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ABSTRACT

This book represents a new effort in building a theoretical framework for
the positive and coherent analysis of macroeconomic phenomena of the Public
Ownership Economy ( POE) , which composes the major sector of the socialist

economy.

Part [ Setup of the Model: Public
Ownership Economy

The analyses of determination of aggregate variables and their relations of
these variables are based on the carefully chosen special assumptions about be-
havioral patterns of all economic agents in the specific institutional arrange-
ments, for either the book as a whole or any of its particular parts.

Basic Relations of POE. Distinctive from the private ownership which is ba-
sically defined by a set of exiernal relations, the public ownership must first be
defined by a set of internal relations. It is these internal relations that constitute
the basic assumptions on which the model employed in this book is built. They
are; (1) The equal and undifferentiated “custody” or “possession” rights of all
or each piece of the means of production ( non-labor factors of production or
material productive assets, such as capital goods and natural resources) for all in-
dividuals who compose the economy; (2) Equal shares of non-labor income for
all individuals, while any income differences are or are supposed to be attributed
to and only to the labor contributions; (3) Sharing, by the whole economy, the

1.



ﬁ AW R R R I KR

loss or risk of capital used in any single production unit; (4) Institutionally en-
dowed right for all the owners to work or to be “employed”.

The main form of POE studied in this book is “whole-people ownership”
(vs. “collective ownership” ) and an analytic model is built under the assump-
tion of “pure POE” in which all material productive assets are owned by whole
people and no other forms of ownership exist.

The Fundamental Contradiction of Public-ownership. In the POE, every indi-
vidual (or sub-group of individuals) is an owner and has the property rights—
the “public” consists of individuals and if no one of individuals were the owner
then there would have existed no public ownership; but meanwhile, every indi-
vidual is not the owner and has no property right—everyone is not in the position
to claim his exclusive possession of all or any piece of productive assets and has
no legal rights to use ( or do anything on) them on his own and for his own in-
terests. It is that every individual is and at the same time is not the owner that
constitutes the fundamental contradiction of the public-ownership. And it is this
fundamental contradiction that underlies the causes of all economic phenomena
in the POE.

The Agent of Public-ownership. As the consequence of the fundamental con-
tradiction of property right, it is required ( consciously or not) that there exists
some kind of social agency to serve as the unique representative of the public
ownership and to exercise unitively the functions of owner on behalf of all undif-
ferentiated owners. Whatever it is named—theoretically, it is termed as “the A-
gent of Public-ownership” in the theory—and however it comes into being ( by
election or by somebody’s self-nomination) , the logical necessity of the exist-
ence of such an agency lies in the basic needs of the POE to maintain efficient
operation and reduce the costs of coordination of the public in the decision-mak-
ing processes over matters concerning the property rights. When the agent of
public-ownership unitively taking care of all individuals’ property rights, howev-
er, the individuals, as the individual, in the economy now do not function as
the owner, but only as worker, manager, or consumer. That is, from the
viewpoint of economic functions, only the agent of public-ownership is in the
position of owner and all individuals are in the non-owner position. Then the

.o,
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fundamental contradiction of property right of public-ownership manifests itself
in the contradiction of public-ownership Economy that the public performs the non-
owner functions in the public-ownership economy.

In the reality, the economic functions of the agent of public-ownership in a
whole-people ownership economy are naturally carried out by the State. Since it
is also a “political machine” , the State in the model is divided into two distinc-
tive agents accroding to the different economic functions; the “ government” and
the “social planner” ( “planner” in short) which is an equivalent for the agent
of public-ownership though stressing more on managerial functions instead of on
the “rights”. In a simple way, the relations among these concepts can be writ-
ten as: The Agent of Public ownership = Planner = The State-Governmen.

Planner’s Objective and Economic Functions. As the representative of the
public without his own interests, the planner’s objective function cannot but i-
dentify the social welfare function ( from the viewpoint of economic interests,
the planner is no more than the embodiment of the social welfare in the model) .
In maximizing social welfare, the planner performs the following functions:
(1) Protecting the public properties; (2) Selecting and appointing managers at
varjous levels to utilize the productive assets efficiently; (3) Making social pro-
duction plans to allocate properly the productive resources to meet various de-
mands; (4) Accumulating capital and for this purpose taking part in the distri-
bution of national income; (5) Maintaining full employment of labor force. In
fact, it is these functions that verifies our identification of the agent of public-
ownership with the planner.

