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L, .. Intvoduction

Nationally -~ owned enterprises and Associations of Nationally -
owned Enterprises (branch organizations) are independent units in a
socialist economy from techrological economic and legal point of view.
They have to be linked tc the economy and the overall targets of social
development by planning and management. Socialist ownership doesn't mean
that all enterprises could be managed as only one super=—enterprise. The
conditions of socialist market and commodity production the branch
structureand different location of enterprises call for establishment of
relatively independent units for planning and management of socialist
industry. Hence public enterprises are considered as lowest units of
national planning running on the principle of economic accountability.
The branch organizationsyrepresent the medium level of planning and mana-

gement also running on economic accountabilitye.

That's why finances of nationally « owned industries became a

separate part of the socialist financial system. The enterprises and brac:h

organizations in public industry, trade, transport, housing, and service
sector are going with their own budgets to be linked to the government
budgets on local resp. central level. Management of public enterprises
and branch organizations includes, consequently, an efficient and
economical utilization of financial resources. Planning includes finan-
cial planninge Since a system of economic incentives is coming to the
fore to be applied in planning and management,it includes financial in-~

centives, t00.
g

The role of finances increased since the United Socialist Party
in 1963 initiated the New Economic System of Planning and Management that
explicitly placed maximalization of natiénal income and efficient utili-
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From theoretical point of view we must state that finances are
an integrated part of commodity production. Since money exists because of

I
L

doubling of goods in goods and money, it emerges the independent

money f£low simultaneously with commodity circulation.

From this arise
two conclidsiongs:

1~ The reproduction process is both physical and monetary

reproduction. The latter is the basig of the financial systenm

that is to effect and control the continuous reproduc-

tion process (single and expanded reproduction);

2- fThe financial reproductiop process allows for both distribu-

tion of financisl means between the branches of economy by

centralization of parts of enterprises’gross—income and

government spending for economic development of new industries
and bither public needs.

To sum up

Finances of nationally - owned industries are those monetary

pelations which appear with economic accountability as a system of manage-
meat and planning, which effect reproduction process by forming distribu-
tien 2nd spending of money funds,which serve as a tool for control, and

which are directed resp. utilized by a socialist state in order to fulfil

§
If we analyse the given definition of finances of nationally =

tries we will find that the.tasksto be solved in this field
effects. Theré is on first place the distribution-effect .
That includes the distribution of gross income accordingly to needs of
resroduction process of enterprices; the redistribution of paft% of
sross income and of enterprise funds by the branch associations;

‘he transfer to the state budget resp. the distribution of means by the

prench organizations received from the budget.
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On the other hand there is the incentive~effect of finances. That
includes levers and measurements directed to make best use of enterprise
and branch resources like capacity material input and time factor in order
to promote productivity and efficiency. Thé stabilization- effect of
finances of nationally - owned industries is expressed by formation and

spending of reserve funds and ensuring liquidity.

Last but not least there remains to mention the control - effect
of finances. The whole process of management planning and supervision of
enterprises and branch orgzanizations is subjected to control. Control
takes placé automatically involved in the system of economic accountabi-
1lity as well as by supervision bodies like elected councils, auditing,
state administration, and bodies of co-determination of workers in the

branches.

It is impossible to deal with all these problems in this paper e
Therefore some of the most important questions have been selected and
will be discussed in the forthcoming chapters. Historical aspects are
mainly excluded. The treatise is devoted to the financial system actually

operating in nationally - owned industries of the GDR.



SRg g

L. The Financial Flow of the Industrial Reproduction Process Subjected

to Planning and Management

In this chapter on first place the financial flow in public in-
dugtries will be discussed. Since public ownership exists the financial
veproduction process of industries is tied to the state budget and banks
as wvelle BEnterprises and branch associations afe socialist commodity
producérs going with economic accountability. Every unit represents a more
or less self-regulating and self - stabilizing system as subject for
nanagement and planning. The material and moral interest of every unit

must be tied to the interests of the society as  a whole.

This has to be ensured by objectives for structural development
of branches (not single targets), efficiency criterisa standards for dis-
¥ o g ? )
tribution of profit and amortizations, pricing, balancing of resources,

sectoral and regional coordination etce

The associations have management functions above all with respect
to modern technology (distribution of investments), development and pro-
cassing of high-level products with low cost, long-term co-operation of
5nbconstructorgd&velOpment of the productive power "science" (development of

products and technologies); and marketing research.

The enterprises must have sufficient scope for decision-making.

The criterion for efficient management is net profit.

Accordingly, in given limits we can consider enterprise finances
and branch finances as a more or less self-regulating system. The limits

are glven by medium-term planning resp. by the approved annual plan,

The financial flow is bound to the system of management and planning,

)

Decentralized financing uires delegated recsponcsibility in correlation

g
with incentives adjusting the social needs with personal material

interest,
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The Financial Flow on Enterprige Level

Since public enterprises are running on economic accountability

a relatively independent financial flow arises in the reproduction process.

The financial flow is tied to the monetary form of énterprise funds. This

can easily be explained by the help of the famous Marx,formula outlining

the reproduction process of enterprises. He explained the process of

circulation of capital as follows:

e B

M represents

C represents

materials,
P Tepresents

C represents

1
@0 000000 8 P s o000 s 0@ C‘ _-+ M

the monetary fund at the beginning of circulationg

the commodity input required (i.e. assets, raw

fittings, and consumption goods adeguate to wages):
the production process

the final products including the surplus value

embodied in commodities

M represents

the monetary fund at the end of the circulation

including the surplus value in money.

