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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 external 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

e 1.
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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—

3

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

.0.



ABSTRACT ﬁ

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
various 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

2

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-
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ABSTRACT ﬁ

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-
ereignty 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-

é

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. €. , 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 Illusion 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

3

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 planner 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-

nificant in explanation of individuals’ low “propensity to save” .
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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 othcr 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. e. , increasing money supply through granting
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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 “hard " 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 planher. Under the multi-sovereignty mechanism, they can do
it directly by various means. A particular kind of competition gains more atten-
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 iocal 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-
uate 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

.10 -
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the word “credit market” ) is asymmetric as an increase of interest rate can in-
duce more personal savings but hardly reduce the demand for investment loans.

Money Supply. To complete the analysis of aggregate demand which is the
purchasing power of total money stock in the period of time considered, it is im-
portant to understand the special mechanism of money supply in the POE. Two
characteristics of banking system of the POE are figured out: (1) The Unique-
ness of the State banking system and; (2) The Subordinateness of money-supplier
to the money-demander. Attentions are also called for the singular mechanism of
money supply in which the deposit money (or “credit line” ), instead of cash,
serves as the monetary base. This explains why the money supply and, thereby,
the aggregate demand, is easily out of control when the local banks ( branches of

the central bank) are authorized to decide their own credit activities.

Part [l Economically Potential Aggregate Qutput

The reasons for allocating a part of the book to analyze the determination ( not
only the “definition” ) of potential level of output, which is an important concept
but not an subject of standard maecroeconomic theories, are that: (1) Some ineffi-
ciencies of production and exchange treated as micro-problems by the economics
for private market are macro-problems in the POE; (2) For locating the real cau-
ses of “shortage” , it is helpful to distinguish the inefficiency problems, which re-
duce the aggregate supply, from problems of ineome distribution which cause the
excess demand whatever the supply level is.

Technically Potential Output and Economically Potential Qutput. To study
the inefficiencies of the social production, two concepts are distinguished: The
technically potential output is defined by the maximum output level the economy
could produce if it could utilize productive resources and present technology with
full efficiency; and the economically potential output is defined by the output
level at which the economy in question can actually reach with the efficiency level
bounded by the economic frictions under the special institutional arrangements, giv-

11 -
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en the resources and technology. Therefore, the difference between the two po-
tential outputs is just the economic inefficiencies which unavoidably remain in a
special economy during a particular period of time.

To figure out the special institutional causes of the inefficiency in the POE,
four aspects of economic activities are studied under special institutional condi-
tions: (1) the work effort of workers; (2) the efficient use of capital assets of
enterprises; (3) the efficient allocation of resources; and (4) the scale of in-
novation or the efficient utilization of “innovative resources” .

Potential Output and Actual Qutput. Although the difference between the
two potential outputs is caused by the inefficiency of production and exchange,
the potential outputs are dynamically efficient by definition. The special prob-
lems the macroeconomic theory should study are why and how the actual output
differs from the potential output and therefore there exist dynamically inefficien-
cies. The actual output level will be lower than the ( economically) potential
output as the social productive capacity is under-utilized and will be higher than

the potential level as over-utilized.

Part [V The Aggregate Gap and Its Cover-ups

As far as the relations of aggregate demand and aggregate supply con-
cerned, we define the aggregate gap by the difference between the aggregate de-
mand and potential output. It is deduced, not simply asserted, from the behav-
iors of economic agents and the conflicts of interests that the POE must normally
runs with positive aggregate gap, i. e. , with the aggregate demand excess over
the potential output.

The equivalent concept of aggregate gap for market cconomy is the “excess
demand” which, if being positive, results in the inflation. Under the “ planned
price system” of the POE, excess demand dose not necessarily lead to rise of
general price level. The concept of *aggregate gap” generalizes all possible ca-
ses in which the difference between aggregate demand and supply does or does

. 12.
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not cause inflation. A positive aggregate gap manifests itself under the fixed

‘“

price system as the “shortage”. As a macroeconomic theory, the book mainly

‘

deals with the “general shortage” not the “structural shortage” .

It is argued that the low level of output caused by various inefficiencies may
result in “poverty” or “insufficiency”, but if the nominal or money income is
equal to real income, however it is low, and no monetary augment of income
happens, there would be no shortage. This argument is named as a “ demand-
side determination theory of shortage”. Although the aggregate gap or shortage is
basically caused by the monetary augment of income, it is also showed that the
fixed price system itself constitutes a sufficient condition for the general shortage
in the dynamic process.

