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forming the framework of the price policy of the socialist state, This

principle has important consequences, because it establishes the necessary -
relations between the prices of consumptien goods and the level of nominal

wages, and between the prices of investment goods and the amount of invest—

ment funds accumulated mainly from the gross benefit of the socialist enter-—

prises.

The second principle of the price policy is the necessity to cover
the costs of production with prices, this being a condition of the financial
independence of producers and a condition of every economic calculation of

the efficiency of production, investments etc.

The framework of the state price policy, resulting from the two o
mentioned principles isy, however, broad enough to allow to establish very
different relations between the prices of different goods, especially bet=-

ween the prices @f consumption commodities and of production goods.

Let us consider the limits within which the prices may be estab-
lished by observing our two principles, on a ﬁery simple model of a socia-
list economy, including two productive sectors (sector I producing the means
of production, i.e., the investment goods and materials for the intermediate
consumption as welly, and sector II producing exclusively consumption Eommo—
dities), individual consumers earning incomes exclusively as wages, and the
state budget accumulating all financial funds for investments and for collec— -

tive consumption.

Let us assume , that within a given time period the output of pro-
duction goods amounted to (¢) physical units, which have been apprepriated

as follows:

the intermediate consumption in secter I = a units
the intermediate consumption in sector II = b units

investments 4 units s >

Within the same period the output of consumption goods amounted

to (z) physical units, which have been distributed as follows:
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for the consumption of workers in sector I = u units
for the consumption of workers in sector II = w units

for collective consumption = s units

We assume that the:average price for a unit of consumption good
has been established as Pye (p2 may also indicate the index of current
prices of consumption goods related to their constant prices, if quantities
(u), (w) and (s) are expressed in constant prices), and we want to calculate
the limits within which the - average price for a unit of preduction goods

may change under the following conditionss

1) All prices have to cover at least the costs of production.

2) The monetary demand have to be equal to the nominal supplye

The expenditures on collective consumption and on investments have
to be covered by benefits earned in both sectors of our model. So we int-

roduce supplementary indicators:

the benefit of enterprises of sector I

the benefit of enterprises of sector II.

According to our assumptions, monetary revenues and expenditures
of both sectors and of the state budget may be expressed by the equations
(pl indicates the average price on production goods) s
Sector I 3 ap, + uP, + m; = CPy
sector II: bp1 + Wp, + W, = zp,

the state m, + m, = ip.+ sp

budget . 2 - C
Assuming that the average price on consumption goods Py has been established
at the level assuring the equality between monetary demand and supply of

consumption goods:
up, + WP, + sp2 = ZP,
and thus considering P, as an invariable in our model, we can calculate the

lowest admissible level of the averége price on production goeds g = Pqo by

which no benefit would be earned by the sector I (so Ly = 0) 3 g is at level
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of average prices of production goods, at which mereiy the costs of produc—
tion of sector I are covered and consequently, all the gross benefit has to

be concentrated in sector II.

Transposing q for P, in the equation of momnetary revenues and ex-
penditures of sector I, and assuming m, = O, we get the following equation:
ag + up, = cq
from which s

cq = ag = up,

q (¢ = a) = up,

W eion

*  c=a
This value of q indicates the lowest admissible level of the average price
of production goods, and may be defined as the relation of the loan fund in
sector I to the surplus of the production of the sector I over the interme-

diate cbnsumption of production goods within the sector I ,

In a similar way we can calculate the highest admissible level of
the average price on production goods q' = Pqs at which no benefit would be

earned by sector II (so m, = 0), and at which the invariable average price

2
of consumption goods Py would only cover the costs of production in sector
II1 ., Assuming m, = 0, and transposing q° for P,y in the equation of the mo-
netary revenues and expenditures of the sector II, we get the following

equation:

i

]
bg® + WP, zZD,
from whichs
bg! = Zpa == WPE
Zp, = WP,
B gory
In words, the maximum admissible level of the average price of
production goods is determined by the relation of the surplus of the pro-
duction of consumption goods over the lcan fund in sector II, to the inter-

mediate consumption of production goods within sector II.

