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EDITORIAL PREFACE

A CONSIDERABLE number of foreign works have recently appeared,
concerned with problems of the organization and planning of
production, and involving the practical use of methods of economic
calculation—a new aspect of applied mathematics. This aspect,
which has been developed abroad only in the last decade, is at present
widely known as linear programming. In essence it deals with
problems of the rational selection of variants in the solution of
questions of economic planning so as to use a set of mutually related
factors within a given complex in the best possible way.

The methods of linear programming can be utilized for the solution
of the most diverse practical problems expressed in standard
mathematical formulations.

Under capitalism these methods are employed with a view to the
better utilization of resources (materials, equipment, areas, means of
transport, capital investment, etc.) in order to achieve greater profit;
these methods are mainly employed by firms internally. The sphere
of application of the methods of linear programming is not restricted,
however, to problems of production only; a number of government
departments in the U.S.A. (the National Bureau of Standards, the
Budget Bureau, the Bureau of Labour Statistics), are also very
interested in this field of economic and mathematical research, and
encourage the development of new methods which they utilize for
their own purposes.

In a socialist economy quantitative methods of analysis and the
solution of similar problems acquire an incomparably greater
significance. The preparation of national economic plans embracing
a vast number of mutually related and interdependent economic units
and of factors of production, and the coordination of these plans—
not only in space but also in time—in order to achieve the greatest
possible economic or technical effect (at any given moment or in the
long run) is a task of enormous magnitude. With the level of
development of the national economy and the exceptional complexity

of internal economic relations, the problem of finding the best
vii
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possible system for planning would become insurmountable without
a fundamental appreciation of the quantitative methods of economic
calculations and wathout the wtilization of the latest computing
techmques. The use of modern mathematical methods in the

org and pl of production provides a real and very
cffictent answer to the problem. 1t is, therefore, not surprising that
finear prog £, as ani independent discipline, first emerged in

the Soviet Union. Important results in this ficld were achieved in
1938-9 by the author of this bool,, L. V. Kantorovich, and published
by him 1n a number of works bepinning in 1939, The first of theset
contained fundamental advances and determined the content and
further deselop of this discipline: it d the mathe-
matically new type of “extremal™ problems; it evolved a universal
method for therr solution (method of solution multipliers) as well
as vanous efficient numerical algonthms derived from it; it indicated
the more important fields of technical-economic problems where
these methods could be most usefully applied; and it brought out the
¢ of ind resulting from an analysis of
problems by this method which are quite essential in problems of a
socialist economy.
1t should be mentioned that an the period 1948-50, independent of

the work referred to, an of h on linear
programmung was begun in the U.! S A (113 \\as preclsc]y dunng this
period that the term “linear pr oF

Amenican h and (K Dantzig,

Tucker, Charnes, Dorfman and many others) have been engaged in
vanous theoretical researches, and are showing the basic scope of the
practical appl of linear progr ing in a capitalist economy,
n establishing its connection with the theory of matrix games, and
in worhing out vanious numencal methods of solution, G. Dantzig,
in particular, produced the “simplex method™} which s sufficiently
universal and 1s now the most frequently used method, Up to the
present time finear programming has been used abroad in various
ways in the sofution of the most diverse technical-economic probfem.
The literature on this subject runs into hundreds of titles,

1LV Kantorovich Matematicheshie metody organizatsii § planirovaniya
proizvodstra (Mathematical Methods in the Organszation and Planning of
Production), Lenngrad University, 1939

1 Tor a companson of Dantzigs method and the methods of the author see
App:ndn 1L p. 310,
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Moreover, many of the findings of the work of L. V. Kantorovich
(which were unknown abroad for a long time) were newly “dis-
covered” in one way or another in American works in the period
1949-56. At the present time, the priority of Soviet science in
developing the basic propositions of this new discipline is acknow-
ledged even by the American scholars themselves.