Monetary circulation is to mediage this process. Thus, the monetary

funds are permanently changing = over in commodity funds and vice versa.

Since monetary circulation is the basis for financial floy it reflecis’

the physical(material)

circulation like a mirror. Consequently, finan-

cial distribution allocation and spending will effect the material

reproduction process.

The monetary
"

phase ol

L

reproduction process is in correspondence

with receipts (C = M ) and spendings (M - C) as well as with payments to

and allocations from the branch associalion resp. the budget and the

banke
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The context will be clearer by the following scheme:

L — M"‘\

e
i

Accordingly- it can be stated that the monetary flow that takes

(o

place in this phase of funds~-circulation is permanently creating three

types of financial relationss

1= Receipis and gpendings

Receipts are turnover proceeds resulting from realized
sale. Spending is the distribution of these means for
covering the costs of production and sale, investments,
increase of working capital, and bonusses.

Consequently, public enterprises must have a separate
financial plan determining the expected receipts and
spendings. It outlines the financial reproduction process
which is affected by two important limitations:

- Required payments resp. approved allocations;

~ Receipts and spendings are permanently adjusted by

financial incentives.

As to incentives there are examples as follows: The
receipts may be affected by price deduction respectively
price markup according. to quality classification

of the products. Both receipts and spendings will increase
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by penalties for contract violation or by tardiness rates to
be paid by the costumers resp. to be paid %o the suppliers.
Spendings will also be affected by the amount and rate of
interest for credits. Lowering of cost will add to profit
and, consequently, will increage the bonus funds available
for profit sharing of the workers. In case of investments
that claim additional ground it is to pay an acreage-levy

to the budget that adds to the initial expenditure,

2- Payments

Payments are destinated for the brdnch association, the
budget, the bank, and the insurance organization.

They include profit transfer, taxes, insurances, paying-

off of credits, and some kinds of special-purposed transfers.

Profit transfer takes place if a part of planned profit

is to transfer to the branch association for distribution
on branch level resp..for transfer to the state budget?

It is usually determined by normative (standard) how many
per cent of the planned profit of the branch is to transfer
to the state budget, The branch association has to fix
whether and to what percentage every enterprice affiliated
to a given branch has to contribute to profi£ distribution.
The percentage may be valid for a few years., It includes
both profit distribution in order to meet budget obliga-
tions and profit distribution between the enterprises of

a given branch as far as the development of the branch

requires such a distribution.
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Taxes and insurances are to pay to the budget resp. the insurance admini-

strations (for sSocial insurance resp. insurances for personal danger
and pr0perty'damage liability insurance). Taxes in public sector include
on first place the so-¢alled production - fund - levy. That is a levy
applied as a percentage upon assets thus earmarkingan expected minimum
efficiency or interest on productive funds. The other taxes are local
taxes like land tax, motor vehicle tax. In some branches an indirect
taxation is tied with pricing. The fixed price includes a part of sur-
pius value to be realized with certain products. In some cases the rate
of these taxes is high (petrol. cars., alcohol). In public sectors those
taxes are well-known as production levy and trade levy, but the system

is undergoing some reforms now.

The paying = off of credits includes both investment credits and credits
for working capital. Payments are directed to the bank that granted

credit-

Special - purposed transfer depends highly on the national system of

financing. In the GDR it includes payments hy the enterprises to the
branch organization. Examples are @

Depreciations usually remain in enterprises as source for investmeénts.
bz far as a distribution is necessary enterprises have to transfer a
part of realized depreciations (amortizations) to the branch. By the
help of clearing rates enterprises have to contribute to the costs of
branch administration and to the costs of the research and development
projects of the branch (development of products and technologies):
Finally}special - purposed transfer may also include the paying-off
of financial liabilities of the enterprises caused by non-fulfilment
of profit tar_ets in previous periods in favour of the branch reserve

fund resp. the



Allocations

Allocations can be granted by the state budget by the branch
associations and by banks. They include subsidies, making
up for losses, insurance service, allocations for invest-

ments, credits. and special~-purposed allocations.

Subsidies are usually based upon output units in cases
with higher cost than fixed industrial sale price, under
the precondition that production should be maintained.

They are to cover by the budget (negative taxes or negative
profit transfer)-.
Making = up for losses takes place if the enterprise

didn'?d . observe the financial targets and losses appeared.
In such cases it might happen that the association makes

up for the loss by granting an allocation out of its reserve
funds. If the situation improves in the following

year and liquidity of the enterprise is established the
allocation is to pay back as far as the enterprise realized
excess profit (more than planned). Naturally, such alloca=-
tion should only be granted after mobilization of all enter-
prise . reserves and tied to carefully prepared rationaliza-
tion programmes in order to prevent further losses. Enter-

prises cannot claim such allocations.

Insurance service (benefit) is to pay in’cases of damages

in accorddnce with the contracts.

Allocations for investments are tied to the approved invest-

ment plan, They may also include. the .increase of working
capital- Allocations can be granted by the state budget to
be distributed by the branch organizations and,besides the
central allocation, they can be granted by the branch

organizations themselves.
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In the latter case allocations are granted out of the pool

formed in the course of profit and depreciation distribution.

Credits can be both investment credits and credits for working
capital (investments). They are preliminarily allocated means.
Credits have to be granted in correspondence with targets for
output and investments, and they must be based upon efficiency

estimations. Clearing credits are not considered as allocations

but as current affairs of money circulation.

