial Planning: 

Financial Records 

Budgeting 

Money Management: 

Banking Services 

Borrowing 

Saving 
Managing Expenditures: 
Some Major Expenditures 
The Housing Expenditures 

Insurance: 

Property Insurance 

Homeowner’s Insurance 

Automobile Insurance



Renters Insurance 

Income Oriented Investing: 
Capital Markets 

Stocks 
Bonds 
Mutual Funds 
Real Estate Investing Real Estate Investing 
Retirement Planning 
Estate Planning Estate Planning 

The extent of coverage of most chapters would be much smaller in 

Eastern European countries. In some cases the topics covered would be 

different. For example, under the title money management and banking 

services one would include saving for an apartment and a car. As sav- 

ings instruments, the potential authors of personal finance textbooks 

for East European populations one would include government lottery 

bonds, i.e., bonds not paying direct interest but awards to lucky win- 

ners in periodic drawings, and car savings bonds, i.e., bonds whose 

owners had a chance to win a car in periodic drawings. The theory of 

real estate investing was of little use to the populations of most 

countries with the exception of Poland. 

The U.S. financial markets have a long history. Do Americans who 

are born and brought up in a market environment understand the fundamen- 

tals of the world of finance and financial intermediation? How do people 

living in the U.S. take advantage of the tremendous saving and invest- 

ment opportunities open to them? The statistics provided below show some 

likely trends towards privatization and individualization of saving and 

investment. More households seem to be turning to more direct partici- 

pation in the U.S. equities and debt markets than was traditionally the 

case. The role of banks as the recipients of savings diminished, while 

mutual funds and pension funds enjoyed significant growth in the past 
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two decades.? 

Table 8 

How Do You Rate Yourself As a Money Manager? 

1983 1984 1985 1986 1987 

(%) 

Positive self-rating 59 56 59 58 57 

Excellent 11 10 9 10 9 
Good 48 46 50 48 48 

Negative self-rating 40 43 41 41 43 

Fair 36 39 36 36 39 
Poor 4 4 5 5 4 

Don’t know 1 1 0 1 0 

Source: Americans & Their Money 5, The Fifth National Survey From Money 

Magazine / 1987, p. 55 

1. For changes in the banking sector, mutual fund industry and pension fund industry see Appendix 

III to this dissertation. 
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Table 9 

Which Financial Terms Do You Understand Well Enough To Explain To Some- 

one Else? 

Total 

(%) 
Asked In 1987 

Travelers checks 77 

FDIC-insured 52 

Prime rate 47 

Stock dividend 42 

Cost of living index 41 

Trade deficit 38 

Hostile takeover 33 

Mutual fund 31 

Junk bond 12 

Arbitrage 9 

Asked In 1986 

Dow Jones Index 24 

Stock options 17 

Buying on margin 15 
Commodity futures 12 
Puts and calls 7 

Asked In 1985 

U.S. saving bond 63 
IRA account 55 

Certificate of deposit 51 
NOW account 27 

Municipal bond 23 
Roll-over 23 

Zero coupon bond 8 
401 K 6 

Source: Americans & Their Money 5, The Fifth National Survey From Money 
Magazine / 1987, p.84 
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Table 10 

In What Types of Vehicles Do You Have Your Savings And Investments? 

1983 1984 1985 1986 1987 

Checking accounts 89 88 86 86 89 

Savings accounts 72 71 67 71 72 

IRA/Keogh 24 28 32 29 29 
IRA accounts 23 28 31 28 29 
Keogh accounts 2 2 2 2 3 

CDs 28 29 31 29 27 

Company programs 31 28 23 25 26 
Company savings plans, salary, 

withholding & profit sharing plans 27 24 20 22 23 
Company stock programs 14 13 9 10 10 

Money market accounts/funds 30 27 28 28 25 
In banks 22 22 22 21 18 
In stock brokerage firms 8 6 7 7 7 
In mutual funds 7 5 5 5 6 

Stocks/bonds 26 25 23 25 24 
Stocks 25 24 22 24 23 
Corporate bonds 2 2 3 2 3 
Options or warrants 1 1 1 1 1 
Commodity futures 1 1 1 1 1 

Options on futures NA NA NA 1 1 

U.S. savings bonds 23 20 19 18 21 

Mutual funds 8 8 7 10 12 

Coins, stamps, collectibles 17 18 11 11 11 

Gold/precious metals 7 8 5 5 5 

Tax-free municipal bonds 4 4 5 4 5 

Limited partnership tax shelters 4 4 3 3 3 

Cash management accounts 3 3 2 2 3 

Treasury bills 3 2 2 2 2 

Source: Americans & Their Money 5, The fifth National Survey From Money 

Magazine / 1987, p.76 

NA-not asked 
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Table 11 

How Do You Feel About Foreign Companies Expanding Their Involvement in 
the United States? 

By Demographic Characteristics 

Foreign Companies Foreign Companies 
Acquiring Companies Expanding Production 
In U.S. Facilities in U.S. 

For It Against It For It Against It 

(%) 

Total 9 60 34 37 

Household Income 

$50,000 and over 16 53 64 19 

$35,000-$49,999 10 63 49 29 
$25,000-$34,999 12 61 45 31 
$15,000-$24,999 8 59 28 39 
Under $15,000 6 58 21 47 

Occupation 
Managerial 16 57 46 33 
Professional 12 51 48 25 
White collar 7 60 32 34 

Blue collar 7 67 31 43 

Age 

Under 35 years 11 54 42 27 
35-49 years 11 61 46 33 

50-64 years 8 62 27 45 
6S years or more 6 72 18 54 

Sex 

Men 11 62 42 36 
Women 7 60 24 42 

Source: Americans & Their Money 5, The Fifth National Survey From Money 
Magazine / 1987, p. 177 

In the next exercise I attempted to match the list of financial 

and finance related American instruments or actions with their counter- 

parts in Poland. To this objective I have generated a list of over 1100 

terms that are either taught in a typical personal finance class or are 

found in the business sections of major newspapers and magazines. A 
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substantial number of terms has come from the previously mentioned 

Personal Finance textbook, but a large number of terms has be generated 

from the "Money and Investing” section of the Wall Street Journal, 

specifically from its periodic column "Money Matters." This column is 

targeted directly at the so called "general public." Appropriately, it 

covers the issues vital to the financial successes of households. I 

divided the list into five groups. The first group contains the terms 

that have direct and almost identical meaning and application in Poland. 

The vocabulary from the second list had its counterparts in Polish but 

their meaning has been often altered, or their use was more marginal 

compared to the terms from the first list. The third group is build 

around the title "there would be some vague understanding of this terms 

in Poland." Group five contains words with semi-negative associations 

linked to the black or gray market. Finally, the fifth list includes 

all the other terms that, although might be understood had no counter- 

parts in the Polish domestic economy. 