Almost at the same time as linear programming, a new trend in the
utilization of mathematical methods in economics was formulated,
i.e. “input-output analysis”. The matrices of inter-sector activity
developed by V. V. Leontief for the economy of the U.S.A.} were
the principal element in this analysis. Soviet literature on economics
shows that Leontief’s method was considerably influenced by Soviet
economic ideas of the 1920’s and in particular by the first “Balance
of the National Economy of the U.S.S.R. for 1923-4”. Leontief
completed his studies at Leningrad University in the 1920’s and was
familiar with Soviet balancing methods. Leontief’s model is a very
special case of the linear programming problem. “Input-output
analysis” can be applied to some problems not connected with the
finding of extremal solutions (analysis of the balance of consumption
and production, clarification of the structure of inputs, study of
inter-sectoral and inter-regional relations, etc.).

In this work offered to the reader by Corresponding Member of
the Academy of Sciences of the U.S.S.R., L. V. Kantorovich, which
sums up his extensive researches, methods of linear programming are
further developed and used in a_ new ﬁeld——planmng and economic

T T

E“lculatlons “This study includes a number of aspects “which bring
‘the formulation of the problems under consideration much closer to
concrete national economic conditions.

In conditions of socialist production, methods of linear program-
ming can be of enormous benefit. They are the principal means of

T See, for example, p. 63 of T. C. Koopmans® book: Three Essays of the State
of Economic Science, McGraw-Hill, New York, 1957.

1 V. V. Leontief: The Structure of American Economy, 1919-1939. An
Empirical Application of Equilibrium Analysis, Oxford University Press, New
York, 1951. The first edition of this work, with calculations for 1919 and 1929
only, was published by Harvard University in 1941. A collection of articles by
V. V. Leontief and other American authors has appeared in Russian under the
general title Studies in the Structure of the American Economy, State Statistical
Publishing House, Moscow, 1959 (a translation of the 1953 American edition).
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analysing and accurately solving those problems which arise when
separate economic questtons are brought into a schematic and
mathematcat formulation. These methods have been tested in
practice to a considerable degree in separate sectors of the national
cconomy.

Proofs and tllustrations of the poSSIbllll) of their pr;\cuc;\l applm-
pon in the solution of specific technical and pl 13
problems constitute the major part and the principal value of
L. V. Kantorovich's book.

Thus book 1s not ded for the professional math ician and
therefore the purely mathemarncal examination of problems is kept
separate from the main body of the work. The author expounds
gradually the basic deas and concepts connected with the proposed
methods for the quantitatne amalysis of economic questions. In
examiming separate problems the author explains the principal
methods of calculation, while the systematic presentation and
mathematical princrples are given i the appendices.

The author’s exposition 1s based on convincingly selected examples,
which are simphficd 1n order 1o show the essence of the approach he
is using and to gne a step-by-sicp exposition of basic ideas. The
analysis of each example 15 completed by the formulation of certain
general pnncrples (conclustons), and the role and significance of these
principles in specific cond are expl. 3. The mathe-
maticat analysis of each specific problem shows the auxiliary eriteria
objectinely determuined by the problem itself, and evaluates materials,
equipment and other factors of production involved. In relation to
a spectfic problem, taken in isolation, the objectively determined
valuations are a very important instrument for its solution: they
represent the particular technical indicators which characterize a
given problem.

The method of objectively determined valuations (solution multi-
pliers} advanced by L. V. Kantorovich has been worked out for fully
determined conditions when some of the resources among those
being utilized are scarce. In the present work the author broadens
the concept of scarce resources, and extends it to cover all resources

lable in a restricted quantity, including here both those already
taken up fully (allocated) and those which are temporarily deficient,
ie. 1h05¢ resources in which lcmpomry shortages have arisen. Inthe
proposed system of calculations, scarce Teceive a
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high valuation, while those available in excess receive zero valuation.

The system of economic calculations using objectively determined
valuations makes it possible—on the basis of the valuations of short-
ages, scarcity and prior commitments of factors of production—to
give a variant for their utilization which would ensure, with the given
resources of these factors, the maximum fulfilment of the programme
task (in terms of the given assortment of goods). In this lies the main
interest of L. V. Kantorovich’s work.