Other Kinds of Economic Agents and their objectives. Besides the planner, the
economic agents in the POE are.

Government , which is a political body being capable of interfering the eco-
nomic process according to its special objective function of political interests.
And the Government purchases ( consumption) counts a component of the ag-
gregate demand ( we assume government consumption is given in the book for
simplification ) .

Individuals , who are workers as taking part in production process while pro-
viding labor factors of production, as well as consumers when spending their in-

. 3.
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come on consumer goods. The individuals’ objective is assumed as utility maxi-
mization.

Sub-units of the economy, including both the locals and the enterprises. In
the model, the local is an interest group which, especially in the relation with the
(central) planner, represents the common interests of individuals and enterprises
within certain regional segment; and the concept of enterprise stresses more on
the functions of a producer which may pursue their special interests through pro-
duction activities as well as through non-productive activities such as contract
bargaining. The objective of sub-units is generalized as maximization of its “net
benefits” the contents of which should be specified in specific institutional con-
texts.

All agents, including the planner, are subject to certain constraints in pur-
suing their objectives. The economic constraints are generalized into two catego-
ries: Budget Constraint which is defined generally by the limitation of sources of
income; and Institutional Constraint which indicates the “restrictions on actions”
set by the specific operational mechanisms given the public ownership. All con-
straints should be carefully and concretely specified for each agent in the context
of special economic mechanisms.

Operational Mechanisms. The operational mechanism of an economy is gen-
erally defined as the mode in which economic resources are allocated and the
way economic variables, either real or nominal, are determined. The economic

¢

mechanism is viewed in the book as one of two “coordinate axes” of economic
system, taking the ownership as another. Given the ownership, the economic
system varies with the changes of operational mechanism.

With pointing out the weaknesses and inaccuracy of other approaches of
classification of operational mechanisms ( or systems) of POE (such as Planning
vs. Market, or Command vs. Market, and Centralized vs. Decentralized) , we
put more weight on the “Sovereignty character” of the mechanism (vs. “deci-
sion making character” , or “coordination character” ), that is, the trait of the
economic mechanisms in terms of which kinds of agents in the POE can exert
actual influences on resource allocation and play direct roles in the determination

of economic variables. Thereby, two types of mechanisms of POE are classi-

. 4. .
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fied: Planner’s Sovereignty Mechanism, under which only the planner in a posi-
tion to determine the resource allocation and economic variables; and Multi-sov-
eretgnty Mechanism, under which some other agents ( government, sub-units,
and individuals, but not necessary all of them at the same time) are also able to
play direct roles in the determination of economic variables, such as primary in-
come distribution, investment, output level, enterprises’ expenditure, etc.

Basic Conflicts of interest. Taking actions under the special institutional ar-
rangements of POE, economic agents are confronting each other in pursuing
their own interests and thereby various conflicts of interests take place. The fol-
lowings are basic conflicts of interests which feature the POE ;

(1) The conflict between the planner and individuals over the income dis-
tribution between the public income, which is collected and controlled by the
planner and mainly used for capital accumulation, and personal income which is
mainly used for consumption;

(2) The conflict among sub-units which all face the “soft budget con-
straint” while the economy as a whole faces the “hard budget constraint” ;

(3) The conflict between the managers who are not the owner of the enter-

&

prises and the workers who are the “masters” of the enterprises;

(4) The conflict between the personal interests and public interests in eco-
nomic decision-making processes which are all supposed to be of “ public
choice” , except those concerning merely consumers’ expenditures and labor
supply.

All of these conflicts of interests outlined above have their roots in the fun-
damental contradiction of public ownership and will play direct roles in explana-

tion of economic variables and economic phenomena in the POE.

Part || Aggregate Demand

This part of the theory describes the special manner the composition and

magnitude of aggregate demand ( AD) is determined in the POE.
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Special Approach ; Different from the private economy in which the national
income primarily consists of total personal income, the national income in the
POE must be distributed into two proportions, i. e. , the public income and per-
sonal income. Thereby, while the theory of aggregate demand for private own-
ership can start directly from the expenditures of income, the analysis of aggregate
demand for public ownership must start from the distribution of income. Further-
more, because of the “soft budget constraint” of the sub-units, the theory of ag-
gregate demand for public ownership should be also based on the analysis of dis-
tribution of the sources of income.