Of course, the allocation of some terms between different catego- 

ries is often subjective and vulnerable to challenge. There is, howev- 

er, no question that a vast number of the terms, if not the majority 

that relate to investing in the equities and debt markets will be en- 

tirely new to an average East European household. Some terms may be 

known from the literature but, in the absence of stock and bond markets, 

any practical and theoretical experience in the field of investing in 

paper securities will be next to nil. Similarly, in countries with 

1. The term "securities" itself is not translatable into Polish Language. The standard translation 

used (papiery wartosciowe) means “papers of value." The legal, court interpretation of securities in 

the U.S., however, is much broader. A security exists "in any transaction in which a person (1) 

invests (2) in a common enterprise (3) reasonably expecting profits (4) derived primarily or sub- 

stantially from others’ managerial or entrepreneurial effort. ... securities can take many forms and 
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centralized retirement planning and saving, state provision of apart- 

ments and some other durable goods, a normal - life cycle - financial 

planning could have hardly existed. On the other hand, the derivation 

of the list itself may help the reader realize the enormity of the gap 

in institutional development between the Western market economies and 

the formerly Command Economies. The list itself is helpful in guiding a 

potential reformer to the institutions needed. 

.. Continued... 

have been held to include whiskey, cosmetics, worms, beavers, boats, vacuum cleaners, muskrats, and 

cemetery lots, as well as investment contracts in condominiums, franchises, limited partnerships, 

oil or gas or other mineral rights, and farm animals accompanied by care agreements." in: West’s 

Business Law: Text, Cases, Legal Environment, Kenneth W. Clarkson, Roger LeRoy Miller, Gaylord A. 

Jentz, Frank B. Cross, Fourth Edition, 1989 West Publishing Company, p. 752. 
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Table 12 

Words having direct meaning in Polish. (From time to time there may be 
little or difference use or in the extent of use) 

Accommodation Endorsement 

Accrued Interest 

Adjuster (In Insurance Claims) 

Appreciation (on a Asset) 
APR (Annual Percentage Rate) 
Arrears, In Arrears 

Assessed Valuation 

Automatic Check-oOff 

Automobile Insurance 

Balance Sheet 

Base Period 

Brand Name 

Buyers’ Market 

Buy-and-Hold Strategy 
Car Insurance 

Collateral 

Collateral Loan 

Consumer Credit 

Debt Maturity 
Disability Benefit 
Embezzlement 

Eminent Domain 

Excise Tax 

Exclusive Listing 
Expiration Date 
Face Value 

Federal Reserve Banks 

Federal Reserve Note 

Financial Insolvency 
Financial Solvency 
Financial Statement 

Fiscal Year 

Fixed Capital 

Fixed Charges 
Fixed Debt 

Fixed Deposit Account 
Forgery 

Fringe Benefits 
Garnishment 

Gentlemen’s Agreement 
Head Tax (Poll Tax) 
Income Statement 

Income Tax 

Incumbrance 

Indirect Tax 

Individual Income Tax 

Individual Proprietorship 
Insolvency 

Installment Sale 

Insurance 

Internal Audit 
Intrinsic Value 
Involuntary Bankruptcy 

In-Kind (Payment) 

Joint Account 
Kickback 
Legal Entity 
Lien 
Luxury Tax 

Manufacturers Brand 
Marginal Efficiency of Capital 
Maturity 
Maturity Value 
National Debt 
Natural Monopoly 
Nepotism 
Nonprofit Institutions 
Non-Negotiable 
Non-Performing Assets (loans) 

Operating Cost 
Operating Expenses 
Operating Ratio 
Ordinary Interest 
Overdraft 
Overextension of Credit 
Overhead 
Par Value 

Passbook Account 
Patent 

Performing Assets (Loans) 
Personal Property Tax 

Policyholder 

Portfolio 
Portfolio Composition 

Portfolio Diversification 
Portfolio Turnover Rate 
Power of Attorney 
Premiums (Insurance Premiums) 
Present Value 
Priced Out of the Market 
Probationary Employee 
Property Insurance 

Property Tax 

Proprietorship 
Public Domain 

Pyramid Scheme 

Rate of Interest 
Realized Profit or Loss 

Repudiation 

Revenue Stamps 

Revolving Fund 
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Revolving Letter of Credit Windfall Profit Tax 
Risk-Free Asset Withholding Tax 
Risk-Free Investment 
Risk-Free Rate 
Risk-Free Securities 
Sales Charge 

Salvage Value 

Savings Account 
Scalping 
Secured Loan 

Security Deposit 
Seller’s Market 

Senior Lien 
Short-Term Debt 

Shrinking Dollar 
Signature Guarantee 
Silent Partner 

Simple Interest 
Sole Proprietorship 
Stop Payment Order 
Spot Price 
Statement of Condition 
Statute of Limitations 
Subsidy 
Sunk Cost 
Surety 

Surtax 

Tangible Property 
Tax 

Tax Assessment 

Tax Audit 

Tax Base 

Tax Collector 

Tax Dodge 

Tax Evasion 
Tax Exemption 
Tax Foreclosure 

Tax Rate 

Taxpayer 

Tender 

Tight Credit 
Time Deposit 
Tort 

Transaction Tax 

Trespass 

Tying Contract 
Unearned Income 

Unsecured Creditor 
Unsecured Loan 

Usury 

Vested 

Vesting 
Wage Assignment 

Warranty 

Whistle Blower 
Windfall Profit 
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Table 13 

Words having Polish similarities in use but either the meaning was substan 
tially altered to accommodate the requirements of the centrally planned econo 
my, or the extent of use was different, or both 

Annual Report 
Annualized Average Rate of Return 
Appraisal, Appraised Value 
Articles of Association 
Asset (Webster Business Dict) 

Audit, Auditor 

Bank Check (Cashier’s Check) 
Bankruptcy 

Capital 

Capitalization, Capitalization 
Rate 

Capital Structure 
Cashier’s Check 

Certified Check 
Chapter 11 Bankruptcy Protection 
Chapter 7 Bankruptcy 

Charitable Trust 
Checking Account (Demand Deposit) 

Collateral Note 
Commercial Bank 

Commercial Loan 

Commercial Paper 

Compounding 
Compounded Interest 

Consumer Price Index (CPI) 

Copyright 
Credit Line 
Credit Union 
Custodian 
Debt Financing vs. Equity Financ- 

ing 
Debt~-Consolidation Loan 
Default, in Default, to Default 

Default Rate 
Delinquency 
Diversification (of portfolio) 
Endowment, Endowment Fund 

Farm Credit Administration 

Federal Deposit Insurance Corpora- 
tion 

Federal Reserve Board 
Federal Savings and Loans Insur- 

ance 
First Lien 
Fixed Income 
Going Concern, Going-Concern Value 
Goodwill 
Government Pension Fund 
Grace Period 

Income Return 

Industrial Life Insurance 
Instrumentalities 
Intangible Property 
Interest Earned 

Interlocking Directors 
Internal Revenue Service (IRS) 