A special type of credits are liquidity credlts vo substltute
working capltal in cases.of losses. But there must be guarantee

to make up the loss latest in the following year.

Special-purposed allocations are usually granted'by the branch

organizations. An outstanding example is financing of development

of products and technologies out of branch funds.

The interrelationship between receipts and spendings on the one
hand and payments and allocations on the other hand is displayed by

the scheme on page 1ll.
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The Financial Flow on Branch Level

The branches are represented by Associations of Nationally -~ owned
enterprises. They are the centres for management and planning of an in-
dustry. This includes financial planning and financing of enterprises as
far as branch decisions are necessary. The associations are running on
the principle of economic accountability. That means:

1) The agsociation is directing the branch in an economic way based upon

prospective plans.

2) The underlying idea for decision-making is efficiency in the frame
work of the given branch, especially with respect to development of
products and technologies as well as with regarded to investments

and specialization.

3) Branch-profitability is the economic main criterion for activity of

“the branch.

4) A system of material (personal) incentives is applied in order to
harmonize personal interests with those of the enterprise thé branch

and the national ecohomye.

The utilization of productive powers the appropriate distribution of resources
among the enterprises and the assignment of top-level cadres are most
important for economic results of the branch as a whole. Management

functions have to base upon for-sighted estimations of technological and
economic development, This requires high management perfection. The
associations are using some financial instruments for management to make

sure that they can meet their responsibility for the branch by account-

ability insteed by administration,

The financial tools for management are several funds to be formed

by associations.
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The Profit Fund is to collect profit shares from the affiliated enterprises

to be distributed in the frame work of the branch resp. to be transfered to
state budget. The enterprises can get allocations from the associations

for investments and working capital.

The Amértization Fund is to collect parts of amortizations (depreciations)

not necessary for reproduction in enterprises. The means are shifted to

the Profit Fund.

The Reserve Fund is to form by portions of the Profit Fund esp. in case

of overe=fulfilment. It is necessary to fulfil the financial payments to
the state budget even in case that some enterprises do not observe their
targets. It is in this context that the association has to spend out of
the Reserve Fund. Under certain circumstances payments to the enterprises

are possible .

The Fund Technigue depends on clearing rates of the enterprises. It is

used for financing of industrial research work and technological develop-

ment in the branch.

The Bonus Fund depends on the aggregated profit of the branch and is to

form by portions of the Profit Fund. It is for bomusses to be paid to

the employees of the association depending on achievements.

The Budget of the Association is also formed by a clearing rate. It covers

the adpinistrative expenditures of the association.

The financial flow on branch level is shown by the scheme on page (14).
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We can summarize this flow by five types of financial relations:

1. Collection of means (payments of affiliated enterprises).
These are: Parts of profit and depreciations, taxes and special-

purposed transfar.
2. Payments to the budget.
3, Allocations from the budget.

4, Distribution of collected means (as far as not payable to the budget)
and means allocated by the budget in the frame work of the branch ac-

cordingly to the approved financial plans and necessities which arise.

5. Financing of the branch association istelf including administration,
research and development centre,investments in new projects not yet

independent etc.

The branch associations usually are not subjected to credits, but
they take part in credit planning with regard to the branch as a whole.
The credit plan is applied by contracts between the enterprises and their

bank settlement.

The Influence of the System of Management on Financial Flow

The applied system of management highly influences the financial flow
with respect to payments and allocations. On first place the status of the
medium-placed level of management will canalize financial flow in a certain
way that means this  management level that links enterprises with the central
Jevel (ministries). There can be applied two basic schemes of affiliation

of enterprises: The production or branch principle and the regional principle.
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In the first case enterprises are affiliated to a branch organization.

The branch organizations are affiliated to the Ministry of Industry (or
there might be several ministries). In the second case enterprises are
affiliated to a regional economic council, In the GDR the production
priciple is applied as management scheme for the main branches of industry.
There are about 100 branch organizations with 170Qenterprises which

cover the major part of industrial outout.

On the other hand about 2800 local enterprises are affiliated to
14 regional economic councils. Besides the public local enterprises
ther exist about 8000 semi-state resp. privat industrial enterprises.
But to a great extent the output of local enterprises contributes to the
final products of enterprises under branch management by the help of co-

operation contracts. Public industries cover 87 percent of the output.

The local industries are linked with the branch associations by forming

of so-called article groups. Markel requires common market research,
co-ordination of investments, exchange of technological documentations
etc. That'swhy branch associations work together with the local enter-—
prises (either public as well as semi-state and private enterprises).

The leading enterprise for an article group can be a branch enterprise

or a lecal enterprise (even a semi-state enterprise). This makes clear
that the branch principle dominates the regional principle undeér the view-

point of market, product development, investments and technology.

As to the production or branch principle different tvpes or schemes
of management can be applied also influencing financial flow. The branch

can be represented by:

1= an association of administrative type and more or less indepedent
enterprisess

2= an association of commercial type going with economic accounta-
bility and more or less independent enterprisess

3= a branch organization of commercial type going with economic
accountability, however with enterprises (factories) completely
dependent on the branch organizationg

4 one huge enterprise that represents a complete industry (e.g.
Carl Zeiss Jena, Leuna Chemical Works).
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In the GDR now the second third and fourth approach are simul-
tancously applied. In the fifties the first type of management was wide: -
sprezd, howevery by time it appeared as not efficient enough. Now the
ccond type of branch management is applied as the main approach whereas

Lhe third and fourth model is only applied in special cases.

