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THE TRANSITION fRE COAMD SOCTRLISN: AN GEENGE.
Hyman F. Minghky
Econemics Department

Washington University
8t. Louis MO. B3130
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The collapse of the Lerniniat political regimes and the
moves toward political democracy in the Seviet Union and
Fastern Curcope do nothing to resclve the abysmal economic
conditions that irigpered the political collapse. The basic
goconomic and financial institutions that are riseded if thess

Pr v e
goonomies are 10 pet—moving—anedn  do not  exist and the
process of creating such institetions has net begun.
Furthermore there are few signs fhat the leadership or the
populace and in the east and in the west understand what
institutions are neeaded, the function of these institulions
angd how they can be brought into being. If a breakdown in

the greduction system, such as it is, is net io occur then a
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clear understanding of what i1 takes to cperate & reasonably

effective market economy(habrffo develop) among | the plavers

hoth in {he sast and waﬁt] The transition from e

centrally planned sccialist sconomigs thed—Sdettrr—irsteiiess

to  market goonomies  is now on the agenda. ams  Sier

- » . b

futions Mt need fo be ceseted have do be spacifisd,
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Thie agenda needs to allow net enly for changing how

praoduction and distribution ars organized but alscg for the
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that there iz no private wealth) This means that hﬁ‘ v E2d
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privitization based upon the Qmﬂerahfg of tha productive
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machinery by "natives" cannot taks place. Furthermore, az a 2 e
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practical matter, such wealth cannot be created overnight. prre

Heon — hm
#n agenda for sconomic reform naeds idewms that deal
) Cdt ~

with: e o y

4%—
Gayg:! o
and disirifution Vﬁd/tbﬂiﬂk“

structure inte operating firms LT, R Owantats 1
e A i 8 - .
s T = ntl b e Al Pt WA u) Cu_7,a-.-.¢....

2. The ocreation of a svstem of public holding

1. The division of the productio

cempanies which bscome the proximate owners of

e s

———
oparating firms. L
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the ownership of the public

dd
holding companies in the state.
Y A S
jﬁ. He appointment by thestate of the board of

the directors of the public holding companies and
by the beards of the public helding companies of
the boards of direstors of tha firms. The
princinie operating officers of the holding
companies and the firms will be seiecisd sedecisd .

by these boards
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aeserts coordinate production and consumption
decisions.

7. The creation of a system od financial
institutions, such as local banks, savings banks,
agricultural banks, pension funds, life insurance
companies arnd mutusl Fundsjmhich aras vehicles for
the decentralized accumulation of private wealth
and the financing of firms

8 The development of the institulions etk —tp=

ﬁLﬂEﬁEl_ﬁﬂﬁ capital markei,

9. The arivatization, as private wealih is
acoumulated and the information necessary for
market griented investment decisions is generated
of ¥E€ public holding compernies and 8 operating
firms.
irn the above apenda the items that deal with +the
division of productive capacity irdto decentralized profit
seehking firms, the appoiniment of direciors and manapements,
and the setting up of public helding companiss can be done
guickly. The result will bs & structure of corgorate
business that formally mimics the structure of a modern
capitalist economy where the proximate cuwners of shares in
gperating companies are largely funds rather fhan individual
investers.
The Socialist economies have a particular structure of
production and distribution that is the initisl condiltion

from which refarm and chanage starts. [t is poszible to set
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up markets for commodities and allow for markats  and
collective bargaining to determine wages. The initial wages
ang nrices will ;E’égpraximategﬁ:fhoaa which ruled under the
planned regime. Market nrices and wages will increase when
there is excess demand decrsase when there 13 excaess
supply. In the heginning because of the currsncy inflation
that has ruled there undoubtedly will be sxoess demand for
most commodities. Inflation will best he constraint if the
gxcess currency is absorbed by & flood of consumer goods.

It might he worth whilel{for the Soviet Uniorf/sapecially*io

use their hoards of gold to acguire consumer goods that can

be sold at & hafiy mark up.

For all practical purposes -<hasz no private wealth
#xists in what was the Soviet bloc. Furthermore there is no
datsa of profiis and cash flows that can be used in
investment and capital masintenance decisions. In the
beginning of the transition as mark'et forces are generating
information & planned approach to imvesimant and capital
maintenance will nszed to ruls.

Institutions that allow for the private accumulation of
financial wealth have to be cresated.

A balance sheet of tihese firms and public holding
companias can  be drawn  up. The values attached to asssts
will be guite arbitrary. Initially 182% of the liahilities
can he suLty. The entities ithat will have these
liabilities as asssts has io be created.