Joint Venture 
Liability 
Liability Insurance 
Line of Credit 

Liquidity 
Locked-In 
Long Position 
M1, M2, M3 
Market Penetration 

Market Price 
Monthly Investment Plan 
Near-Money 
Net Worth 
Noncontributory Retirement Plan 

Open Account 

Overcapitalized 
Oversold 
Owner Financing, Seller Financing 
Partnership 
Pension Benefit Guarantee Corp. 
Preclusive Buying 
Price Index 
Prime Rate (Prime Lending Rate) 
Profit-Sharing Plan 

Real Estate 
Real Estate Tax 
Recordation 
Required Reserves 
Royalty 

Savings and Loans Association 

Secured Creditor 
Sinking Fund 
Social Security 
Social Security Number (SS#) 
Social Security Taxes 
Standard Deduction 
Straight-Term Mortgage Loan 

Tacit Collusion 
Tax Limit 
Tied Loan 
Total Return 
Unrealized Profits 
Upside Potential 
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Utilities 
Vertical Merger 
Zoning 
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Table 14 

Words having Polish similarities but reflecting very vague relationship in 
meaning and applications. 

Amortized Mortgage 
Annuity 
Bounce 

Certified Public Accountant 

Testate vs. Intestate 

Trade-In 

Trade-Up 

Trust 

Trustee in Bankruptcy 
Compounded Annual Growth 
Contributory Retirement Plans 
(Pension) 
Corporation 
Credit History 
Credit Rating 
Discount 

Effective Interest Rate 

Fair Value 
Fair-Market Value 
Federal Housing Administration 

(FHA) 
Federal Land Banks 
Federal Open Market Committee 
Federal Savings and Loans Associa- 
tion (FSL&A) 
Federal Trade Commission (FTC) 
Fiduciary, Fiduciary Services 
Fiduciary Fee 
Foundation 
Home Improvement Loan 

Horizontal Merger 

Incorporate 

Landlord 
Lease 

Lessee 
Lessor 
Life Insurance 
Loan Collection Company 
Lockup 
Management Fee 

Marketability, Marketable 
Nest egg 

Ordinary Life Insurance 
Passive Investment Managers 
Permanent Portfolio 
Perpetuity 
Portfolio Manager 
Promissory Note 
Promoter 

Prospectus 

Renters Insurance 

Rule of Reason 

Sublease 

Tender Offer 
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Terms associated primarily with use in limited black and semi-black market 

operations. 

Active Investment Managers 
Arbitrage 
Ask Quote, Asking Price, Asked Price 

Bid, Bid Quote 

Bid-and-Asked Price 
Downside Risk 
Loan Shark 

Risk Capital (Venture Capital) 
Risk Premium 
Risk-Adjusted Performance 

Speculation 
Unlisted Securities 
Unvalued Stock 

Venture Capital (Risk Capital) 

Volatility 

Table 15 

Table 16 

Terms Without Practical Equivalents in Centrally Planed Economies: 

12b-1 Plan 
401(k) Retirement Plan 
403(b) Retirement Plan 
Accumulated Dividend 
Accumulation (of Securities) 

Actuarial Valuation 
Adjustable Rate Loan 
Adjustable Rate Mortgage (ARM) 

Advisor (Fund Advisor) 

After-Acquired Clause (in Mort- 

gage) 
American Depository Receipt (ADR) 
American Depository Shares (ADS) 
Annuity, Deferred 

Annuity, Variable 
Annuity Certain 
Arbitration Clause 
Articles of Copartnership 
Articles of Incorporation 
Assessment Roll 
Asset Allocation Fund 
Assumable Mortgage (ASM) 
Authorized Capital Stock 
Average Out 

Averaging Up or Down 
Back Load (End Load) 

Balanced Fund 

Balloon Mortgage (Loan) 
Balloon Payment 
Bank Run 

Bear, Bear Market 

Bearer, Bearer Form 

Better Business Bureau 

Bidding Up 
Biotechnology Fund 
Blue Chip 

Blue-Sky Laws 

Board Lot 

Board of Directors 

Board of Trustees 

Boiler-Room Operation 
Bond Fund 

Bond Premium 

Bond Ratings 
Bond 

Bonus Stock 

Borrowed Stocks 

Broken Lot (Odd Lot) . 
Broker 

Brokerage Account 

Bull, Bull Market 

Buying on Margin (Margin Buys) 

Buying on Scale 
Bylaws 
Call 
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Call Option 
Callable Bond, Call In, Call Price 

Capital Appreciation Fund 

Capital Gains, Long-Term, Short 

Cash Dividend 
Cash on Delivery (COD) 
Cash Surrender Sale 
Cash Value Life Insurance 
Cash-Equivalents 
CD (Certificate of Deposit) 

Certificate of Deposit (CD) 

Certificate of Incorporation 
Chattel Mortgage 

Chicago Board of Options 
Christmas Savings Account 
Churning (Brokerage Transactions) 
Classified Stock 
Closed Corporation 
Closed Mortgage 
Closed-End Fund (Inv. Company) 
Closing Costs (Charges) 
Collateral Surety 
Commercial Credit Company 
Commission Broker 
Commission House 

Common Shares 
Common Stock 

Common-Stock Dividends 
Computer Driven Fund 
Consolidated Mortgage 
Contingent Value Rights (CVR) 
Contractual Fund (Plan) 

Conventional Mortgage Loan 
Convertible Preferred Stock 
Convertible Securities Fund 
Corner, Cornering a Market 

Corporate Bond Fund - A Rated 

Corporate Bond Fund - BBB Rated 

Corporate Fiduciary 
Corporate Insiders 

Corporate Pension Fund 
Corporate Raider 
Corporate Takeover 

Corporation C 

Corporation § 
Coupon, Coupon Rate 

Coupon Bond 
Coupon Rate 
Coupon Reinvestment 
Covenant 

Cover (Short Position) 
Credit Bureau 
Credit Card 
Crossing 
Cumulative Income Bonds 
Cumulative Preferred Bond,Stock 

Cumulative Voting 
Cumulative 
Cum-Dividend 

Cum-Rights 
Cyclical Stocks 
Debenture, Subordinated Debentures 

Debenture Stock 
Debit Card 
Delayed Opening 
Demand Deposit 
Dilution (of Stock Value) 
Direct Financing, Placement 
Direct Reduction Mortgage (DRM) 
Discount Bonds 
Discount Broker 
Discount Rate 
Distribution 
Divest 
Dividend 
Dividend Reinvestment 
Dividend Yield 
Dow Jones Industrial Average 
Dow Jones Transportation Average 

Dow Jones Utilities Average 

Dual Purpose Fund 

Duff & Phelps Credit Rating Co. 
Effective Annual Rate 

Effective Yield 
Employees’ Trust 
End Load 
Endorsement 

Environmental Fund 
Equities 
Equity Capital 
Equity Income 

Equity Income Fund 
Equity 

ERISA (Employment Retirement ...) 
ESOP (Employee Sponsored ...) 