In consequence, every level of the average price on production
goods, according with our two general principles, must be closed in follow-

ing limitss
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In order to get an idea. about how wide these limits could be, let

us assume at the starting point that the average prices of consumption goods
and of production goods include an equal rate of profit (r), calculated in
relation to the loan fund (according to the Marxian principle, that only
the non-paid labour is the source of the surplus value, and thence of the
benefit). So, we assume that:

3 )

r= a = WD

Pa 2

end thence m, = rup,

Transposing this value of m, into the equation of the sector I, we get the

following equation:
ap, + up, + rup, = CPy

from which:

Py (c=a) = up, (1+r)

up, (1+r)
P]“ by T

c=1

Thence the relation between the formerly calculated lowest admis=—
sible level of the average price on production goods (q). and above calcu-
lated its "normal® level (including the average rate of profit) may be es-

tablished as follows:

q up, (c=2) 1
Py R hpe(c-a)(l+r) ~ l4r
If the rate of profit calculated in relation to the loan fund,
were equal to 100% (and such a rate is not far from the level ocobserved in
practice at present in European socialist countries), the relation 93Py would
amount to:

g
Py - 1+l 2
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This means that the "normal"™ average prices of production goods
by such a rate of profit have to be reduced to their half for the préfit
from sector I to disappear. It proves,at the same time, that the limits
within which prices of production goods may be established according to
the two general principles of the price policy, by given average prices sf
consumption goods, are still very wide and may inciude very different sys-

tems of pricing.

2. The systems of prices existing in practice and the discussion about the
"basis prices",. '

In the Soviet Union, during the implementation of the first two
five-years plans (about thirty years ago), the so=called "two level" system
of prices had been established, including rather high prices on consumption
goods, and relatively low prices on production goods., In consequence, almost
all gross benefit of socialist enterprises at that time had been concentra-
ted in sector II; while the enterprises of sector I hardly were able to co-
ver their costs of production, and many of them had considerable deficits,
This "two-level™ system of prices has not been established fbr some theore-
tical reasons. It appeared as the result of an inflationary stress, caused
by a very large industrialisation program, concentrated mainly on the heavy
industry, which for a long time absorbed the increase of employment and pro=-
voked a considerable increase in the loan fund without almost aﬁy recompen=
sation in the increase of supply of consumpticn goods. In such conditions
the increase of prices of consumption goods had been inevitable, entailing
in its turn the rise of nominal wages and the rise of production costs in
all branches of industry. In consequence, the prices of production goods
remaining constant, the production of production gpods became narrowly pro=-
fitable or even deficitiary. As a rule prices of production goods have been
raised only for the deficite to be covered, even in the further development
of the economy of the Soviet Union, when the economic growth was balanced

already and no constant inflationary stress existed.

All European socialist countries at the industrialisatien stage
of their development adopted the "two-level" system of prices. This system

has some advantages. The calculation of prices of production goods iis
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extremely simple, because these prices comprise only average costs of pro-
juction and average rate of profit, caliculated as a percentage of costs of
oroduction and equal for all products. The calculation of prices cn con-
sumption goods is more complicated, their level have to be adjusted to the
nominal wages, and their internal relations have to reflect demand=-supply
relations on qlifferen‘c,good_se But in this area, the observation of the mar-
ket'gives direct indication on the necessary corrections of prices, which
nave to be done. Another advantage of the "two-level" price'system is the
concentration of almost all gross benefits in only few branches of the in=-

dustry, which facilitates the accumulation of budgelary revenues.