However, the author attaches to his valuations and to his system of
economic calculations an interpretation of such amplitude and such
a universal significance that it cannot be accepted. He has come to
regard them as universal equivalents for the substitution of some
resources by others. Arising from the condition that the sum of the
valuation for production, on the basis of given resources, must be
equal to the sum of the valuations of utilized resources, the author
also begins to regard the valuations of various types of production
in the same way as equivalents for the substitution of some products
by others. Not only that—he attaches universal significance to these
substitution equivalents, and demands that the utilization of factors
of production according to objectively determined valuations should
be included in costs of production. These claims by the author are
completely unfounded.

It should be pointed out that objectively determined valuations can
only play a subsidiary role of valnations of shortages and scarcities of
resources. They can only be successfully employed in the solution of
specific problems connected with the rational allocation of a
production task under given concrete conditions.

The valuations are for purposes of allocation. They cannot be
regarded as criteria for production and they must not be treated as
costs. The author is right when he points out that rent from equip-
ment can be calculated (hire valuation), although no money is paid
(see pp. 78-9). But he is wrong when he begins to regard objectively
determined valuations as cost elements. They only represent criteria
of shortages or limiting factors, calculated for a given type of equip-
ment only for fully determined purposes connected with such distribu-
tion of the production task which must take into consideration the
factor of temporary scarcity of available resources.

Available resources of course characterize the conditions of the
use of labour, but these conditions cannot be regarded as being



xii EDITORIAL PREFACE
the same as labour outlays. The fact that the author ignores the
given situation, leads him to mclude in costs not only outlay on
the means of production, but also the costs of their scarcity (e 2.
commitments of transport and of equi ). In the math
formulation of a problem, L. V. Kantorovich introduces the cost of
factors which increase the productive power of labour (various forms
of equipment, natural resources, ctc.) as mathematical variables,
equivalent to the expenditure of labour and outlays on the means of
production (pp. 274, 291). In practice this leads the author to compare
the real outlay on repairs (p. 82) with the “loss of hire valuation”
di diture). It is impossible to agree in any way with
comparisons of this type.

The introduction to the problem of conditional valuations
(multipliers), which characterize the shortage and scarcity of factors,
only permuts the solution of the question of choice of the most
rational and expedient method of utilizing available resources,
ensurng the most correct distribution of a given production task or
programme.

The author lays claim to the universality of the proposed method
of economuc caleulations based on objectively determined valuanons
This leads him to a number of i i and incorrect 1
On the one hand, the author stipulates that objectively determined
valuations should not be directly linked with tariffs for electric
power (p. 60), with wage rates (p. 65), or with prices (p. 135), while
on the other hand, all his examples are drawn up 1n such a way that
the existing system of national economic valuations (prices, tariffs)
often leads to wrong conclusions, and only objectively determined
valuations give “complete harmony” (pp. 11, 32, 134). He contrasts
objectively determined valuations, which only reflect local conditions,
with valuations emerging from the national economic objectives,
valuations which he calls a priori (pp. 11, 32), rejecting them for
local problems and imparting to them a subsidiary role (p. 235).
The author’s desire to underline {p. 213) the common factor which
links objectively determined valuations with market prices—their
divergence and not their coincidence with the necessary expenditure
of labour is typical.

L. V. Kantorovich’s conception of an optimal plan is also very
weak. For him, an optimal plan is only one in which objectively
determined valuatmns for products as well as for factors, are
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consistent. The existence of consistent objectively determined valua-
tions is the main condition for an optimal plan (p. 222). The author
considers that as a criterion of normal efficiency and of optimality of
a plan all other national economic criteria are not very essential, and
in particular he devotes quite insufficient space in his economic
analysis (p. 228) to the index of the growth of labour productivity.
He ignores such an important aspect as the optimal character of the
relation between consumption and accumulation. The plan itself is
treated by the author in a very narrow sense, as a ‘“‘collection of
numbers” (p. 267, Mathematical Appendix).