Disequilibrium and expost Balance. The normal state of the economy is dise-
quilibrium. But here the disequilibrium apparently refers only to the inequality of
aggregate variables such as supply and demand and does not necessarily means
that the economic bechaviors are not of constrained optimum. Two aspects of e-
quilibrium are distinguished; The behavioral equilibrium ( optimum ) and the
variable equilibrium ( equality ). So called “ unemployment equilibrium” or
“shortage equilibrium” are actually the states in which variables are of disequi-
librium but the behaviors are of equilibrium; and these states sustains as the
“normal state” just because they are behavioral optimal under the given institu-
tional constraints including the price system. These concepts are also helpful to
understand the nature of the “sustained disequilibrium” by which some economists
describe the normal states of unemployment or shortage.

The economy can be of disequilibrium, but the macroaccounting must bal-
ance ex post someways. The aggregate gap will transforms itself into some macro-
economic variables to make up the gap on the accounts. In general, we call these

‘

transformations as the “cover-ups” of the gap.

Several forms of the cover-ups of the gap and their special effects are ana-
lyzed. They are: (1) Forced savings under the assumption of strictly prices;
(2) Inflation under the assumption of completely free price system; (3) The
“grey market” transactions which are a endogenously spontaneous solution to
the shortage. The relations between the domestic shortage and foreign trade are

.13 .
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also studied with a “opened” model.

Part V Shortage, Growth and
Economic Adjustment

Shortage and Growth. The aggregate gap does not only cause nominal varia-
bles to change but also has its effects on real variables: it may cause the actual
output level to be higher than the potential output. In general, the actual aggre-
gate supply is the function of the aggregate gap. Nevertheless, the nature of the
aggregate supply function of the POE is institutionally different from the aggre-
gate supply function of a market economy. The aggregate supply increase with
the aggregate gap through the “social pressure mechanism” , not price mechanism
or “wage contract mechanism”. The discontentments or complaints about the
shortage, or inflation, and unfairness of distribution on the grey market, form
the social pressures on the aggregate supply. The planner, who takes full re-
sponsibility for the social production, feels the pressures directly. To increase
supply, however, the planner has to pass the pressure onto the enterprises by
setting higher production quotas or providing more and greater stimuli.

As the existence of excess demand is the normal state of the POE, there is
no demandside limitation to the economic growth. The actual output level and
economic growth rate are only limited from supply-side, i. e. , by the produc-
tive capacity and economic efficiency. This may lead to misunderstandings that
the shortage is supply-side determined.

Over-heating Growth. The increase in aggregate supply caused by the aggre-
gate gap which is defined as the difference between demand and dynamically ef-
ficient level of output, implies that the actual growth rate under the pressure of

&

shortage is dynamically inefficient. We call such a growth as the “over-heating
growth”. Being the consequence of shortage, the over-heating growth is also
the normal state of the POE.

The dynamical inefficiency of over-heating growth exist in two aspects:

.14 .
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(1) Overutilization of productive capacities without sufficient compensation for

the capital stock. This leads to the decreasing net capital growth rate and is
harmful to the long-run stable growth of the economy. (2) Unbalanced growth
among industrial sectors with relatively rapid expansion of sectors of finished
goods and slow development of basic sectors and infrastructures. This leads to
the deterioration of economic structure and the “bottle-neck” to the overall eco-
nomic growth.

Economic adjustment. The over-heating growth is caused by the aggregate
gap but it can hardly narrow the gap, since it in turn causes the further expan-
sion of aggregate demand as the all economic activities are being over-healted.
The shortage remains or even becomes more severe in the over-heating growth.
But the over-heating growth can not sustain forever. As the over-heating situa-
tion lasts, the conflicts of interests develop and the discontentments accumulate.
After some period of time, it meets the limit the economy can actually tolerate.
Then the economy must turn into the period of *adjustment” to get it cooling
down. The adjustment consists of two major operations: “cutting down the de-
mand” and “adjusting the economic structure” .

The initiator of the adjustment must be the planner who is in charge of long-
run stability of the economy and overall balanced economic growth. He is the
first one who realizes the need of an adjustment. And he must be the operator
of the procedure because all of other agents in the economy are not in position to
coordinate other’s activities to meet the requirement of adjustment.