Eurodollars 
European Region Fund 
Ex Rights 
Ex Warrants 

Exercise Price (of a Warrant,...) 

Extra Dividend 
Ex-Dividend 
Fair Credit Billing Act 
Fair Credit Reporting Act 
Family of Funds 
Federal Agency Bonds 

Federal Agency Securities 
Federal Funds, Federal Funds Rate 

Federal Home Loan Banks System 
Federal Home Loan Mortgage Corp. 

Federal National Mortgage Ass. 
Financial Planner 
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Financial Services Fund 

Firm-Commitment Offering 
First Market 

First Mortgage 
First-In First-Out Method (FIFO) 
Fixed Mortgage 
Flexible Income Fund 

Floor Broker 

Floor Trader 

Foreclosure 

Founders’ Stock 

Franchise, Franchisee, Franchiser 

Front Load 

Full Lot (100 Shares) 
Fund Complex 

Fund Investment Objective 
Funded Pension Plan 

Futures Contract 

General Bond Fund 

General Obligation Bonds (GO) 
General Partnership 
General Revenue Bonds 

Ginnie Mae pass-through 
Global Flexible Portfolio Fund 

Global Fund 

GNMA Fund 

Gold Fund, Gold Oriented Funds 

Golden Parachutes 

Gov. National Mortgage Ass. 
Graduated Payment Mortgage (GPM) 

Greenmail 

Growing Equity Mortgage 
Growth and Income Fund 

Growth Fund 

Growth Stock 

Guaranteed Investment Contract 

Guaranteed Return Fund 

Hatch Act 

Health/Biotechnology Fund 
Hedge Fund 

Hedging, Hedging Transaction 
High Current Yield Fund 
Highest and Best Use 

Hi-Lo Index 

HLT (High Leveraged Transaction) 
Holder of Record 

Holding Company 
Home Equity Loan 
Hotline: Investors Hotline 

Hybrid Securities 
Immediate Order (Fill, or Kill) 
Inactive Stock 

Income Bonds, 

Income Dividends 

Income Fund 

Indenture 

Index Fund 
Index Options 
Individual Retirement Account 

Initial Public Offering (IPO) 
Insider Trading 
Intermediate Investment Grade Fund 

Intermediate U.S. Government Fund 

International Bond Fund 

International Fund 
Investment Advisor, Counselor 

Investment Banking 
Investment Company Act, 1940 

Investment Company 

Investment Portfolio 
Investment Ratings 

Investors Hotline 
Investors Newsletter 

IRA Rollover 

IRA Transfer 
Issued Stock 

Issuer 

Joint Stock Company 
Joint Tenancy vs.Tenancy in Common 
Junior Interest 

Junk Mail 

Keogh Plan (HR-10) 

Kiting 
LBO (Leveraged Buy Out) 

Leaseback 

Legal Investment 

Legal List 
Legal Tender 

Lending Points 
Leverage 

Limit Orders 
Limited Partner 
Limited Partnership 

Listed Securities 
Listing 

Load Fund 

Major Market Index 

Management Stock 

Manipulation 
Margin Account 
Margin Call 
Margin Sale 
Market Effect 

Market Fundamentals 

Market Index 

Market Order 

Market Support (in Investing) 
Market Value 

Market-Maker 

Market-Value Weighted 
Merger 

Money Market Fund 
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Money Market Securities (MM Paper) 
Moody’s Bond Ratings 
Mortgage 

Mortgage Bonds 

Mortgage Company 

Mortgage Rate 

Mortgage-Backed Securities (MBS) 

Municipal Bonds 
Municipal Notes 
Mutual Company 

Mutual Fund 
Mutual Insurance Company 
Mutual Mortgage Insurance Fund 

Mutual Savings bank 
Narrow Market 

NASDAQ Composite (Industrials,...) 

National Association of Securities 
Dealers 
National Bank 
National Bank Act 
National Stock Exchange (NSE) 
Natural Resources Fund 
Negative Amortization 
Negotiable 

Negotiable Certificates of Deposit 
Net Asset Value (NAV) 

New York Stock Exchange (NYSE) 
Nominal Yield 
NOW Account (Negotiable Order of 

Withdrawal) 

No-Limit Order 
No-Load Fund 

No-Par Value 

Odd Lot 

Odd-Lot dealer 
Open Interest 

Open Market Operations 

Open Order 
Opening Price 
Opening Range 
Open-End Investment Company 
Open-End Investment Trust 
Option 
Option Income Fund 

Optional Dividend 
Original-Issue Stock 
Origination Fees, Lending Points 
Outstanding Shares 
Over the Counter Market (OTC) 

Overbought 
Oversubscription 
Pacific Region Fund 
Packaged Mortgage Plan 
Pac-man Defense 
Paper Profit 
Participation Loan 

Passed Dividend 
Passive Trust 
Penny Stock 

Pension Fund 
Pension Plan 
Personal Finance Company 
Personal Holding Company 

Personal Loan 
Poison Pill 
Policy Loan 

Policy Value 
Potential Stock 
Preemptive Rights 
Preferred Creditor 
Preferred Shares (Preferred Stock) 

Preferred Stock, Callable 

Preferred Stock, Cumulative 

Preferred Stock, Participating 
Preferred Stock Fund 
Premium 
Premium Bonds 
Prepaid Charge Plan 
Price Level Adjusted Mortgage 
Price-Fixing, Stabilization 

Price/Earning Ratio (P/E) 
Primary Distribution 
Private Bank 
Professional Corporation (PC) 
Program Trading (Computer Trading) 

Proxy 

Publicly Traded Investment Fund 

Put Option 
Real Estate Fund 
Redeemable Stock 
Redemption 
Redemption Fee 
Redemption Price 

Redemption Price 
Refinancing 
Registrar 
Regulated Investment Company 
Renegotiable Rate Mortgage (RRM) 
Repurchase Agreements (Repo, RP) 
Resistance Points, Level 

Restrictive Endorsement 
Resulting Trust 
Retained Earnings 
Revenue Bonds 

Reverse Annuity Mortgage (RAM) 
Reverse Repurchase Agreement 

Reverse Split (Split Down) 
RICO (Racketeering Influenced ...) 
Rider 
Rights 
Risk-Adjusted Measure 
Round Lot 
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Rule 10b-5 (SEC Rule 10b-5) 
Russell 1000, Russell 2000, ... 