According to the types of branch organization the financial

flow is quite different. That is shown by the following scheme:?

INDOUSTRIAL
MINISTRY (-1ES) BUDGET

TyPe ¢

Types lto 4 represent the branch organizations

E  represents the enterprises
F  represents dependent factordes
e 2 represéhts the affiliation in management

~-w-— pepresents the financial flow

The financial flow on branch level as explained in the previous
parasraph is regarded to the model type 2. In the model type 1 the
pranch administration is going without special financial funds tor dis-

tribution and financing. That is to do by the budget. In model type 3
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the financial affairs are only managed by the association, because purchase
and sale are completely centralized. There remain allocations to the fac-
tories as internal affairs inside the branch (the enterprise). Model type

4 is clear by nature.

The main reasons for abolishment of management analog type 1 are :
Firsty Responsibility should be given in one hand for both material and
financial processes. Second : Industrial development and planning have to
be understood more as a branch problem than as an enterprise problem in
order to link sectoral development with the national economy. Thirds
Finance should be used as incentive integrated in management., The reasons
for creation of types 3+4 are technological cooperation required resp. sizes

of enterprises,

Financial Planning and Programming
Financial planning is necessary to limit financial flow and to set up stand-
ards to be compared with the. actual state by accounting. Subjects of finan-
cial planning are above all:

gross. - and net profit,

taxes and payments to be .transfered -to the budget,

profit distribution,

financing of investments and working capital,

paying=off of credits,

subsidies -

Since enterprises and branch associations form a more or less
selfwregulating system financial planning is on first place a matter of

management on enterprise - and branch level.

pon ok | el AL Flnge ned & & Roare o
Pld..n.u,.;_uD suouwla bBe as \,Cf.”‘.pI'F.‘hC{‘.Sl‘:C 2.8 LCLJC;JJ(.L.L”B

c¢r this purpose.
Financial plans are inseparable parts of the respective enterprise or branch

plan, Cornerstones of financial plans must be linked to the budget resp. to
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hanks (credit plan)., For this purpose every branch association gets some

financial objectives set up by government. These are:

The financial objective for net:-profit transfer to budget resp.
the financial objective for allocations granted by the govern-

ment;

The minimum foreign trade result for both export and import.

The branch association has to set up objectives for the enter-
prises so that they can fulfil its obligations to the budget. That inclu-
d=zs the distribution of profit and amortizations = to cover investments,
subsidies. working capital, the Reserve Fund, the Fund Technique, and

the Bonus Fund of the association. Usually the enterprisesget. financial

tarsets as follows:

Net profity

Percentage of net profit to be transfered to the association.

The percentage should be fixed valid for some years.
Besides this financial planning of enterprises is based upon laws
contracts and Tbranch regulations. These are 3

The percentage of amortizations to be transfered to the
association; ' :

Pariffs for taxes;
Rates for subsidies per output unit (in exceptional cases only);

Amount of credits ‘available resp» paying=-off of credits;
Interest;
Clearing rates;

Allocations approved by the association.
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‘ . Financial planning of public industries can be annual planning
short=run planning for periods during the year and medium - term plan-
ning. The annual plan is considered as the most important plan. Since
medium-term planning with respect to output, investments,material supply,
training ect:. 1s succéessively getting the major part of planning.the
question arises whether financial planning should also be included in
medium=tern planning. Thus, the annual plans will more or less be an
adjustment of targefs in scope of one year. Nevertheless medium-term

planning includes some financial targets. These are on first places
i
1= Financial efficiency of increasing output taking into

consideration changes™ in guality and assortment;

2= Financial efficiency of technological programmes and

rationalization programmes;
3~ Financial efficiency of investments;

4w Financial efficiency of specialization and concentra-
tion of production in the frameework of the branch in

gquestion,

Financial targets in this concern are initial expenditures and addi-

tional gross-resp. net-profit.

But there is no éomplete budget. Nowadays there is a new move
to shift the budget system to a two=year cycle. It is in this context
that also financial planning in industries will probably be shifted to a
a two-year period. The £ inal decision will depend on the experiences
with medium=~term normatives (standards) for net profit distribution

applied presently.



cial Incentives

Enterprises and branch associations going with economic accounta~
bility need introduction of economic incentives (levers) in the system of

menapenent and planning.

The implementation of incentives has to adjust sectoral activi-
Lies accordingly to the approved plan and. moreover, has to ensure a
=] y JI s ]

reaiistic sectoral planning,too.

Financial incentives are only a part of incentives out of an
aporopriate system as a whole- The incentive system is mainly tied to profit
and wages. that means it is directed to maximize value added resp. national
income- Maximizing national income requires making best utilization of
resources like raw materials,capacities,assets, skill,organization, and

co=operation.

To guarentee observation of targets it needs an adequate systen
of incentives to harmonize personal and sectoral interests with the inter-

s 0X the socialist society as a whole.