A game theory of economic adjustment is given to describe the conflicts of in-
terests in the process of the adjustment. When the over-heating situation sus-
tains, everyone in the economy can perceive the things are going wrong. But
they all condemn others from the point of view of their own interests. When the
planner calls for an adjustment, they will agree with him; but they all would
like to see others’ investment projects or income to be cut and their own’s to be
kept unchanged. So they would play “games” with the planner and other agents
to resist the adjustment on themselves for their own interests, as long as
they can.

This implies that only the planner’s sovereignty mechanism is the operative

.15 .
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and effective mechanism for the economic adjustment and under the multi-sover-
eignty mechanism, there could be no effective adjustment to be done. This gives
the explanation of why the economic adjustment process have to be accompanied
with the “mechanism switch” or the re-centralization of decision-making powers

from the sub-units.

Part VI Mechanism Switch and Economic Cycles

The analysis of over-heating growth and economic adjustment suggests the
interrelations between the cyclical movement of macroeconomic activities and the
alternate changes of the economic mechanism. A mechanism switch theory of eco-
nomic cycles is given to model these relations.

A theory of alternate changes of the two economic mechanisms. Based on the
analyses all above, the book provides a cost-benefit analysis of economic mech-
anisms to rationalize the choices and changes of the economic mechanisms, giv-
en the ownership and other institutional arrangements of the society. With well-
defined notion of “net benefit function of economic mechanism” , several hypo
theses have been proposed to describe the changing path of net benefit of differ-
ent mechanisms over time. The net benefits of the planner’s sovereignty mecha-
nism would be gradually decreasing; to some point, the multi-sovereignty

3

mechanism would become more beneficial, then the “reform” of economic
mechanism would take place. The net benefits of the multi-sovereignty mecha-
nism would be increasing in the early stage of its being adopted; then, after the
over-heating growth lasts for some period of time, its net benefit would be de-
creasing until the economic adjustment takes place. Since the effective adjust-
ment can only be carried out under the planner’s sovereignty mechanism, the e-
conomy must switch to it again and maintain it for some period of time until the
multi-sovereignty mechanism becomes more beneficial again. In this process,
the economy experiences a round of alternate changes of operative mechanisms
or, as termed, a round of “mechanism switch”. This theory models the evolu-
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tion of economic mechanism in the practices of the POE.

The mechanism switch and economic cycles. The up-and-down cycles of eco-
nomic growth rate can be observed in the history of the POE. A special explana-
tion of this phenomenon given in the book is the “ mechanism switch explana-
tion”. The typical economic cycle ( we are reluctant to call it as “business cy-
cle”) of the POE starts from the introduction of the multi-sovereignty mecha-
nism which causes the economy to go into the stage of over-heating growth with
the growth rate being speeded up and remaining high until the net benefits of the
economic growth becomes unreceptively small. Then the economic adjustment

3

takes place with the “retraction” or “centralization” of decision-making powers
from the sub-units, that is, the switch-back, with some improvements, to the
planner’s sovereignty mechanism. During the economic adjustment, the growth
rate sharply slows down and remains low during the succeeding period of recov-
ery until next reintroduction, with some improvements too, of multi-sovereignty
mechanism. This theory models the observed “dual-cycle concurrence” phe-

£

nomenon in which the economic cycles are going along together with the “cen-
tralization-decentralization” cyclical movements of operative mechanism. An pri-
mary empirical test of this theory is given with the past 40 years’ data of Chinese

Economy.
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Y,=Y, (I, 1) >Y,=Y (0, 1) (5.10)
I} 75 53 5 A U0 o 200 DA 380 P F ) 5 3R

BN ARBHRBAERUT —RIEX:

U=U, (C,) +U, (C,) (5.11)

Kb, URBRAEE, U, U, 7 —EFIH R LREHSE
B,Q BN#EHLE U >0, U'<0, BEH, SIS ARBERK. TARE
FERRERE—ESBH U, BHRAES -HBRETRABRE, WC, =

O HORPESP—BEEANE BB, XX THRBEGEXR. ADKE
B SRABRRNER, %, RLEN. BR, DRRIMAESEFHARBERFRR
FERMHEAEE, XHRBEREAVERN, BAX—BE, FETRUBEATLAHESHR
;R0 SF -

@ RATTUSEAETHSEREXR, AMIRREER, Rl UES _FEHF.