Scaling 
Science and Technology Fund 

Scorched Earth Tactics 

Second Market 

Securities and Exchange Acts of 
1933, 1934 
Securities and Exchange Commission 
Securities Investors Protection 
Corporation 
Selling Against the Box 
Share 
Shared Appreciation Mortgage 
Shark Repellent 
Sherman Act 1890 

Short Covering (Cover) 

Short Interest 

Short Investment Grade Debt Fund 

Short Position 
Short Sale 

Short Selling 
Short U.S. Government Fund 
Short World Income Fund 

Simplified Employee Pension Plan 
Small Business Administration 

Small Company Growth Fund 
Speciality Fund 
Split Down (Reverse Split) 
Split Order 
Split (Stock Split) 
Spread 

Standard & Poor’s Bond Ratings 
Standard & Poor’s Quality Ratings 

for Stock 

Star Manager 

State Bank 

Stock 
Stock Certificates 

Stock Dividend 
Stock Option 
Stock Quotations 

Stock Split 
Stock Warrants 

Stockbroker 

Stock-Bonus Trust 

Stock-Option Contract 

Stock-Purchase Plan 

Stop Price 
Stop-Limit Order 

Stop-Loss Order (Stop Order) 

Strategic Metals Fund 
Street Broker 

Street Certificate 

Striking Price 
Strip Issues 

Subchapter M (Internal Revenue 
Code) 

Subordinated Notes 
Subrogation 
Subscriber 
Subscription Price 
Super NOW Account 

Surrender Charge 
Surrender Value (Cash Value) 
Suspend Trading 
Syndicate 
S&P 100 

S&P 500 
Taft-Hartley Act 
Takeover 

Tax Haven 

Tax Roll 

Team Manager 
Technical Analysis 
Technical Analysis (of Stock 
Market) 

Technical Position 
Technician 
Term Life Insurance Policy 
Third Market 

Till Money 

Toll Free Telephone Number 
Top Out 

Trade Name 
Trademark (TM) 
Trading Limit 
Transfer Agent 

Travelers Check 

Traveler’s Letter of Credit 
Treasurer’s Check (Cashier’s 

Check) 

Treasury Bills 

Treasury Notes 

Treasury Stock 
Trustee 

Truth in Lending Act 
T-Bills (U.S. Treasury Bills) 
Underwriter 
Underwriting Profits 
Undistributed Profits Tax 

Undistributed Profits (Earned 
Surplus) 

Unencumbered Property 
Union Pension Fund 
Unissued Stock 

Unit Trust (UT) 
Universal Life Insurance 
Universe (of Stocks, Funds ...) 
Unlimited Mortgage 

Utility Fund 
U.S. Government Bond Fund 
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U.S. Mortgage Fund 
U.S. Treasury Bills (T-bills) 
U.S. Treasury Bond 
U.S. Treasury Notes 
Vacation Club Account 

Valuation 

Value Added Tax 

Value Fund 

Value Line Index 

Value Oriented Investing 

Valued Policy 
Variable Cost 
Variable Income Fund 
Variable Life Insurances 

Variable Portfolio 
Variable Rate Mortgage (VRM) 
Vested Interest vs. Contingent 
Interest 

Vested Reminder vs. Contingent 
Reminder 

VISA 

Voting Stock 

Wage Dividend 
Waiver 
Waiver of Premium (Insurance 

Policy) 
Warrants 

Wheeler-Lea Act of 1938 

When Issued ("When, as and if 

Issued") 
White Knight 
Whole Coverage 

Wilshire 5000 Index 
World Fund 

World Income General Fund 

Yankee Certificates of Deposits 
Yield Curve, Reversed Yield Curve 

Yield Test 
Yield to Maturity 
zero-Coupon Bond 
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APPENDIX III 

Trends in the U.S. Financial Institutions and Portfolio Mixes of 

Major Institutional Investors 

Table 17 

The US Flow of Funds Accounts - Assets and Liabilities: 1970-1980 

  

Total (bil. dol.) % Distribution 

Type of Instrument 1970 1980 1988 1970 1980 1988 

TOTAL FINANCIAL ASSETS 2,487 6,548 12,139 100 100 100 

1 
Deposit and market instrument 791 2,130 4,361 31.8 32.5 35.9 

Checkable deposits & currency 118 261 505 4.7 4.0 4.2 
Small time & savings deposits 411 1,141 2,119 16.5 17.4 17.5 
Money market fund shares 0 65 298 0.0 1.0 2.5 
Large time deposits 15 112 118 0.6 1.7 1.1 

Credit market instruments 247 553 1,321 9.9 8.4 10.9 
US Government securities 102 259 791 4.1 4.0 6.5 
Treasury issues 84 219 569 3.4 3.3 4.7 
Savings bonds 52 73 110 2.1 1.1 0.9 

Other Treasury 32 146 460 1.3 2.2 3.8 

Agency issues 18 40 222 0.7 0.6 1.8 
Tax-exempt obligations 46 87 268 1.8 1.3 2.2 
Corporate & foreign bonds 36 59 72 1.4 0.9 0.6 
Mortgages 52 107 111 2.1 1.6 0.9 
Open-market paper 12 40 79 0.5 0.6 0.7 

Mutual fund shares 45 52 417 1.8 0.8 3.3 
Other corporate equities 683 1,111 1,816 27.5 17.0 15.0 
Life insurance reserves 131 216 313 5.3 3.3 2.6 

Pension fund reserves 241 916 2,585 9.7 14.0 2.3 

Equity in noncorporate business 567 2,034 2,406 22.8 31.1 19.8 
Security credit 4 6 42 0.2 0.2 0.3 
Miscellaneous assets 26 72 199 1.0 1.1 1.6 

TOTAL LIABILITIES 493 1,489 3,246 100 100 100 

Credit market instruments 472 1,430 3,137 95.7 96.0 96.6 

Mortgages 309 974 2,182 62.7 65.4 67.2 

Installment consumer credit 106 302 671 21.5 20.3 20.7 
Other consumer credit 29 53 72 5.9 3.6 2.2 
Tax-exempt debt 0 17 79 0.0 1.1 2.4 
Bank loans, n.e.c. 8 30 42 1.6 2.0 1.3 

Other loans 21 55 91 4.3 3.7 2.8 
Security credit 10 29 53 2.0 1.9 1.6 
Trade credit 2 5 17 57 1.0 1.1 1.1 
Unpaid life insurance premiums 5 13 19 1.0 0.9 0.6 

Source: Statistical Abstracts of the United States, 1991, 
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table no. 795, p. 492. 

Notes: 

1 - excludes corporate equities 
2 - includes differed premiums 
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Table 18 

The US Savings Institutions - Financial Summary: 1970-1988 

1970 1980 1988 

Number of savings institutions 6,162 5,076 3,639 

Deposits in savings institutions 218.8 673.5 1,198.8 

Source: Statistical Abstract of the United States, 1991, 

table no. 815, p. 500. 

Note: Numbers include savings and loan associations and 

savings banks, insured and non-insured. 

Table 19 

The US Insured Commercial Banks - Liabilities: 1980, 1988 

Item 1980 1988 

Number of banks 14,434 13,139 

LIABILITIES & CAPITAL, TOTAL 1,855.7 3,130.8 

Noninterest-bearing deposits 432.3 479.4 
Interest-bearing deposits 1,048.9 1,952.1 
Subordinated debt 6.5 17.3 
Other liabilities 260.4 485.3 
Equity capital 107.6 196.7 

Domestic office deposits 1,187.2 2,116.5 

Foreign office deposits 294.0 315.1 

Source: Statistical Abstracts of the United States, 

1991, table no. 805, p. 496. 