This system has, however, its disadvantages, too, From the theo-
retical point of view, it leads to splitting the monetary system into two
parts, in which the monetary unit has a different average purchase power,
what makes many econcmic figures and indicators hardly comparable. Especi-
ally in economic planning and the calculation of the economic efficiency of
different projects this practice provokes great difficulties. And in the
practice many difficulties arise, because some preducis, serving at the
same time as preduction as well as consumption goods, have to be sold at
two different prices for each purpose., The "twe=level” price sysiem was
compatible only with the far centralised system of planning and management,
in which almest all preduction goods were directly rationed, all production
targets were established By central directives, and economic accounting

played almost no role.

The decentralization of the system of planning and menagement in
all socialist countries entailed reforms in pricing systems. 1In most of
them the prices of production goods have been raised, so at present there
are no large differences between rates of profit in different industrial
branches. But the mere raising of the rate of profit in the prices of pro=-
duction goods and the more equal division of gross benefits between all in=-
dustrial branches does not yet mean that 2 rational system of prices has

heen established.

In 2 decentralised system of planning and mznagement, where the
choice of productive targets, of techniques of production, of raw materials

etc. is to be made by independent producers on the basis of calculationgthe
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necessity of a rational pricing system is evident, for the choice of PTQe=
ducers to be compatible with general needs and preferences. But what a
"rational" system of pricing should be like in a socialist economy, it is
not easy to say. While theoretical discussions on the subject are proceeding
since ten years in all socialist countries, in practice the method of "trail
and error" is still adopted. It means, that every established price-either
of preduction or of consumption good -~ has to prove in practice its compa-—
tibility to the market conditions. Reactions of producers and of consumers
to the price’s level, movements of stocks etc. are criteria for this compa=
tibility. It must be underlined, that such a method of observing market re-—
actions to prices and of correcting prices according to them seems to be ne-
cessary by every system of pricing, irrespective of its basic principles,
Naturally, the efficiency of this method , demands a good information“about

market movements and a great flexibility .

In theoretical discussions, the necessity of an flexible price po-
licy, adapting quickly prices to changing market conditions, is generally
admitted. This flexible price policy adjusting prices to practical needs,
has however to establish initial "basic price" for every commodity, of which
subsequent deviations could be made. And the main point of all discussions
on the pricing system are the principles of establishment of these theoreti-
cal "basic prices®, It is also generally admitted that the price of every
good has to comprise its cests of production and a rate of profit, but there
is no general agreement on the principles of estimating costs of proeduction

or the rate of profit.

For the estimation of costs of production, two main methods are
proposed : the average planned costs method and the so-called "marginal®
costs method. (The term of marginal costs is here not used in precisély
this meaning, which is generally attached to it in the economic theory).
According to the first method, the basic price of every gocd has to comprise
planned costs of production, calculated as an average of all individual
planned costs of production of this good by all producers. Individual costs
of production of the same good at different producers sometimes differ con=-
siderably, and the question arises, which costs to be taken inte account

when calculating the economic efficiency of the substitution of some materials
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by cthers. According to the first method, only average costs of production
reflect adequately "social® cost of production, and therefore the commodity
produced at 1ower average costs ought to replace the commodity produced at
higber average costs. So the prices have to be based on average costs of
production, if they are to indicate the soecial general praferences of the

substitution of commodities and of the allocation of investmentse.

According to the second method, the highest (called "marginal®)
costs of production have to be taken into account when calculating the re-
sults of the substitution. The reason for this statement is the assumption
that the substitution of one unit of a certain commodity by ome unit of ano=
ther commedltg means the reduction of the output of the first good and the
increase of the output of the second one, Logically , the reduction of the
output ought to take place in the factory, producing at the highest indiwise
dual cost. On the other hand, the increase of the output of ‘the substitute
able goocd can be achieved only in factories producing it at highest indivi-
dual costs, because it must be presumed that idle produchbive sapacities are
not maintained in the cheaply-—producing factories. So finally the result
of the substitution ought to be measured by comparing marginal (it means”
highest changing) costs of production of substitubed goods, and not by their
average costs of production. In consequence, prices stimulating the substi=-
tution according to social preferences have to be based on mraginal, and not

on average, costs of preoduction.