@ IMHLRFRBNSTER “WHHT2%E” M (Time-separable Utility Function) , RN,
£ i 38 B 8 A P L SR B L
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Y,C, = Yy, MRAME—4 BN

Uo = Ul(Yo) + U2(Y0) (5.12)
%‘i&ﬁfﬂi, ﬂ‘]ﬁ ¢, = yo - 1,C2 =Y, 9®
u=U (Y, -I) +U, [Y, (I, 1)] (5.13)

ME B RAL BN, ML PRTE S R R SEITESE, BHTHRRE
ERERALE R MBUTR . Wik, M#ETRARRFTIrFMR:

U, > U, (5.14)
]
U (Yy-1) +U, [Y, (I, 1)] >U, (Y,) +U, (¥,) (5.15)

U EBHHE “BEH#HITRE N—REH. Stk “BE
07, KRR FRARRKENE RN, BHRE, BAHENR
EE, BE AR RNIBNEAHEME.

BB RAL A AR A KR 2 -

m?xU = U (Y, -1) +U, Y (I,1)] (5.16)

o, “max” AR CRAMT: Cma” FR UL REA
W, TV, REGRER, VBT 1, B U R | HE.

XA LR IR R

-U' (Y, -1 +U,[Y(I,1)]Y (I,1) =0 (5.17)

Kep, U (-) BREHEHEN -, £ 184058 UKNEL
R, WEHFHH V', (I, 1) BEFRBH - =28, ErHE
“REAMAIBR R WA H

v, (Y,-1) =U', [Yk (1, 1)] v, (1, 1) (5.18)
R T e A B R B R T, FRAT R R R B A PR R B SR & s
AR EE-

o, A MIRIBT KBRS0, B U () =lnx, —Br
SOV (x) =0 [P AN 5 R 90009 T Bt — 0o 7 9

O XBEHEREMFEASRWRGHEHESEE T, HiRE: (1) BEEX /AL
“PIR”, (2) ABISE RN “AEAT". HETHESESRFARERART, RRUESR,
REMARAERT BOBR AR ATRKHERR ., AW “HIN” F6L.

@ MHEARBARBEEHEEC L RARRLMAFTRARERMNER, U(x) > 0,U0"(x)
<0,
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mz =W BRI A IR

FIRER AL R, BEXEFK,O WM U, (x) MU, (x) EERXEREH
Rl X, SR REH—B R A B

U=U/(C) +U,(C,) =1In(C,) +In(C,) (5.19)
RN BB,
U=In(Y, -1 +In[Y,(I,1)] (5.20)

HEK, BEATRBERRERANENL, B "KL R K
A .@

Y, (I,L) = ald+alL (5.21)
LI5ghER 1, WA
Y, = al +a] (5.22)

FHHAR=HEER o), BRIVERILE v, w=0q; TAKDLETHF
Y, (I, 1) BIA e, BAVKHIEE y, v=0ac EMNFERETZARET,
AR AR EEREINAE THRET MR

Fint, RATEATUBRESE —MBSH B BEMARBERERX LM
M, RERARARA, X, HTHIRARNL, ¥, =w,

A, AR (5.18) BMAEE BRI ERAARA:

1 _ ¥
Y, -1 yl+w (5.23)

dﬂﬂ: Yo =w, J:;T:Q’(EEIEEZ

1 Y '
= 5.
w-1 yl+w (5.237)

ZaBm, WAFENT:

- e
%
1=;—(w_%) (5.24")

g w Ry, HULRERAR S [ @ BB, 1208 17 AHNIAY, FTLOR
A B T BT R B AL E

@© BMER, REBABRAH WAL FTF 1
@ BAEVAHIEREANLS R, B RN CHERBER T AR
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(5.25)

%mﬂ%—%ﬁwmww:é;

R WA =R RE TR AR EMITRTEEW,

BE, BECRELMERNMGEH T —85% 86 E FH LS8
B, B, EBRANOER S, SWARNAER B RFLHRNT 1. X
“1h

%@%%7d,ww%)%%$?mlm%%mﬁﬁ,&ﬁ%%%

RE”, RIS, XRAAEY, HAFRERAEARA, HXL E,
HATREA NP FAERAR BRI KM (K5.16), CLREEEHEXHK
AE, BREYy=1, AR =0, FARRERX/DNITHE 1 e 84 242
e M (y-1) AREEAEN “HAFER ", IHEH, BEEE
FER I KTOoR, ARERAIEMHEARE,