Of course, it is impossible to agree with the author’s point of view;
it must be rejected. He imparts to one of the methods of economic
calculations, which is very useful in a strictly limited sphere, a general
and universal character which is alien to it. His objectively deter-
mined valuations are only criteria which permit a numerical valuation
of the scarcity of the conditions of production, the scarcity of
resources, restrictions of equipment and the strain of the programme.
These valuations do not characterize anything else. But this does not
detract from their significance in a specific field. They permit, for
example, the numerical determination of differential ground rent.
Hire valuations for equipment are also, in their own way,
valuations of rent. The author himself indicates the “rent” character
of hire valuations (p. 79, footnote).

However, objectively determined valuations have significance only
in the solution of problems where the important role is played by
processes of distribution and re-distribution. These criteria are
particularly important when, by the nature of the problem, it is
necessary to take into account shortages and the scarcity of resources.
Bur these are not indirect costs, as treated by the author (pp. 227, 259),
but merely a constant element of economic calculations of a par-
ticular type, which take into consideration the scarcity of resources.
These valuations cannot characterize the actual extent of costs nor,
what is more, full national economic costs as the author asserts
(pp. 92, 244) even if only because objectively determined valuations
for surplus products and surplus resources are equal to zero (pp.
96, 264) and because the total profitability of the plan is also equal
to zero (p. 121). They can take into account divergences from social
costs only if the worst conditions for the application of labour (e.g.
poor land) are operating, which only happens in special cases.
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Differential ground rent cannot be regarded as part of the social
expenditure of labour (p. 208), sice the conditions for the applica-
uon of labour do not create cost. Rent is only a part of the surplus
product created by the socially necessary expenditure of labour.
It can be isolated only in the process of the distribution of income,
and n that case the method of economic calculations based on
objectively determuned valuations can be useful for the determination
of rent as a separate part of the surplus product.

When the nature of objectively determined valuations is under-
stood correctly and when the unfounded claims of the author to the
universality of the method are withdrawn, then only will the method
of economic calculations put forward by L. V. Kantorovich be used
to advantage. In this field the author has done a not insignificant ser-
vice 1n pubhshing lus work, despite a number of erroneous principles
and the controverstal nature of a number of his conclusions,

Thus, while the use of the methods and the objectively determined
valuations advanced by L. V. Kantorovich do not raise any serious
objections mn relation to the solution of spectfic problems of economic
planning, the extension to cover the national economy as a whole in
order to achieve an optimal economic plan is controversial and has
been quite madequately studied.

Of course the structure of an optimal plan is an extremal problem
which assumes mathematical formulation and mathematical solution,

but under d of accurate premises and formula-
tions. Indeed, even bourgeors mathematical economists as repre-
sented by the pure matt ical ( lled L school and

its modified Anglo-American form also aim to find the maximum
value of a certain “generat utility function” or a *“*welfare function”.
Thas function, however, has nothing 1n common with the economic
effect or with the development of the productive forces of a country
and 1s mn fact never realized. No less basic 1s the fact that Western
mathematical economists arrived at this problem by rejecting an
analysis of causal connections, by rejecting the structure of a unified
theory of prices and of the categories of value, replacing the study
of the latter—the basis of all value formations—by formal mathe-
matical calculations to determine the interdependence among specific
external manifestations of economic phenomena. As they under-
stand 1t, the relation of supply and demand is the cornerstone of this
interdependence.
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L. V. Kantorovich is anxious to avoid such a usage of mathe-
matics. He relates the objectively determined valuations not to the
categories of demand but to the labour theory of value. He tries to
give a real economic meaning to objectively determined valuations
and tries to indicate a way of obtaining, by means of objectively
determined valuations, the valuations of all goods on the basis of all
the socially necessary labour expended on their production, in
accordance with the Marxist concept of value. While disassociating
himself, however, from the concepts of bourgeois economists he
nevertheless introduces into his structure, to a certain degree, the
dependence of objectively determined valuations on demand, though
the role which the author assigns to this demand remains unclear.
L. V. Kantorovich repeatedly points out that the methods of
economic calculation and of objectively determined valuations put
forward by him must be used within the framework—already pre-
determined—of leading directives and main proportions; i.e. basically
he determines not what is to be produced but how it should be
produced (pp. 138, 184). In other words, these valuations cannot
serve as a regulator of the allocation of social labour between the
main sectors of the national economy. But nevertheless the character
of these objectively determined valuations as interpreted by the
author, is such that they do appear to a certain extent to be such a
regulator, whether the author subjectively desires this or not.