The scheme on page 22 brings in a system the different incenw
es applied in public sector in order to ensure observance of plan-—targets.

zentives involved in the system of economic accountability are

financial incentives. They are directed to the collective of the

cnterpriseor branch as a whole: On the other hand the incentives involved

the system of personal material incentives are on first place tied with
; iRk Sl B

distribution of consumptive income. They are directed to the single worker
or manager resp. to teams of workers, engeneers, economists. managers etc.
Since those incentives are tied with income distribution the financial

aspect 1s only an auxiliary one \e-.g. wage ~tax-tariff differentiation

according to performances)-.

o



ANt SANGD FH1
40 NQILYWYG+ 40+ STYHTNYLS

139@ng F#l ol JI4SNYYL

INFWA01dWE 4¢
! L1403 L3N 4G+ SCYYTNHLS Nollvyog HN0T Eot 40
34 wbamm\w &£ QIINYEY 3W1Y
\ A437 QNat NOILINCOY = AINV IV TYNOILICTY

{ ISIYAINI WLy \

3 TrALIRT GNY IYI90
( S79vHyQ : Nf1ddns A1igomno?)
dat A21718w17 ' ALIWNZL LS$IYILN])

SL500 3n1L23443 GNY CINNYI
40 NOILINIZ3C 1933302 2/1WANGIZ

1/404, S29V,
( 54502 9NIHONGT d \S
Qny LN3F .{%ﬁmmﬁ "HopvIsIY Yot &n@\
AINLIENIEXT ‘YI¥d3y 'SNOILYIZIZLIC) SHYYL- XY |
$S300¥4 JIWONCIZ FHL oL 3L¥NBITY
SN. [ ANOGD? !
. SLI0G0edd MIN CNY \ / \
QFLYULNG Yot S0)Yd LNIY¥I4IG wmmgzqm,/ CNntSaANOG
NOILYN 91530 ANFWIGYNY W
AL17Y09 907YNY S3914d, LNIYIHT— 30 'SNOLLYAONN ' 3ONINI0LY3
I Yo+ NCILYII4ILY 4
( $3214d AFSYE 2IWONGI3 _
L¥ 2300N¥nL) S120Codd LNIEI1HIE S1MS53y A§
S0 SIS IHL NIFMLIIE SNOLLYI3Y SINIHAYY

l\.b 171§VAINNO DY DIWNONOIZ 40 SINILNFINS LS3ZA LNy IYIGILYN TYN 0SS 40 SIAILNIINS

SFNLNIIN, WYY 20 WFLSAG FNINIRIAYG W) FHL INIINCTOYLNS mtm%@,




o

IT. Profit Profitability and Capital~Efficiency

The second chapter deéls with efficiency as far as it appears
in financial terms. But in no way this will be a limitation by reason
that financial efficiency reflects physical and time effects like a
mirror. The outstanding financial criterion of efficiency is profit
of socialist enterprises and branch associations. This is valid with
regard to both home and fbreign market. Consequently, distribution of
profit links the different requirements like financing of investments
or forming of bonugs funds with efficiency. The problems which emerge in

case of losses and liability will also be treatened in this chapter.

Profit as the Main Effiegiency Criterion an Enterprise and Branch Level

Profit is an integrated part of 'socialist commodity produc-
tion. Under socialism profit is neither the motive power nor the aim
of production. but profit is to be used to encourage socialist pro-
ducers to such achievements and reactions that serve the interest of
every individual as well as the soclety as a whole. Thus, profit
has to play its role in management functions in planning and as an

important link in the applied system of incentives, too.

The utilization of the profit criterion essentially contributes
to economic direction of industries on the contrary to administrative

direction. Thatt's why:

l- Profit comprehensively reflects economic results of enter-
prises @nd branch associations and it appears as an appro-
riate indicator for measure of efficiency.

2~ Profit is the most important source of accumulation in the
economy that effects growth rate as well as distribution

of national income.



- 2

Profit most adequate expresses the relationship between both
accumulation and spending of means (funds) on first place
with respect to investments capital efficiency and bonusses

(profit sharing of workers).

Profit in its function as incentive links interest of enter-
price collectives (teams) with individual interests of
workers engeneegrs and managers to the effect that the activi-

ties of every individual can be canalized towards efficleney.

There are two preconditions to be observed in order to make profit

ready as the main efficiency criteriony

1=

The overall planning system has to be qualified. Planning
has to outline the targets and tendencies of development
which are essential for the economy. This i1s to outline the

field of operatiomof the profit criterion-

The conditions of realization (formation) and distribution

¥ <

of profit must definitely be fixed. Thus, last few years
some measurements tocok place in order to ensure that reali=-
zed profit can be a measure of efficiency. The outstanding

measurements were as follows: New evaluation of fixed assets

cand  éstablishment of rules of depreciation on this basis;

the reform of industrial prices to the effect that prices
reflect the real average cost for articles; the _introduction
of a flexible system of pricing; the differentation of prices
according to quality designation and new resp. outdated pro-
ducts. too; the introduction of a production fund levy
(interest on assets); the facing of public enterprises with
world market (the inclusion of foreign trade results into

the profit of enterprises and branch associations as far as

they are responsible for them); the dependence of investments
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There are three groups of profit distribution analgous the .

purpcses of spending:

l- Transfer to the budget
a) Production levy (turnover tax)
b) Production fund levy
o) Profit transfer

d) Redemption of financial debts

2= Financing of production funds
a) Investments
b) Paying - off of investment credits

c) Working capital

3= Financing of bonus fund

The transfer to the budget depends on different regulations. In every case

the production fund levy must be transfered because it represents an
efficiency rate of assets. Since the percentage is fixed for long time
there is no connection with effective realized profit, This levy appears
like an interest rate on productive capital funds. Thus. the net profit
will be higher in case of full utilazation of capacities than .vice versa.
Now the production fund levy is introduced in nearly all industries and
even in public trade as trade funds levy. The percentage of the produce
tion fund levy is different in branches since prices are fixed on cost

basis.