B, AREH, BARERINA/DN, BIRTHIAFTHREE L™ H
FRXR. ERINMNBEMERS, TEREBIRT -w/y XTHE, 555
B R, BAMRRD,; HAN-HERS, HEARREE,

B, AR (5.24") 5L aE - KEAPM v SHE _RLUAM w
My, ESEBEXLELERERARM . BAVH T SR A7 R AR,
HEBEFENTHMNGTIH R RAREMEEN, BE - w B 0K,
EmREAELR; ME - Mw MET -, KELEH; BATHERER
y X, BRBREEMN, ST TUBHA M : w/y ZhrE—
MEREHF—RBENFEH TP R BN ERE., 52, CRB—FE
H AT 4 O 0 0 25 R 0 D00 HoAE S Pl RO AR &

B ERA —EHFTLRMER, ENIEHSEBRT AL
WEELRERAZT . RAMIETEFXEZNANRASEXVIFL, B
BIESRSBHEE LA S AMX TR RRZNNREARFEERER
M. BB . e, A BB RS B S PR AR 2 AR EE A W] U
AR, RAAHRER., BHitt, FEath AMIESMRESR R
ik EEer, MBEAUELME S DIRAIREELH & Bft4, MHAE
BEMAETELIEDRIE : MANTEITEESN, SBA71.0C B, fFRi]
TR LMK EN IR R SR T RNYERH 4. SEEBHE ZIE5,
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AR EIE ANAIRLZARSE fH At AT Br £, miR B AT K bR b RA
A #ATIEFH

Z. AR

REEEXTRH, RITEXL “WALIERE: 0<dp<l, BERRE
AT B, ERAA U FEsAET IRRBRE. R =0, EEREA
e A£%. BEREFBNO 2N, L2ATGERN, Hik, —&H,
¢ >0, HA—JH, —RIEREAZHRLMLIE, N, o<1, WAL
WK ¢ TLLNAR—DRT O, MF 1B,

HATUIEUE A= 7= R BOCR WU L M R EUATE R Y, =yl +wl, T
FEHMB T EEBRRAEZNRERRE., M, X YRR, 7TH

Y,=y+w
BO 1AL [EH R A bR AL Br 5 LR i 7= i B9 BRAE 4, TEStEA 7 ek B
MTRETHMRBERZM, IRAANEREEHRRPAFMEAERZN
FEREKH TR, SEFERFENDELR, HE, B THRALENF
£, EAMLES, FHERGERDAZXR: WALEESTL Ty
R B K TR, MR T BT ST, EREE L,
LAY T AW RAE T —E Rk, HinBRpBREATH “dWAL]
WERH ¢ REE., R HE, HALEAMICATHEAMBRERRN:

y(d) =y -dy =y(1-¢) <v (5.26)
BHSy () #m “EFEBRALIRERL TN BPFREARE R 1
B AU 25 EBREA X o T sl R b, Wik, HNEKEAE
“FEATEBALT WL T A BP9 sz R

w(d) =w+oey >w (5.27)

BT gy =dy o, BRAGEL -AEHA (6) =0 L. 2 5 BEREK,

MmAZ (5.27) ATHR
w(p) =w+A(P)w =[1 +A(d)]w >w (5.28)
XEE, PHMERE Y, AT, HX—HMEMREXERAENOCH AL
BT
Y, =y(¢) +w(d) = (1 =)y +[1 +2A(d)]w (5.29)
Xk R UALT R G R EE .
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=, miEHEER
WAL ZHE R, BATAIEA AN R E 0 MR E W
254k

RREERTE ST, HATRE, AMESERAREEREBLUTH K
T AT

e s
FARLE, TH B T PE
Cl =Y, -I" = %‘(w + ) (3.25)

MABEER (REEXTREL, EAAMNGEAWRRE—HIT
) W

_w
_I_H_LL (5.30)
“Te, T L w '
w+ —
,
MR 1t A e fm al R A
o =11 _y__2 (5.31)
! r+1 r+1

X—BARR, RSEWRERBEHRLE M-8, HE, #
FHEWALIEHERT, HTFATCEPHEARERAIL () = (1 -
) A, HIlt, AfIEERENFEHOERRXLER ERAARRAN (5.31),
ik T

=1 - (5.32)