The income distribution firstly determines the composition of aggregate de-
mand since the public income mainly goes to the investment and the personal in-
come mainly goes to the consumption. Secondly, the income distribution deter-
mines the magnitude of the aggregate demand through the “monetary augment of
nominal income” which is caused by the conflicts of interests in the income distri-
bution and the distribution of the sources of income.

A “ —45° Line Diagram” is introduced and extensively used as the basic
tool for the analysis of relations among macroeconomic variables.

The Income Illlusion Theory of Consumption Demand. Economics assumes
that people, either a single person like Robinson Crusoe or the whole people
making up the society, chose the optimal proportion of saving to consumption, or
more general, the proportion of capital accumulation to consumption, by compari-
son of labor income with expected capital returns, given other factors like “life-cy-
cle” utility functions. This is still effective in principle for the POE in which the
decisions about how to allocate the public-owned material assets and the national
income are at first the public choice. But in the POE, different agents gets differ-
ent perceptions about what are counted as the “labor income” and what the “cap-
ital returns”. As the owners, the individuals earn, in some way, capital returns

¢

( so-called by some economists the “social dividend” ) as well as wages. How-
ever, all income earned by individuals takes unitary form of “labor income” ,
institutionally because that any individual, as the individual, in the economy

<

dose not function as capital owner or “investor” but only worker or laborer.
Thus the capital return actually included in the personal income is perceived by
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individuals as labor income as well. We terms this as the “income illusion”. On
the other hand, the planner, who functions as the agent of public-ownership,
has no such income illusion since he is in full charge of capital accumulation and
knows well, if not over emphasize, how much of the increase of national in-
come should be attributed to the productivity of capital factors.

“

The different perceptions generate different “ parameters” on which the
“optimal choices” are made. As the result, the individuals and the pianner dif-
fer with each other in opinion on how to allocate the national income to invest-
ment and consumption. We call the preferred ( by different agent) proportion of
investment to consumption of the national income as the agents’ “desire to accu-

’

mulate”. With the different perceptions about the sources of income, the
individuals’ desire to accumulate differs from the planner’s in the way the former
is lower than the latter.

Given this unavoidable difference, the two agents conflict with each other
in the income distribution which will determine the actual allocations of re-
sources. Under the planner’s sovereignty mechanism, income distribution is
solely decided by the planner according to his preference, i. e. , planner’s desire
to accumulate. Under the multi-sovereignty mechanism, individuals, as the in-
dividuals, have no direct decision-making power, but they can exert their influ-
ence on the primary income distribution in enterprises by exerting pressures more
directly on decision-making bodies to increase “bonus” income which comes
from the “retained profits” or the income in kind which is financed by “public
funds” and counted as enterprises expenditures. We measure the extent to which
the individuals can influence the income distribution as the “degree of individuals’
sovereignty” under the multi-sovereignty mechanism.

The personal income is the first determinant of the consumption demand.
After and only after this determinant has been explained, the prevailing theory of
consumption demand comes into effect which explains how individuals decide
the expenditures of their income on purchase of consumer goods and personal
savings. As far as the personal ( voluntary) saving concerned, the “public pen-
sion schemes” must be taken into account which is a must in the POE and is sig-

I3
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Planned Investment. The investment demand can be divided into two parts:
planned investment by planner (or the State) and “autonomous investment” by
sub-units.

The planned investment can be first considered as the investment plan made
solely by the planner whose duty, by our definition, is maximizing social wel-
fare. Mainly because of the incompleteness of information about economic data
(including the information about other agents’ behaviors) , planner’s desire to
accumulate can not conform to the true “optimal proportion” of investment to
consumption. This leads to errors of investment plans and fluctuations of
planned investment as planner dose “trial and error”.

Although planner’s trial and error can explain the investment fluctuations, it
can not explain the long-wave divergences of the planned investment from the
“ optimal investment” , the divergences which has been observed in reality. Here
the government’s preference and roles in the planning process should be taken
into account. The government evaluates the economic variables such as growth
rate, consumption, or capital accumulation by its special preference scale which
involves political and ideological considerations. Therefore, when the
government’s objective function is different from the planner’s, the central plan
( not “ planner’s plan ”), made with the government’s participation
( government’s sovereignty) in the planning process, must diverge from the eco-
nomically optimal point and the divergences can not be “corrected” by trial and
error, since it is not considered as error in terms of government’s preference.
Then, under the State’s sovereignty mechanism, which is a special type of multi-
sovereignty mechanism, we will have long-wave divergence of investment ( o-
ver-investment or under-investment) from the social welfare maximizing levels.