The production levy (turnover tax) has to be transfered accordin
to sale (turnover proceeds). It disappeared in many branches after the
price reform was executed last few yedrs. Nevertheless, there remain

branches and articles subjected to production levy. » ;
4
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from the realized profit (self-financing of branch and enter-
prise investments); the dependence of bonusses and profit
sharing from profit; the introduction of a differentiated
system of interest rates (for credits). sanctions, penalties,

tardiness rates, all affecting profit.

Under these preconditions profit indicates the contribution of

enterprises and branch associations to national income. Since wages also

represent national income and since basic wages are fixed by tariffs
profit remains as a variable part of national income that expresses
sectoral achievements. Now profit has to be distributed in order to cover
state accumulation (taxes, levies, payments) as well as branch and enter-

prise accumulation and bonusses (profit sharing), too.

Lthe Distribution of Profit

Distribution of profit is necessary since it is the main source
for financial accumulation on enterprise and branch level as well as on
national level. Under conditions of public ownership distribution is
a matter of resource allocation among the enterprises sectors and re-
gions. On the other hand distribution infiuences central or decentral

spending.

Public ownership of enterprises results in public appropriation
of profit. Therefore central accumulation of profit by the budget would
casily be possible in order to execute centralized spending accordiqg D
targets. But the system of economic accountability imposes some other
functions on profit which also determine distribution. Besides its
function as source for national accumulation profit has to serve as
measure for avilevemenbs as wconomid incehtlve aud as source for
financing on enterprise and branch level, too. That needs some rules

in order to meet the different requirements.
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Profit transfer represents the cortribution. of branches and
enterprises to central accumulation besides production fund levy and
production levy, The rate is fixed by a percentage valid for some years
and for the branch association as a whole. It is up to the branch manage-
ment to differentiate this percentage among the affiliated enterprises
in order to meet the different financial requirements of enterprises.
bs far as the branch association holds that a profit distribution
vetwsen enterprises should take place profit transfer from the respec-
tive enterprises to the Profi® Fund of the association has to be higher
than the budget requires. On the other hand the branch association may
allocate the exceeding transfer to those enterprises that are in need.
In industries or enterprises which should be expanded speedily the rate

of profit transfer might be zero.

Redemption of financial debts is understood as wiping-out of
debts that are caused by previoug plan periods. JTf an enterprise was
not in the position to transfer the normative share of profit in time
it is obliged to make up its debts because it is liable for planned
nrofit transfer to the budget.

The financing of preduction funds covers both investment and working

capital. As far as investments are in question profit can be used as
source for new investments as well as cover for paying-off of invest-
ment credits. The available amount for these purposes is all the reali-
zed profit after deduction of both transfer to budget and allocations

to the bonus fund.

The financing of bonus fund depends on the achievements of the enterprise.

If the tarzets (profit, exvort) are fulfilled the maximum rate, can be

s.llocated.
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But distribution of profit is not simply distribution. There also the
incentive effect is coming in the picture. Profit indicates the degree
of efficiency and productivity. Maximalization of profit,however, depends

on the observance of certain conditions:
The conditions are:

(1) Turnover proceeds are based upon fixed prices for a period

or agreed prices for an order.

(2) The production levy (turnover tax) depends on the tariff

regarded to sale.

(3) The production fund levy depends on the fixed percentage

(efficiency rate) of assets.

(4) Profit transfer depends on the long-term normatives de=-

termining the share of transfer,

of
(5) In case/exceeding net profit (over-fulfilment) on first

place the normative rate of profit transfer to the budget
and also the redemption of financial debts must have the
priority before production funds and benus funds are

allowed to be allocated.

If these five conditions are observed maximal profit will be

¥ 5 for . . . A : ;
the indicatormaximal contribution to national income. That'’s why gross

profit under the set of fixed prices depends on sale and low cost. The
aperating result under assumption of a fixed-rate of turnover tax depends
on the total amount of gross profit. Net profit under the precondition
of a fixed precentage of production fund levy depends on an efficient
utilization of assets (capacities). The allocation of production funds
and bonus funds under assumption ofa fixedrate of profit transfer to
the budget depends on the total amount of net profit. The exceeding

net profit and financial debts depend on the degree of fulfilmentof

targets-



The five conditions are the constants, and enterprises as well
as branch associations have to find out how to make econémical use of
the variables. on first place low cost and highly efficient utilization
of production funds (fixed assets and working capital). The system of
constants and veriables is to bring in line the interests of individuals,
enterprises and branch assoclations with those oflthe socialist

society as a whole.

easily cxplainsthe context.

scheme on page 31

e =

i represents  constant items
g represents  variable items
!

Lons

In enterprises producing articles not subjected to production
Lewy (turnover tax) gross profib and operating result are indentical.
The produetion fund levy usually amounts to 1 - 6 per cent of the value
of gssets thal covers a certain percentage of the operating result

snding on achievements. The profit transfer may claim between O

100 per cent of the net profit. Since self-financing of invest-—

ana L

ments is approved as a rule industries with rapid technélogical

slopment ard high rates of growth will go with a low rate of profit

transfer to the budget and vice Versa.