@.($) == 71 T(1-¢)r+1

B >0,A(d) <r, BFHa,(d) <a’,

mm%,Eﬁﬁ%AﬂﬁTAﬁﬁ%%ﬁ%[%C(¢)%%]ﬂﬁ
HHI () Fr], DRARTFERRAEMHE, BI:

C(¢p) >C°

I(¢p) <17,

2 2

117 -



5% AFFLKIL dxRHBRE

$—1 518

EEFTKT, SHAML, BREFTR—BUORFT 5 HBETEA, H
BB s A AR E R L. HK, XERAR/RERA I, #
B R Y BE 1) E B AR 4

A H R WA B 38 B Y A 7= RO T 35 38 8 55 5 T X BT R T
REEE, LWMFELTBAMRTAMNEREFEROEW, TR AEFR
MR AR EAHE X R R RIPBROEA, BLRE R EEFEA LT
FRBEWHAEDNSHRATRIORR, F%. EXETE, RINATER
HATELZ M, MRRCEARER LM E CHEISHTR, FEIHA
R T A XBBEFT R —LERFER A1

EAHRETH, HRIEMEZ B UREHE £4, BEEMHS
FIETHLH T, ENERRTERERPOERNRARN, AERITER
E—VIRFEH R IHRIEHTH, FRITREOBRFT AR FTHIE
o XA TRETEZEFITENEREFHBRE TR, LREHR
ffy “iH RIS A ERY” WA—TEEFEHR. T -HUEESE TR
FRFEPATRT, EhiheRE AR BT R KRR RIE R+
BRI
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BN U RENRBRENR R R R

—. RENRRFEE

BRITETEC 2480, 2AMKEFD -V AREAERREM ™65
£, WERAEH#TRAMERE, SR, EASAREENITRE, WA
MEHFTHSEAR BN L. EOHTUEREMESTER “TH™ —
Mot S REAAGEST, BB LH2MH SR TR MEE LHIK 5
1, BEEREHENZRARAMAANTRITREABEN—EZNE
MEFWHE LR, SRATELEN—TRERTT. Hik, BIRLEH
S PR, BREMEITNENRET N

Z. HUENREER

HRE B EER RS RE A EERARATRTFRERY KE4e >
BBV B4 5 F T I RSB LB R

RATAKGE M E— SRR, o RETWERREM, a =
1/C, i I FI C, I 07 & R B B E MR BMAL 2 WM (G
HE, FRIIEACHS, SR CFEARB” 1), 6, 275U
EX HREERMGREE", KRR, K =1/Y, EROREEET
5 R R 150 A4 VO 4 I S A B L

=, BARREHISERRANR

ERMNWBRER D, HRUFRLAANNEEMERMENNRE, E
AGRBARBFAE, BTN ERRPURT SEAN R HTRIEBRRER
MR, MR HARA SRR AW —F BT ; WRHEEETIE
HfE B RSN, WREDE, AR, AT AN E R T
i, HRAENRERARFAMEBEL B RKARER, IR
RS TH X BER P SE R

HEBEA KB E R - AWNSHAREY, MRBEEMNARLER
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f, TT& RSB G AEM R RO I, B4, HAI7ES
FEH T (DR SN Titier Rt A" & BEE AR
B A KB K 2 A A A KIS 4 T MR AR, e MBS E,
BT LUV R0 T 10 R AR P B LR A K,
—ERNUSBEHUEWHRER, RET “FWEEERB L.
BEAE, ERBA G, A A TR B R AN A AT AR
ARG T I, 1 H0) 2 00 214 18 0% B4 B 0 95 3 A D B R R A
B, PR AR A AR A R R RO, LI A A R A
R 57 30 E AR MR (0, —MEBeE, A DK E n B, R
BEE,

B Jr T, WURTETHRIH AR T, R BT A B AT e A 1
PRI, R4, HIBRTT BURSEXT R 248 R R A AL RO AR, B AR BRI
B E SRR IMAR (5.24), K BABYHML O

=1y, f,, n) (6.1)

FHGUASE, SR T=1",® KRG T #1749, BREET
0% REUEM O, (T BEYETE S A S BOR AT, 64, BBEIRIE
PR LB, IRAE 2k % 3 % K B B R AR

KRS E LARIENRARNNEZ —, SRANIE IR 8
mAAH R EEARAS . AHRHAFAERARE LERY T HHX
—HRTE S, ENEAAH, GATE LR SRR R
B BER, AitUBEEAEH S EREA, #TRABER, FRA
T T AR th R AR RLFIE TR0 < RBURIRA ™, R 1 1R 5
BT R 2 I TR B, KRBT MRS E X iE, i RERE
MET MR B CHENRS T Mg, X AN L0
WEEA R, HEH, X —IERILA SR B R R, R T
SRAAFAE, HAERRLRITA.