The directive to seek orofits



Soc to Cap 5

in these manasgerial firms

We Borrowing frrom Italy and the

United States’s axperisnce with Fiiid)ﬂoavar ~HEgosaevalt

Heconstruction Finance Corporation a sysien ﬁﬁ/’Public

L T WU VIR _ -
Helding Companies needs to be crestede. The Fublic Holding
. oo =T
Comparnies can be locel, regional or nationals  ihay can ﬁv’

ﬁpeoialixe&tc indusirial sectors., In principle there can he
maEny . The assets of these holding companies will be the
eiuity shares of the firms, their liabilities will be eguity
shares owned by the state. These holding companies will
racieve diviﬁenA} as the operaiting units make profits. They
will e the conduit for subsidies as operating units maka

initial losses. ¥he state may increass its fi of

Dhr*‘"A”A? e these entities, taking new ahares in returnqﬂp_;ku_§p¢qﬁ<L

~~ 1_4?|4,;
manizationally these holding companiss will mimic privats
financial institutions: their management will aim at

annfits,J T Z i reform will create a market

hepateagh _sieps in

gsocialist sconomy. Ever since the 1938's, when Qscar Lange
and Abba Lerner publistbed their ‘seminal works on  the
economic theory of Sccialism, economists have known  that
Hocialist economies are besi orpanized if markets determine
the use of resources, +the compensation of labor and the
prices of outputs, The essential differences batwsen a
markel socialist economy in the Lange-bLernar formulation and
a capitalist economy is that in market soccialism the
iiabilities of 1the holding comparies are owned by state

antitries wheras in a cepitalist sconomy the liabhilities of
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tne firms and the fimancial institutions are dirsctly or
indirectly arivately owned.

fiz long as the flow of profits is to firms owned by
these holding companies and to the holding companiss
investment will bhe financed by firms and holding companies.
The total eof investment - the macrceconomic contours of the
sconomy ~ will be determined by what these organizations
finance and by the state’s iransfer of funds in exchange for
new &quity sharaes to the holding companies.

The first step in the evolution of the sastern
gconomies laaves the system with & pradominant state
invoalvement. This is so because the initial conditions for
the evolution of these states is s population wiithout any
significant mass of private wealth. The institutions that
can lead to the acocumulation of private wealth need to bse
created. These institutions are those that facilitate
private saving and private indusiries that can lead te

private capital gains.

held at invesiment decisions are left to merket forces
in & capitalist economy
managaement of the holding comholding companiss w
particular the creation of the financial instiftutions and
and relations , as well a3 the information needed for
raticnal finangial decisions will take yvears if net decades
Meaningful economic reform can take place only as it is

urntderstood that a modern market economy is an integrated
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production and financial system. The economies of the =ast
have groduction sysiems that were built up over ithe past 7
ar 4 decades. If the population is to be fed and clothed
this producstive system has to be used even as they are
managsd so as to be responsive to amerging market forces,
Buch management will lead to the generatation of prefits
data that a market sconomy reguires.

If the objsct is 1o create a Eurepean stvlie capitalist
sconomy ther the first iltem on the dgenda for reform is to
transform Stalin’s command socialist economy inte a market

scoialist economy.

In & market socialist economy the productive ressurces
of ithe sconumy are assigned to firms which have & management
that is ordered to mawimize profiis. A siructure of
constrains or regulations will be needed to prevent the
abuse of menopoly positions which undoubtedly will exist
because of ithe struciure of much of indusiry. Furthermors
the central authorities - the planning autherity will neead
to guarantee that tetoal demand will'be large enocugh so that
& ciose approximation to full employment is sustained. If
things are to get better it will be necessary to first put
at least part of the inefficient humpty dumpiy back
togather.

This assignment of the productive capacity of the
goconomy ta firms that are instrunted to make profiis has not
addressed the guestion of ownerszhip - the liahility side of

the balance sheet has it he construstad. Tt is nonesenss to
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talk about privatization. There is nothing like & canital
market in the Soviet Blog. There is no way of pricing the

asgets that ihe market oriented socialist scornomies inherit

from the planned past until there is & history of profits

that can be used to form profit expectations.

In market economies decisions are deceniralized to
households and firms,

Capitalism is a special form of markei sconomy in which
the material means of produstion are privately owned. This
means that individuels receive incomes in the form of
interest, dividends and rents from ouning property and from
finarcing the ownership of property. In a continuing
capitalist sconomy such incomes were recseived in the past
ars being received now and are expected to be recisved in
the future: the past and the pressnt provide data for what
is expacted in the future.