There are some additional incentives tied to plan-offers and

overfulfilment. In case of overfulfilment of the profit target the

enterprise has to transfer most of the additional profit to the budget
resp- the branch associaticn (e.g. 50 per cent to budget and 20 per

cent to the reserve fund of the branch association). The remaining
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part is determined for the production fund and the bonus fund of the
enterprise. In case of plan-offers. however. the enterprise will gain

a higher share of the expected additional profit. Assume that the profit
target is fixed by the branch association and that the enterprise outbids
this target by the annual plan~offers to be approved by the branch as-
sociation. In this case only a minor part of the offered additional
profit is to transfer to the budget and the branch association

(e.g, 20 per cent for budget and 20 per cent for the branch). That means
that an outbid of targets is higher evaluated than overfulfilment. This
is an essential rule in order to ensure realistic plan-offers. Other-
wise enterprises would be encouraged to hold back their real apportu~-

nities thus awaiting a high rate of overfulfilment of profit targets.

The total amount of realized net profit is highly influenced

by flexibleprices. Fixed prices do not mean rigid prices. First:

The enterprises contribute to costing and pricing. Second: The price is
higher for modern than for outdated products. Thirds There is a price
differentiation according to quality designation. Therefére the fixed
price is not simply a limit for profit realization, but on first place
an incentive that promotes efficiency. Prices of industrial goods are
fixed in that sence that the same article has the same price in the
branch as a whole. Enterprises have to adjust their individual article
cost (prder cost) to this measure. But prices are flexible because

(1) under changed conditions of production. material supply. import,
market etc. price will be changed; (2) the enterprises determine the
price level by the standards of products (up-to-date products, quality).
For instance profit will increase 'if quality improves so that a greater
part of the output can be delivered to the price of the first quality

group -
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Losses and Liability

This question is coming in the fore since we consider the
economy of public enterprises and branch associations as a more or

less self-regulating system based upon economic accountability.

The consequences of liability may appear as an incentive to
avoid losses. But if the enterprise is faced to losses there must
be some definite regulations. It is not to refer to subsidies tied
to  output units, because in this case the planned cost are higher
than the attainable market price, and government agreed with main-
tenance of production by good reasons. Bul losses may also appear
in current production although profit is expected according to the

approved financial plan.

Losses are diminished realized profit (i.e. smaller profit

than planned) as well as absolute losses. In case of realizing di-

minished profit the planned distribution of profit is affected, As-

sume that the remaiming aet profit (i.e. after deduction of the pro-
duction fund levy) is high enough to cover the planned profit trans-
fer to the budget but not or not fully allocations to the enterprise
funds. Nevertheless,planned profit transfer to the budget has ab-
solute priority. Now the director of the enterprise has to decide

on whether or not investments can be postponed, If investments
should be carried out according to the plan a liquidity credit must
be applied. But the bank will grant such a credit only if there are
some guarantees that the enterprise will make up the loss soon. Now
the example should be modified. Assume that the realized profit is
less than the planned transfer to the budget. Tn this case the enter~
prise remains liable to the budget with regard to the difference. The

liability (debt) has to appear in the balance sheet as a financial
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debt. It might happen that the branch association covers the debt by
their reserve fund. But in this case the enterprise remains ligble to
the branch association. The financial debt must be paid off at the

earliest possible date.

In case of realizing total loss instead of profit the enterprise

needs liquidity credits for both maintenance of current operations.and
investments (to be financed by planned profit). The énterprise has to
of fer guarantees for making up the loss in good time. Otherewise the
investments have to be postponed, On the other hand the enterprise
remains liable to the budget for the planned profit transfer. The
financial debts have to appear in the balance sheet, even if the branch
association covers the obligation to the budget by its reserve fund,

In the latter case the enterprise has to pay back its debt to the as-

sociation.

To sum up: In every case enterpriseshave to transfer the plan-—
ned profit rate to the budget. As far as the realized total profit is
less than the obligation of transfer, a financial debt emerges to be

paid off as soon as possible.

As far as profit is not available to cover the planned invest-
ment s %ﬁeis to decide on a liquidity credit, If the bank refuses the

credit/enterprise has to postpone its investments,

As far as total losses appear the enterprise needs another
liquidity credit for financial stabilization and maintenance of current
operations., But the bank will grant the credit only under theprecondi-
tion of a rationalization programme being submitted by the director of

the relevant enterprise.
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It might happen that later on enterprises are not in the

position to pay off liquidity credits respectively financial debts. At

this point}%tarts the so-called stabilization procedure.

It includes dependent from the degree of it liqudity the

following scale of measurements:

1=

The director of the enterprise in question has to submit proposals
aimed to re-establish profitability of the enterprise to the direc-
tor of the branch association (rationalization programmes).

The director of the association can order to cover the losses once
more by the branch reserve fund, If the branch association as a
whole observed the profit target including the profit transfer to
the budget it can surrender on the contribution of the illiquid
enterprise.

The bank can make its approval for further granting of liquidity
credits dependent on guarantees of the director of the association,
If there is no hope to settle the problem in commercial and finan-
c¢ial field the profile of production or the type of organization
have to be changed, It might also happen that the enterprise will
lose its independence. After getting a new profile it might remain
as an dependent department of another enterprise (processing some
items in the framework of a comprehensive co-operation, but on a

profitable scheme of division of labour).