Note: prior to 1984 noninterest-bearing deposits were 
demand deposits, and interest-bearing deposits 

were called savings deposits. 
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Table 20 

The US Mutual Funds - Summary: 1970 to 1988 

Unit 1970 1980 1985 1988 

Number of Funds, total Number 361 564 1,531 2,718 

Money market funds Number 96 348 432 

Equity funds Number 294 267 574 1,015 
Income and bond funds Number 67 149 323 681 
Municipal bond funds Number 42 174 415 
Short term municipal bonds Number 10 112 175 

Shareholder accounts, total Mill. (NA) 12.1 35.0 54.7 

Equity, bond, and income funds Mill. (NA) 7.3 20.0 36.0 
Money market funds and short- Mill. (NA) 4.8 15.0 18.7 

term municipal bond funds 

Assets, total Bil. $ 47.6 134.7 495.5 810.2 
Money market funds Bil. §$ 74.4 207.5 272.3 

Equity funds Bil. $ 45.1 44.4 116.9 194.8 
Income and bond funds Bil. §$ 2.5 11.1 95.4 190.8 

Municipal bond funds Bil. $ 2.9 39.4 86.7 
Short-term municipal bond funds’ Bil. $ 1.9 36.3 65.6 

Sales, total Bil. §$ 4.6 247.5 953.8 1,177.0 

Money market funds Bil. $ 232.2 730.1 903.4 
Equity funds Bil. § 4.2 5.6 30.1 31.0 
Income and bond funds Bil. §$ 0.4 2.6 64.8 43.5 

Municipal bond funds Bil. $ 1.8 19.4 20.8 

Short-term municipal bond funds Bil. §$ 5.3 109.4 178.3 

Redemptions, total Bil. §$ 3.0 216.5 864.9 1,166.9 

Money market funds Bil. §$ 204.5 732.3 899.4 
Equity funds Bil. §$ 2.8 5.7 18.2 34.8 
Income and bond funds Bil. $ 0.2 1.5 11.1 45.0 

Municipal bond funds Bil. §$ 1.0 4.3 12.7 
Short-term municipal bond funds Bil. §$ 3.8 98.8 175.0 

Source: U.S. Statistical Abstract, 1990, table 847, Mutual 

Funds Summary: 1970-1980, p. 513 
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Table 21 

History of the US Pension Assets, 1971-1991 

Corporate & 

Eleemosynary Government 
Employee Union Member Employee 

Year Benefit funds Benefit Funds Benefit Funds Totals 

1971 80 5 50 135 
1972 90 10 60 160 
1973 105 10 60 175 
1974 124 13 90 227 
1975 125 5 97 237 
1976 3,369 135 167 15 460 107 3,996 257 
1977 3,733 155 817 15 454 115 5,004 285 
1978 4,061 186 511 16 530 132 5,102 334 
1979 5,248 224 483 22 424 147 6,155 393 
1980 6,321 265 698 27 420 167 7,439 459 
1981 6,544 318 1,117 34 488 186 8,149 538 
1982 15,098 398 1,341 38 549 210 16,988 646 
1983 17,669 439 1,616 55 555 233 19,840 727 
1984 19,599 571 1,585 63 556 290 21,740 924 
1985 19,728 616 1,537 72 557 325 21,822 1,013 
1986 20,627 685 1,658 88 560 391 22,845 1,164 
1987 20,387 912 1,623 121 559 486 22,569 1,519 
1988 18,402 1,053 902 131 557 576 19,861 1,760 
1989 18,718 1,050 929 146 587 618 20,234 1,814 
1990 35,778 1,188 1,663 156 652 706 38,093 2,050 
1991 34,872 1,319 1,640 192 669 806 37,181 2,317 

Source: Money Market Directories, Inc., 1991, Table 2, p. XV. 
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Table 22 

Portfolio Mix of Combined Corporate and Eleemosynary Pension Funds 

Total Assets Total Assets 

$5-$25 mil. $25-$100 mil. 

Investment Type % $ in Mil. % $ in Mil. 

Cash - Individual 7.7 1,841 7.0 3,805 

Cash - Pooled 5.3 1,271 4.6 2,519 

Cash - Total 13.0 3,112 11.6 6,324 

Bonds -I 17.7 4,228 16.9 9,264 

Bonds -P 8.5 2,025 5.9 3,250 

Bonds -T 26.2 6,253 22.8 12,514 

GIcs/BICS 15.2 3,670 16.7 9,095 

Mortgages -I 0.6 143 0.3 145 
Mortgages -P 0.4 85 0.4 194 

Mortgages -T 1.0 228 0.7 339 

Mort. Securities -I 0.6 152 0.5 279 

Mort. Securities -P 0.3 79 0.2 89 

Mort. Securities -T 0.9 231 0.7 368 

Equities -I 20.5 4,914 24.9 13,617 

Equities -P 11.3 2,699 10.2 5,570 

Equities -T 31.8 7,613 35.1 19,187 

Indexed Equities -I 0.3 79 0.3 163 
Indexed Equities -P 0.6 138 0.8 457 

Indexed Equities -T 0.9 217 1.1 620 
Real Estate Equit. -I 0.8 201 0.5 268 
Real Estate Equit. -P 0.7 158 0.8 433 

Real Estate Equit. -T 1.5 359 1.3 701 
Venture Capital -I 0.1 21 0.1 33 
Venture Capital -P 0.1 20 0.1 50 

Venture Capital -T 0.2 41 0.2 83 
International Eq. -I 0.1 15 0.2 117 
International Eq. -P 0.2 46 0.3 148 

International Eq. -T 0.3 61 0.5 265 
General Insurance Acc 2.5 604 2.3 1,257 

Oil & Gas Invest. - I 0.1 28 * 16 

Oil & Gas Invest. - P * 8 * 11 

Oil & Gas Invest. - T 0.1 36 * 27 

International Bonds -I 0.1 25 0.1 45 

International Bonds -P 0.1 22 0.1 55 

International Bonds -T 0.2 47 0.2 100 

Convertibles - I 0.2 39 0.2 94 

Convertibles - P * 10 * 19 

Convertibles - T 0.2 49 0.2 113 

Mutual Funds 2.8 668 2.5 1,369 

Indexed Bonds - I * 4 * 8 

Indexed Bonds - P 0.1 16 0.1 68 

Indexed Bonds - T 0.1 20 0.1 76 

Pvt.Placements Fixed -I 0.2 41 0.1 53 

Pvt.Placements Fixed <-P 0.1 22 0.1 62 

Pvt.Placements Fixed -T 0.3 63 0.2 115 

Pvt.Placement Variable -I * 10 * 23 

Pvt.Placement Variable -P * 11 * 4 

Pvt.Placement Variable -T * 21 * 27 

Company Stock 2.7 641 3.8 2,061 
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Leveraged Buyouts -I * - * 24 
Leveraged Buyouts -P 0.1 14 * 9 

Leveraged Buyouts -T 0.1 14 * 33 
Totals 100.0 23,948 100.0 54,674 

Total Assets Total Assets 

$100-$500 mil. $500 mil. plus 

Investment Type % $ in Mil. % $ in Mil. 