To finance the planned investment, the planner ( or the State) have to col-
lect certain amount of public income ( consisting of the State budget revenue and
enterprise production funds). Under the planner’s sovereignty mechanism, the
income distribution is under planner’s control and it is relatively easy for the
planner to achieve his investment targets. When the primary income distribution
is out of the planner’s control under multi-sovereignty mechanism, the planner
will resort to monetary tools, i. €. , increasing money supply through granting

. 8-
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more loans to finance the projects, to get the investment plan to be implemen-
ted. This results in the monetary augment of nominal income and the expansion
of aggregate demand.

Autonomous Investment. Under multi-sovereignty mechanism, sub-units are
authorized the autonomy to decide their own investment projects. All capital as-
sets built by subunits are still publicly owned and the sub-units do turn over part
of capital returns to the planner (or the State). But meanwhile, under the fi-
nancial system of “fixed quota turn-over” , the investment also benefits the sub-
units themselves, since the more capital used in the production, the higher the
labor productivity and the higher the wage income and the more the retained
profits.

The material productive resources are regarded as the source of income and
the “softness of budget constraint” of subunits is redefined more generally as the
indefiniteness of the source of income of the subunits in the POE. Thus the
subunits’ investment is viewed first as the action to enlarge the sources of income
of the investors. Based on these concepts, we define the “subunits’ aspiration to
invest” by the amount of investment the subunits want to have in maximizing
their own benefits, subject to certain constraints.

As the budget constraint is “hatd ” for the economy as a whole but is
“soft” for an individual subunit, it is possible for any subunit to increase its in-
come, or more general, its benefits, by enlarging its source of income through
getting more investment goods under its control. But the more the sources of in-
come a subunit gets, the less left for others. This rationalizes the competition be-
tween subunits for scarce resources on which the investment funds spend and is
underlying causes of the expansion of the total investment demand.

Under the planner’s sovereignty mechanism, subunits compete with each
other through the planﬁer. Under the multi-sovereignty mechanism, they can do
it directly by various means. A particular kind of competition gains more atten-

13

tion called the “monetary competition” —the subunits compete with each other
by increasing money supply ( granting more loans) to themselves ( the enterpri-
ses or other units in the local) to extend their purchase power and to finance
their investment projects. The institutional condition for this kind of competition

.9.
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is local authorities’ “ effective right of money supply”. Officially, no one other
than the central bank has the right to increase money supply; but, under multi-
sovereignty mechanism, local banks ( branches of central bank) can extend
credit on their own (subject to some restrictions set by the central bank). In a
financial system in which the monetary base is not the fiat currency but the
checkable deposit money, the autonomy of making loans is actually the right to
increase money supply simply through extension of credit line. On the other
hand, in a system in which the local authorities are one of supervisors of the lo-
cal banks in the region, the local banks must grant loans to meet to some extent
the requirements from their local bosses to accommodate local authorities’ pro-
duction and investment plans. On these grounds, we say that the subunits have
the effective right of money supply. It is effective in dual meanings of that the
local authority has actual right to command the local bank and that the local
banks are capable to increase money supply on their own.

The “monetary competition” between subunits is a major explanation to the
expansion of investment demand under multi-sovereignty mechanism.

The Personal Interests in Determination of Public Investment. Another argu-
ment of investment demand function is the personal interests “intermixed” in the
decision-making process of public investment. In the POE, all investment deci-
sions are required to be made in accordance with the public interests. However,
if the persons who are authorized to make decisions on behalf of the public eval-
vate the investment projects by their private interests, the investment must differ
from the social welfare maximizing level. A hypothesis is that the personal inter-
ests normally cause investment higher than the socially efficient level, since the
public investment itself costs the private nothing.

Interest Rate. In the standard macroeconomics, the interest rate is an impor-
tant factor in determination of investment demand. It is argued, however, that
in the POE, investment is inelastic to interest rate because that the interest rate, as
the cost of investment, only play secondary role in the determination of invest-
ment demand under the condition of soft budget constraints. Based on the inter-
est rate inelasticity of investment, it is also argued that the role of interest rate in
equilibrating supply and demand of financial resources ( we are reluctant to use
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