It 3s impossible to relate here all the arguments which were (and
still are) formulated in the favor of each of the propozed methods, but it
seems that the method cof average costs fits better to practical needs of a
planned economy. In most cases the problem of substitutiontzrises by esbab~
1ishment of the investmeni programmes. It cannot be presumed that the subse—
titution is performed exdlusiveiy within the already existing preductive ca-
pacities and .that it entails the reduction of the cutput of the commodity
being replaced. In normal conditions all productive capacities are fully en-
gaged in production, and every increase of ocutput requests no investments, And
there is no reason for which the cost of production in the newly constructed
enterprises ought to be equal tc the marginal costs of production in existing
enterprises. So,in a developing economy,the results of the substitutions ought

to be measured rather by comparing bthe costs of production in nmew constructed
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factories, but it is impossible to include these costs - in basic prices

because of their uncertainty. On the other hand, the relation between pri-
ces of substitutable goods have to influence the appropriation of the entire
production of these goods, and not only of the increase of their cutput. So,
like most economists in sociamist countries admit, the average costs of pro-
duction have to be conisdered as a most suitable basis for pricing, although
some adjustment of their level must be made for the purpose of calculating

the economic efficiency of investments in different branches of industry.

It must also be underlined that the methed of "marginal® costs
would lead to a great increase of prices of raw materials, especially cn pPro=—
ducts of mining. In consequence, in Poland's case the gross benefit in mi-
ning would exceed the amcunt of the entire gross benefit needed for investe
ments and collective consumption in the whole national econcmy., Thence in
crder to equate the amount of the gross benefit with the expenditure on
investments and collective consumption, prices on all industrial products
except mining products ought to be establish on +he deficitry level, Such
system of prices could not be called a "weasconable® one, although in its

principle it is based on the marginal theory,

The second problem of the construction of the basic price = not
less vividly discussed than the costs of production = is the method of cal=
culating the rate of profit, which has to be included in the basic price of
each commedity. The general amount of the gross benefit, which has to be
earned by the sale of all kinds of goods within +he national economy during
e certain period of time, is determined in principle by the amount of expen-—
ditures on investments and on collective consumpticn , but the general amount
may be distributed among different branches of industry and among different

goeds by various methods.

The first question arising here is whether the rates of profit for
different goods should be established on an equal level for each of them, ox
cn differentiated levels. One of innumefable systems of the differentiated
rate of profit is the already mentioned system.of "two level™ prices, which
still has its supporters among ' theoretists in sccialist countries. But the

opinion that the rate of profit in basic prices on different goods should be
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established on an equal level, is now prevailing, It is assumed that only
the basic prices, comprising equal rates of profit, are fully comparable

and admissible in all eccnomic calculations, aiming to define the eccnomic
different projects, especially in investments, Of course, current prices,
established by different conditiocns of supply and demand on the market, dif-
fering from basic prices, would comprise finally different rates of profit,
but these deviations, unavoidable by every system of basic prices, have to
be considered oﬁly as exceptions of the general tendency to standardise the

rates of profit,included in prices.

The decision to establish equal rates of profit in basic prices on
all goods does not solve all the problems invelved here. Equal rates of pro=
fit may be established according to different principles. Three main methods
are proposed in this domaine:

1) The establishment of the rate of profit proportionally.to the cost of wages,

2) The establishment of the rate of profit proportionally to the total costs
of production,

3) The establishment of the rate of profit proportionally te the total value
of the means of production engaged in a given branch of industry (it means

proporticannly to its fixed and floating funds).

There is alsc possibility of combining these metheds, and namely
by adding te the costs of production the rate of interest on fixed and floa=
ting funds used in production, which could replace the part of gross benefit
hitherto forming the turnover tax, and by distributing then the rest of gross

benefits proportionally to the ceosts of production.