Cash - Individual 5.1 6,108 4.4 28,252 

Cash - Pooled 4.0 4,796 1.8 11,417 

Cash - Total 9.1 10,904 6.2 39,669 

Bonds -I 17.7 21,049 19.5 124,120 

Bonds -P 4.8 5,710 0.7 4,567 

Bonds -T 22.5 26,759 20.2 128,687 

GICS/BICS 14.9 17,719 11.4 71,971 

Mortgages -I 0.1 89 0.3 2,136 
Mortgages -P 0.1 101 * 160 

Mortgages -T 0.2 190 0.3 2,296 
Mort. Securities -I 0.3 357 0.9 5,743 

Mort. Securities -P 0.1 122 * 96 

Mort. Securities -T 0.4 479 0.9 5,839 

Equities -I , 27.9 33,155 29.2 185,878 

Equities -P 6.6 7,795 1.2 7,671 

Equities -T 34.5 40,950 30.4 193,549 

Indexed Equities -I 0.7 779 4.7 29,665 

Indexed Equities -P 2.0 2,373 4.2 26,694 
Indexed Equities -T 2.7 3,152 8.9 56,359 

Real Estate Equit. -I 0.8 894 3.0 18,973 

Real Estate Equit. -P 1.4 1,698 1.2 7,412 

Real Estate Equit. -T 2.2 2,592 4.2 26,385 

Venture Capital -I 0.1 149 0.6 3,792 
Venture Capital -P 0.1 131 0.2 1,018 

Venture Capital -T 0.2 280 0.8 4,810 
International Eq. -I 0.7 838 3.5 22,220 

International Eq. -P 0.5 582 0.7 4,326 
International Eq. -T 1.2 1,420 4.2 26,546 

General Insurance Acc 1.5 1,766 0.7 4,574 

Oil & Gas Invest. - I 0.1 68 0.2 981 

Oil & Gas Invest. - P * 13 * 240 

Oil & Gas Invest. -T 0.1 81 0.2 1,221 

International Bonds -I 0.1 126 0.4 2,461 

International Bonds -P 0.1 79 * 258 

International Bonds -T 0.2 205 0.4 2,719 

Convertibles - I 0.1 128 0.2 1,433 

Convertibles - P 0.1 64 * 151 

Convertibles - T 0.2 192 0.2 1,584 

Mutual Funds 2.5 2,992 0.6 3,556 

Indexed Bonds - I 0.4 498 1.3 8,251 

Indexed Bonds - P 0.3 335 0.2 1,388 

Indexed Bonds - T 0.7 833 1.5 9,639 

Pyvt.Placements Fixed -I 0.3 352 0.2 1,219 

Pvt.Placements Fixed -P * 25 0.1 662 

Pvt.Placements Fixed -T 0.3 377 0.3 1,881 

Pvt.Placement Variable -I * 44 0.3 2,054 

Pvt.Placement Variable -P * 27 * 9 
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Pvt.Placement Variable -T * 71 0.3 2,063 

Company Stock 6.6 7,784 8.1 51,356 
Leveraged Buyouts -I * 3 0.2 1,091 
Leveraged Buyouts -P * 28 * 217 

Leveraged Buyouts -T * 31 0.2 1,308 

Totals 100.0 118,777 100.0 636,012 
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Totals (All Corporate & Eleemosynary Pension Funds) 

Investment Type % $ in Mil. 

Cash - Individual 4.8 40,006 

Cash - Pooled 2.4 20,003 

Cash - Total 7.2 60,009 

Bonds -I 9.0 158,661 

Bonds -P 1.9 15,552 

Bonds -T 20.9 174,213 

GIcS/BICS 12.3 102,455 

Mortgages -I 0.3 2,513 
Mortgages -P 0.1 540 

Mortgages -T 0.4 3,053 

Mort. Securities -I 0.8 6,531 

Mort. Securities -P 0.1 386 

Mort. Securities -T 0.9 6,917 

Equities -I 28.5 237,564 

Equities -P 2.9 23,735 

Equities -T 31.4 261,299 

Indexed Equities -I 3.7 30,686 

Indexed Equities -P 3.6 29,662 
Indexed Equities -T 7.3 60,348 

Real Estate Equit. -I 2.4 20,336 

Real Estate Equit. -P 1.2 9,701 

Real Estate Equit. -T 3.6 30,037 

Venture Capital -I 0.5 3,995 
Venture Capital -P 0.1 1,219 

Venture Capital -T 0.6 5,214 
International Eq. -I 2.8 23,190 
International Eq. -P 0.6 5,102 

International Eq. -T 3.4 28,292 
General Insurance Acc 1.0 8,201 

Oil & Gas Invest. - I 0.1 1,093 

Oil & Gas Invest. - P * 272 

Oil & Gas Invest. - T 0.1 1,365 

International Bonds -I 0.3 2,657 

International Bonds -P * 414 

International Bonds -T 0.3 3,071 

Convertibles - I 0.2 1,694 

Convertibles - P * 244 

Convertibles - T 0.2 1,938 

Mutual Funds 1.0 8,585 

Indexed Bonds - I 1.1 8,761 

Indexed Bonds - P 0.2 1,807 

Indexed Bonds - T 1.3 10,568 

Pvt.Placements Fixed -I 0.2 1,665 

Pvt.Placements Fixed -P 0.1 7721 

Pvt.Placements Fixed -T 0.3 2,436 

Pvt.Placement Variable -I 0.3 2,131 

Pvt.Placement Variable ~P * 51 

Pvt.Placement Variable -T 0.3 2,182 

Company Stock 7.4 61,842 
Leveraged Buyouts -I 0.1 1,118 
Leveraged Buyouts -P * 268 

Leveraged Buyouts -T 0.1 1,386 
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Totals 100.0 833,411 

Source: Money Market Directories, Inc., 1991, Table 6a, p. XXI. 

Note: This table shows holdings at approximately June 30, 1990. 
This table shows funds for only those corporate sponsors 
who answered the portfolio mix question on the 
questionnaire. This year (1991) these figures represent 
63.2% of the total assets in the MMD. 

* = Less than 0.1% of total assets. 
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Table 23 

Union and Government Combined Pension Fund Portfolio Mixes 

Unions (All) Governments (All) 

Investment Type % S$ in Mil. % S$ in Mil. 