If personal . incapability and disqualification of the directors appear

as the main reason they have to be dismissed and substituted by a
more capable team,

If losses are caused: by disappearance of demand and if there is no
chance to change the profileof the enterprise it will be closed and

the workere will he shifted to another job,
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Enterprises are responsible for losses if they were their
faults., On the other hand they can claim that the central planning
body and the branch association set up realistic and balanced overall
targets. It happens that these bodies order operative changes of
targets caused by important national requirements. In such cases
enterprises must get an appropriate compensation thus maintaining

profit as the main efficlency criterion for their own work.

Sharing of Foreign Trade Results

An important share of GDR output is realized on foreign
market. On the other hand import of raw materials and equipments re-
quire foreign currency as financial cover. The financial result of
foreign trade operations highly. influences efficiency of the economy.
Last twenty years the foreign trade monopoly of the socialist state
was executed only by action of the public foreign trade companies which
are operating as wholesale traders. Now after establishment of a sound
public industry it is necessary to face enterprises going with remark-
able export and import activities to ihe world market. Nowadays in-
dustrial enterprises and branch associations closely co-operate with
the foreign trade company that is in charge of the branch. Besides
some measurements in the field of organizatidn the introduction of pro-
fit sharing between foreign trade companies and industrial associations
and enterprises is being tackled now. This is a. quite different state
of affairs. The remarkable change should be explained with respect to
both export and import.

As to export, it appears the following picture:

Hitherto: BEnterprises and branch associations (in:short industry) were
responsible for realization of the difference between cost

and industrial sales praice.
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1. Example
Cost 80

Industrial
sales price 100

\\\\
Wholesale price 10
of foreign trade

(national value) 10,

20

1§

Expected market 0 =
price

(counter—value)

Actual market \R\\\\i:::>

price 125 "

Total profit of industry £

Total profit of foreign
trade

20 minus

10 ninus

Planned

profit of industry

Planned foreign trade

margin of profit

Planned compensation
payment to the budget

(surplus)

Loss of foreign trade

il

1l

Loss of industry



2. Example
Wholesale price 110
' 0 = Planned compensation
¢ payment from the bud-
Expected market price b get (subsidies)

:::::>.0 3 Profit of foreign
Actual market price 90 1 ﬁi:::¥ trade

Profit of industry

1]

Total profit of industry = 20 plus 7 = 27
Total profit of foreign = 10 plus 3 = 13
trade
3, Bxample
Bxpected market
price 80 i 3 = Loss of forelgn trade
Actual market :::::;7
price 70 7 =Loss of industry
Total profit of industry = 20 minus. 7 = 13

Total profit of foreign
trade

10 minus 3 =
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As_to import, it is a similar system.

Hitherto : Foreign trade was responsible for import and realized the
difference between market price (counter-value of currency
prise) and home market wholesale price.

Industry consumed the imported materials and had not any

responsibility for import.

.

Now Foreign trade and industry are commonly responsible for
the realization of market price and home market wholesale

price,

This is applied by common fixing of the structure of commodities to be
imported dependent on requirements and minimal demand of currencies,
by well-priced dates (seasons) of imports according to storage feasi-
bilities in industry, by fixing of an advantageous structure of sup-
pliers (countries), and by fixing of home market wholesale prices for
the imported goods and for national products in a well - founded re-
lationship. The 'main incentive for co-operation is profit sharing

similar to export operations.

The economic result of foreign trade affects the profit and

loss account of the branch associations and those enterprises which
essentially depend on import and export business. The additional pro-

fit shares resulting from foreign trade co-determine the enterprise
bonus fund as part of the total profit. But these portions of profit
are special purposed for measurements aimed to further improvement of
foreign trade. The following measurements for instance can be finan-
ced out of this fund: Rationalization of production and marketing to
ensure expanding output of products on world standard level, cover of
risks in foreign trade, compensation for credits in foreign currency,
establishment of stores (depots) for finished goods to-be exported in
good time as well as for spare parts etc. The above mentioned incen-
tives are tied:to deviations of the actual market price from the ex-—

pected market price by reasonsof both good or bad results of produc-
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tion and marketing., There are some other incentives, however, not
tied to market prices and additional profit. The industry can get

currency titles on foreign currency made available by the Foreign
Trade Bank if export plan is overfulfilled or import materials are
saved (except equipments). In this case branch associationé or
enterprises can buy equipments and licences additional to normal
(planned) agreements. Thus, the enterprises can settle some tasks
earlier than planned’that will also affect the interests of workers
engeneers and managerss Enterprises can also get currency credits
for equipments and licences granted by the Foreign Trade Bank for
increase of production of profitable export goods reép. of substi--

tution products thus saving imports.
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IV. Conglusions

The aims of financial planning of public industries are both
maximal increase of national income and financing of current production
as well as economic development. The financial flow has to be estab-
lished and followed up with regard to these aims. The most important
management criterion is net profit. Net profit increases Dby

more output and sale;

cutting-down of costs;

higher efficiency of production funds
(fixed assets and working capital),

price improvements with regard to both

material supply and sale.

Net profit appears as efficiency criterion under the precon-
dition that the national economic development plan ensures balanced
growth, Thus , planning and economic incentives tied to management

criteria must be congidered as & unity.

The paper is concentrated on the main issues of financing of
nationally~owned enterprises in the GDR. Naturally, a lot of items
would need further explanation. Such fields as the procedure of in-
vestment financing., the limitation and financing of working capital,
the financing of industrial research work and development of products
and technologies, credit planning in public industries etc. would need
much more space for discussion. But this can not be done in one run,
It goes without saying that the statementi can only be understood as

an introduction of the main featuresand problems under discussion,