The relation between the estimated gross benefii and the invesiment
expenditures was and is still used as one of indicators of the economic effi=-
ciency of investments in projecting works. In Poland, fer instance, even
minimum rates of the "rentability® of investments are established ag direc=-
tives for projecting offices; these rates indicate the minimum admissible
patio-of the estimsbed amount of “the ‘gross bsnefit (by.-existing prices) *to

the costs of investments.' But this practice, according to the statements of



=12
the supporters of the method of "prices of production“lg is not sufficient

to assure for the investments to be aildcated in the most efficient waye.

The supporters of the system of the prices of production in the
r8le of basic prices pretend that the real burden of the production of dif-
ferent goods cannot be measured only by their current costs of production,
including only the amortisation of engaged fixed funds, but cught to bs
measured also by investment expenditures, the rate of which on a unit of
producticn in different industrial branches differs considerably. The dif-
ferentiated level of the "capital- exigency" of the production of different
goods has to be reflected in their basic priges, this being the condition
of the accuracy of all eccnomic calculations and of all economic choices

made on the basis of prizes.

The opponents of this theory of socialist Yprices of production®
indicate in their statements that the category of the price of production
in the socialist economy has no bhasis in the scocial and economic relations,.
The average rate of profit proportional to the amoun®t of the capital was the
result of the competition between the capitals engaged in different indust-
rial branches and moving from one branch to another in search of highest
rate of profit. In the socialist economy neither the competition between
different industrial branches exists, not the allocation of investments
accordingly to the highest rate of profit would be necessarily advisable .
So, according to the opponents of this method, the prices of productien
within the socialist economy would be an artificial categepry of a doubtful
usefulness, It is also underlined that in practice the construction eof
prices including the rate of profit proporticnal te the amocunt of the funds

engaged in the production would be very difficult, if not impassible, because

1) The category of the price of preducticn has been introduced into the eco-
nomic analysis by Carl Marx. He has stated that in a free competitive
capitalist economy (so not in a monopolistic one) there was a tendency to
distribute the total surplus value ameng all capitalistic enterprises
proportionally to the amounts of the capital engaged by them. So the price
of production comprises the average costs of production and the average
rate of profit, determined by the relation of the total surplus value to
the total sum of the industrial capital . In the free ccmpetitive capi-
talistic system market prices oscillate arouad prices of productioi,



N

one can determine the value of the means of production invelved in the pro=
duction of the whole industrial branch, but one cannot determine the value
of those means engaged in the production of a separate commedity. So, in
practice, the rate of profit included in the price of a separate good can
be calculated vnly.proportionally to the costs of production, or to one

item of these costse.

T+ seems, however, that recently the opinion that the basic pri-
ces must reflect differentiated exigences in capital in the production of
different goods, begins to prevail. In Poland, it is proposed to build for
the period of the five years plan 1966-1970 a system of basic prices, inc-
luding the rate of interest on the engaged fixed and floating funds, while
the rest of the necessary gross benefit would be distributed proportionally
to the total sum of the costs of production or - in some industrial branches-
to the costs of wages. Se this proposed system would represent one of pos-
sible combined methods of distributing the gross benefits among the indust—

rial branches and separate industrial producis.

The system of establishing the rate of profit proportionally to
the costs of wages seems to be more advantageous than the system of estab-
lishing the rate of profit proportional to the total amount of costs. The
enterprises and their workers, participating in the net profit, are interes-
ted in the maximation of the relation between the prefit and the loan fund,
because it assures the highest amount of bonuses paid per one person. Aiming
to maximise this rélation, they can avoid the production of cheap goods, in
which cheap raw materials are used, because such goods can bring less profit
on the unit of loan fund than the expensive goods, in which expensive raw
materials are appropriated, and the share of manpower remains the same or
only slightly higher. When existing economic conditions request the rigid
economisation of material means of proﬂuctioﬁ‘and the encouragement to the
mere prec1se methods of production, demapdlng more of manpower per unit =
and this is the case of Poland, especially in the demcgraphic conditions of
the coming period - the immunisation of the amount of the profit of the costs

of materials seems to be advisable.’
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3s The prices and the financial system of the scecilaist state,