Cash - Individual 7.8 5,998 6.3 49,293 

Cash - Pooled 1.7 1,331 1.0 7,604 

Cash - Total 9.5 7,329 7.3 56,897 

Bonds -I 39.7 33,133 29.5 231,994 

Bonds -P 4.1 3,134 2.7 21,422 

Bonds -T 43.8 33,467 32.2 253,416 

GICS/BICS 5.2 3,882 0.7 5,747 

Mortgages -I 1.6 1,219 2.7 20,953 
Mortgages -P 0.5 378 * 267 

Mortgages -T 2.1 1,597 2.7 21,220 
Mort. Securities -I 1.3 963 7.1 56,121 

Mort. Securities -P * 34 0.2 1,204 

Mort. Securities -T 1.3 997 7.3 57,325 

Equities -I 24.7 18,868 20.3 159,340 

Equities -P 2.5 1,908 3.0 23,504 

Equities -T 27.2 20,776 23.3 182,844 

Indexed Equities -I 0.7 558 11.2 88,456 

Indexed Equities -P 3.5 2,693 1.9 14,997 

Indexed Equities -T 4.2 3,251 13.1 103,453 
Real Estate Equit. -I 1.9 1,445 2.9 22,564 
Real Estate Equit. -P 1.4 1,062 1.3 10,188 

Real Estate Equit. -T 3.3 2,507 4.2 32,752 

Venture Capital -I 0.1 86 0.3 2,081 
Venture Capital -P * 3 0.2 1,522 

Venture Capital -T 0.1 99 0.5 3,603 
International Eq. -I 0.1 106 1.9 4,825 
International Eq. -P * 7 0.3 2,281 

International Eq. -T 0.1 113 2.2 17,106 
General Insurance Acc 0.9 596 0.2 1,594 

Oil & Gas Invest. - I * 23 * 34 

Oil & Gas Invest. - P * 9 * 139 

Oil & Gas Invest. - T * 32 * 173 

International Bonds -I 0.2 154 0.6 4,832 

International Bonds -P * - * 99 

International Bonds -T 0.2 154 0.6 4,931 

Convertibles - I 0.1 50 0.2 1,822 

Convertibles - P * - * 209 

Convertibles - T 0.1 50 0.2 2,031 

Mutual Funds 0.1 48 0.1 930 

Indexed Bonds - I 0.2 157 4.0 31,590 

Indexed Bonds - P 1.1 873 0.1 974 

Indexed Bonds - T 1.3 1,030 4.1 32,564 

Pvt.Placements Fixed -I * 4 0.8 6,006 

Pvt.Placements Fixed -P * 29 * 45 

Pvt.Placements Fixed -T * 33 0.8 6,051 

Pvt.Placement Variable -I 0.6 483 0.1 416 

Pvt.Placement Variable -P * - * - 

Pvt.Placement Variable -T - 483 0.1 416 

Company Stock 0.6 32 * 326 
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Leveraged Buyouts -I * - 0.2 
Leveraged Buyouts -P * - 0.2 

Leveraged Buyouts -T * - 0.4 
Totals 100.0 76,476 100.0 

1,198 
1,811 
3,009 

786,388 

Source: Money Market Directories, Inc., 1991, Table 6b, p. XXII. 

Note : This table shows holdings at approximately June 30, 1990. 
This table shows only those union and government fund sponsors 
who answered this question on the questionnaire. This year, 
the union figures represent 39.8% of the total union assets 
in the MMD and the government figures 97.6% of the total 

government assets in the MMD. 

* —- Less than 0.1% of total assets. 
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Table 24 

Endowment and Foundation Portfolio Mixes 

Endowments (All) Foundations (All) 

Investment Type % $ in Mil. % $ in Mil. 

Cash - Individual 5.3 3,419 6.5 4,256 

Cash - Pooled 4.3 2,784 0.5 309 

Cash - Total 9.6 6,203 7.0 4,565 

Bonds -I 22.5 14,427 19.4 12,726 

Bonds -P 9.0 5,764 2.3 1,545 

Bonds -T 31.5 20,191 21.7 14,271 

GICS/BICS 0.2 78 0.6 405 

Mortgages -I 0.4 267 0.4 253 

Mortgages -P 0.2 135 * 5 
Mortgages -T 0.6 402 0.4 258 

Mort. Securities -I 4.5 2,872 1.4 925 

Mort. Securities -P 0.1 66 0.2 81 
Mort. Securities -T 4.6 2,938 1.6 1,006 

Equities -I 27.8 17,796 53.3 34,900 

Equities -P 15.0 9,609 2.5 1,621 

Equities -T 42.8 27,405 55.8 36,521 

Indexed Equities -I 0.7 422 0.4 239 
Indexed Equities -P 0.2 153 1.4 886 

Indexed Equities -T 0.9 575 1.8 1,125 
Real Estate Equit. -I 2.2 1,418 2.9 1,892 

Real Estate Equit. -P 1.1 708 0.2 154 
Real Estate Equit. -T 3.3 2,126 3.1 2,046 

Venture Capital -I 0.8 502 0.3 213 

Venture Capital -P 0.4 277 0.1 64 
Venture Capital -T 1.2 779 0.4 277 

International Eq. -I 1.6 1,040 2.0 1,337 

International Eq. -P 1.0 574 0.3 163 
International Eq. -T 2.6 1,614 2.3 1,500 

General Insurance Acc * - * 1 

Oil & Gas Invest. - I 0.2 113 0.2 126 

Oil & Gas Invest. - P 0.1 55 * 12 

Oil & Gas Invest. - T 0.3 168 0.2 138 

International Bonds -I 0.4 238 0.3 190 

International Bonds -P 0.4 245 * - 

International Bonds -T 0.8 483 0.3 190 

Convertibles - I 0.2 57 0.3 152 

Convertibles - P * 30 * 14 

Convertibles - T 0.2 87 0.3 166 

Mutual Funds 0.6 403 0.4 233 

Indexed Bonds - I * - * 28 

Indexed Bonds - P * 25 * 35 

Indexed Bonds - T * 25 * 63 

Pvt.Placements Fixed -I 0.5 347 0.3 186 

Pvt.Placements Fixed -P * 10 * - 

Pvt.Placements Fixed -T 0.5 357 0.3 186 

Pvt.Placement Variable -I * 4 2.9 1,910 

Pvt.Placement Variable -P * 24 * - 

Pvt.Placement Variable -T * 28 2.9 1,910 

Company Stock 0.1 47 0.9 591 
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Leveraged Buyouts -I 0.1 
Leveraged Buyouts -P 0.1 

Leveraged Buyouts -T 0.2 
Totals 100.0 

Source: Money Market Directories, Inc., 

84 * 22 
41 * - 

125 0.9 613 
64,034 100.0 65,474 

1991, Table 6c, p. XXIII. 

Note: This table shows only those endowment and foundation sponsors 
who answered this question on our questionnaire. This year, 

the endowment figures represent 73.6% of the total endowment 
assets in the MMD. The foundation figures represent 65.5% 
of the total foundation assets in the MMD. 
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