® AR (6.1) S BEARUETE, EHYTHAEMEPOFAET R e, n i
FHATUEKE, EhEMES, RAETHARARNELE,

@ ABEHERA-HBEDABERO, FBKEBE DI AKKARE TE>EBRR
ﬂﬁo
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BN BEHRINREMRERERED

—. HUERRBEALERENEE

5 ST R 2 R 1 LS S R B B R R 7 JLA B
AR LR LR, TEBiSEh, SULMRESR LR E MK, K
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RALHBIROTEBL, PECTRI SV 0 R IR MU 00 SRR, B9t B

B, fEBRSER . U T BT O % R B R R R
w, FERAL . R TRMERSEAXNAFEE, XESHERE
FNTMEROEBRA S AL RIS B 04055 A X9 B %09 47
S R 5 11 BB T YRR M R AR 7 B R 1915 B IR T R oA
BT AN RS, LASBOIIHIR,; M, WRMERAMRE
THE, SRHAE IR R Sy BOL R, LA G iR BV e
. MR, BRI AL £ P AN BRI 2R A A 1
L% %k R, (LI R Tk RO £ BRI BR SO T T LA, T
AL TRMOBETFM LR ZM, HRE BA—FH" B HAR
B OHSTAEAE TR A, WA N H A ROTIR A BT R
(I BB RIE) HAERESARBIRN.O EFASAXENER, T
BRAE—ERIERAMETANGR TR . ASAZFERAME SR, &FH 2%
F G KA A F AR PR . AR R 1958 % 7
Bidte UL TFALLEH X RMTARNRESE IR T R, B
S, REEAEIT BN, W HAEEEME L, Ems, EREEE,
o6 O A ) 25 O 2 R 2 B (R R B 7 4 B 52 4 (B P LA 2 IF

@ 20 #HEe 30 FRXETHSELELHRRME, RRK-BIFieLh LE D AT RIS 5 &4
FHRUZRE L5 TRAN QTR BRI E BRI R . 248 2 E
NHR MEENFKEHARYE T —F CBA AXNRETREHELOELE (BLX
N, 2T AWELE)
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B, LRYERRTE, GO ER S E RS, oY
ok B IR S, BHTA IR R G HL88, MRESTHA
By RN ST AR ASAZER X RECE TR, SR AT
BRI, B2, AEAEBEENGEE B, LW E R
Gt “ERAET MR, BEAM. OEK, 5RNFESMRERT
R

MR, BB, FRGE R RRAM. 5852 T
HefE A — R R R LR, LR SRR B, A AR Bl
SRR RARESN, BRA, BRALE0 S aRNg, Hit, (4
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AR R L . MEEE | PR MR, Bk A B e A
—EEAE, R, FEF. KECEN.S RS AR 85—
5 BB R B R 25 K T W BT A BT, A RAE . A
R, TR SRS (5 RGP B TX—F it
ARRRA (F5EIBREA) BE, dHE (I Bk, Tef AR
WRX - AHMERRLBREN “HRMENTLTRE". BR, RSN
BEERK, BRBETSEEORA GRS, B, FELIE, K5
WL T A RIS B SRt A RIS . LBk, HHRIBLE i1
S0 25 e R R R G R 2 i AT BB 0, ©

B T BT RO BT B 87 1 B LS, TR A BE
PR AR SEIEA RS FRRAL R E, KRR HRE
. SCREE SRS BRI PLRDE R A . 0 B8 . Y R I 1 )
B, RS ERISERK, RS, KRR, TRk R

O LEEFRRMTE, AMICKIEY, HTHIH TSR E Xt o5 82 b i 4ROt
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@ R, —PANTRIFACKT S LRORETHHE W&, €T — KEOomE EES
FKEE TRNMAEIEE; M XA 25580, MRS o LY MURMIETT S T W
IR 6 TR, B REBN, XM AR E R - R AE R REWE 250, S
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