Ir inhe sconomies of the east there is no record of
grofits and there is no experience upon which to hasa
expectations of future incomes from properiy. As the market

value of property is determined by expectatiﬂns of future
irncomes, there is no firm hasis in thase sconomies for
determining the velue of firms or of individual items of
capital.
Furthermore in a capitalist economy the claims to

future incemes can hbe hought and sald and pledoed as

colisteral for loans. As a a result assets, such as the



material means of production, collections of material means
erganized into production units, and the instruments that
reflect claims io incomes that arise from financing have
prices. Assets cwned multiplied by these prices leads to
the wealih of individuals
In the socimlist couniries because there is ne
kistorical record of profit incomes thare is no basis on
which to form expactations of profits. Thersfor there is no
price syastem of physisal and financial assets. Furthsmore
the assets and the debtss are not privately owned. HNo one
ouns wealth.

Before a capitalist economy can be brought inio being a
histery of earned profifts needs io be greatsd and
individuals need {o acguire wealiih. Wealih is acquired by
saving. Instrumenis which individuals fan uss zave need to
he initreduced. Individuals have to accept that it is geood
to give up consumpiion rnow in order 10 have consumptionm in
the future.

The use of markets and valuations derived from markets
is net a defining characteristic of Cepitalism.
Lharles Stainmetz, the great Genaral Eléctric geientist
of the beginning of this ceniury, was a Socialist. He
rationalized working for a firm that sought to monopolize
the developing electirical indusiry by arguing that a
trustified economy made the itransition to Socialism easises:
all thai had te bs done ito fransform a capitalist economy

into & %ncialist economy was to replace the Board of



Soe to Cap 18

Direciors elected by the stockholders with a Hoard that
represents the interests of wprkers angd the socigiy.
Steinmetz's insight poinmts out that to change a
Stalinist econemy into a market economy every oroductive
asset has to be mssigned to an operating firm, This
oparating body has to be organized as if it ware a
capitalist firm.

As vat there ars no owners — the material assets of the
gcanomy are gistributed to firms but these newly born firms
do net have any debts or equity share cwners. fs a first
step the liabilities of the firm will be eguities that will
be owned by public holding companies. The board of
directors of ihe operating firms will be appointed by the
public holding companies and perhaps sectoral interesis.
The heard of will hire & chief operating officer who will he
instructed to make profits within the guide lines imposecd by
the attenuating remnaris nf ithe planning svstam., The
resulting structure of industry and trade will have private
management and sublic cunershio although therr formal
structure is consistent with a fully private economy.

Firnance, Nel worths, who has the wealth fo run the
firms: distribute existing firms to workers
Nesd institutions to make it attractive to save.
Pernsion funds savings hanks
Only after there is a history of profits can a rational
valuation of the going firm be mads. GOnly after profit

flows are genesrataed carm the debt carrving capacity of firms
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te delermined, can it be determined whether it is desirable
to pay for new eguipment etc. Capitalism has tweo sels of
prices, but these price sets are linked.
The way to go from where the sconomies of sasiern
Europe are to some other type of economic oroasnization is to
start by sstiing up the independent Socialist fiems
envizagad by Lange and Lerner. As these socialized firms
achieve records of profits a decision whether to privatize
or to remain public has i¢ be made. The pace of
privatization will be limited by the ability of the capital
market to absorb the eguities ithat will ahve ot he sold,
Foreign ownership .- a monopoly of capital incoms by
foreigners is not the way to build & successful capitalism
that in the longer run will have thz support of ihe

nopulace,

Bafors reform can proceed an  understanding of the
institutions and information nesded to make a market sconomy
work, how such institutions can be created and how the
information needed for decisions can be generated has not
begun, Ii iz likely to take years, if not decades, %o
develon the financis! and sconomic relations, institutions,
and information that a market sconomy needs. Meanwhile
there are pecple tc be fed, housed, clothed and raised and
there investments need to be made which look forward fo an

geonomy where market forose lead to inputs to decisions.
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Programs that abistract from the constraints imposed by
gxisting conditions and ignore the instituiional siructure
neaded for & market ecornomy are likely to maka things worsa
without offering prospects for improvement in the reievant
future. The building of a market economy must ztart frem
the way production and claims to incomes are now organized
and be enlightened by an understanding of the institutional
structures that wake for successful market sconomies.

94

NOTES
1 The path ito recovery runs through market socialism
&. Public Helding Companies as ihe first stepn fowards
patahlishing value:
the private management of publically owned enterprizes.
The meed to establish & frddition of honest and
afficient management of public enterprizes. this is very
difficult.
S MNeed io ztart from the irndustrial structiure vou
hava. Lannot blanket assert that the plants are inaefficient
and must be abandoned., Even as the aim is io establish a

record that can be uzed to value plants and esquipment a

close approximation io full smployment must be maintained.
4, Full smployment remains a2 priority item. WPA

CCG- NYA triad



5. Only as alternatives for production are developed
can axisting plants be abandoned.
6. There will bs & need for subszidies sven as
requiring subsidies marks firms as candidates for closing.
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