The role of prices in the economic mechanism of a planned socia=-
list economy is very complex, and it differs in different systems of plan—
ning and management, As a rule, the role of prices and all other monetary
factors grows more impertant proportionally to the progress made in the
decentralisation of the system of planning and management, when the decis-
ions taken by the .epterprises grow more and more independent from their
upper organisation and are influenced only in the indirect wayggby the sys-
tem of different stimuli and incentives. That is why all theoretical dis-
cussions on prices in the socialist ccuntries are strictly beund with dis-

cussions on the role of profit, bonuses etc., in the socialist economy,

But even independently of the system of planning and management,
of the system of transmiting centrally planned tergets to the enterprises
executing them, prices have to be applied in planning as the only means of
aggregating physical units. It is not meaningless, what kind of prices are
used for this purpose. Internal relations between prices, wrongly reflecw
ting secial costs of ‘production of different goods, lead to the wrong cal-
culation of the economic efficiency of the allecation of disposible means
of production and in this way demage the balance of the growth of the whole
national economy. It is generally admitted that for this purpose ought to
be applied only the prices reflecting as perfectly as pussible the wecuomisal
effectiveness.. of the allocatiocn of all predustive factors in different
branches of the material preducticn, and the perspective ilong term social
preferences. This role may he accomplished by the "basic prices™, and this e
aspect of the roie of prices is mainly (if not exclusively) considered, when

different methods of constructing basic prices are discussed,

The prices, however, have not to serve only to prospective planning
on different levels of the economic ladder in a centralised, decentralised
or combined manner; at the same time they have %o 'assure the current = noit «
prospective = equilibrium between the demand and the supply of different
commodities and services on the market. It may happen, and it happens very

often in practice, that the internal relations betwsen priges compatible v

with the aims of long term planning,are at the same time incompaiibie with
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the conditions of the current market equilibrium, and inversely. Further=
more, the relations between prices aiming to shape the independent produ=
cers! decisions according to the sbcial preferences, must not necessarily
be the same relations which are needed in order to shape the decisions
taken by the individual consumers or by investors. Finally, three différ
rent - though of course related to each other — systems of prices may ex-
ist at the same time: basic prices for planning calculations, current pri-
ces for producers of goods, current prices for buyers of goods. It may
seem to be complicated, but in practice such a triple system of prices can
be operated successfully, with the instruments provided by the financial

system,

The most effective instrument of differentiating relations bet=-
ween prices for producers and for buyers is the turnover tax, with speci-
fied and different rates on the unit of every good. The turnover tax .
allows to differentiate the rates of the rentability of production within
limits determined by the difference between the wholesale price and the
costs of production of each good. In case, when this difference for some
reason has a negative value, the turnover tax may be replaced by the bud-
getary subsidies, paid in differentiated rate on the unit of the so=called

"deficit® goode

In this way, the financial system with its proper instruments is
able to immunise the system of prices for producers and the system of pri-
ces for buyers of any direct influence of the system of basic prices. It
explains, why the "two level™ system of prices could be applied during
many years causing no special difficulties, except in economic calcula=—
tions. It is not of course the reason for the irrational system of basic
prices to be preserved, especially when taking into account the fact that
every system of basic prices can be easily adapted by the financial sys=-
tem to the practical conditiouns. The change of the system of Dbasic prices
does not entail necessarily the change of retail prices of comsumpiion goods.
The increase of prices of production goods sold within the socialist sec—
tor means only that the turnover tax has to be imposed on production goods,
while its rates in the prices on consumption goods have to be reduced at

the same time.