Of course, many of the proposals and conclusions of L. V. Kan-
torovich relating to the conditions of price formation are worthy of
note. Attention should be drawn to the timeliness and accuracy of
the author’s formulation of the problem of the construction of a
system of valuations—of prices, capable of serving as a basis for
economic accounting and a means of finding the most expedient
variant for the utilization of resources of the whole national economy.
Naturally, in his research work the author could not finally elaborate
theoretically all the numerous problems he touched upon which
arise in the construction of an optimal plan for the national
economy.

It must be hoped that the publication of this piece of research,
despite the controversial nature and theoretical imperfection of a
number of the author’s principles, will influence the further fruitful
development of the methods of planning and economic accounting.
A number of the author’s arguments and elements of his construction
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can be utilized in the future, though in a different context, both in the
practice of the construction of the national economtic plan and in the
solution of specific problems of the socialist economy.
Academician V. S, NeMcHINOV
6 June, 1959
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THE present author wrote a study on the Mathematical Methods of
Organizing and Planning (Leningrad University, 1939) arising from
advisory work on production problems in 1938-9. It set out a method
for finding the solution of technical and economic problems, such as
the least wasteful allocation of work to machines, the cutting of
material with the minimum loss, and the distribution of loads over
several different means of transport.

These investigations were continued in 1940-1 and 1948-50 at the
Institute of Mathematics of the Academy of Sciences of the U.S.S.R.
Some of the problems were further developed in special studies.
Methods of cutting which resulted in the smallest waste were intro-
duced into some Leningrad factories. Various computing techniques
were generalized and simplified.

Soon after this work began it became clear that the methods being
developed there could find a far larger field of application to general
problems in economic accounting and planning. The results of
some of the investigations in this field were submitted by the author
in 1942 to the Institute of Mathematics of the Academy of Sciences
of the U.S.S.R. (at that time in Kazan), and in 1943 to the Institute
of Economics of the Academy of Sciences of the U.S.S.R. in Moscow.

This is a statement of the results of the investigations referred to
above, supplemented by new calculations and examples to include
economic data of recent years. It gives only the basic elements of a
system of economic accounting.

The essential problem appears to be one of constructing an optimal
production plan which would ensure the best results by the greatest
use of available resources, and also the study of the economic indices
of such a plan.

The work is in two sections. In the first, the optimal solutions of
some specific economic planning problems (allocation of the pro-
gramme, efficiency measures, utilization of equipment, effectiveness
of capital investment) within a single factory, a group of factories, an

economic region or a sector are analysed and solved. In the second,
xvii
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some general economic accounting and planning principles in a
socialist society are explained on this basis. The results may be
applied to economic ing and in ct 1 ic indices.

The main conclusion is that a system of production valuations
correctly constructed and conformung to real conditions is an effec-
tive means of analysing the best use of available resources. Under
given conditions m an optrmal plan these valuations fully agree with
the accounting cost of social labour necessary for the production of
a unit of output. To find such a system of valvation and an optimal
plan, an effective approach and special accounting methods are
proposed.

Such a method js sppersor to existing ones because many factors
usually disregarded or only considered qualitatively are accounted
for by quantity, as a result the choice of the solution conforms more
fully to the national economic interest.

At present, calculations have not yet been made for the necessary
ndices consistent with the proposed methodology, but the author
thinks that the results of this study, even at this stage, can be of real
assistance 1n the solution of many practical economic problems.

The bility and high effi of the methods of optimal
plannmg for a production umt, a workshop, factory or group of
enterprises are undoubted. They have been sufficiently tested in
practice. However, experiments n the use of optimal planning
methads on a scale covering the whole national economy have yet to
be made. The place and value of these methods in national economic
planning can therefore not be considered sufficiently clarified, and
any categorical assertions 1n this respect would be premature.

One thing ts certain: n a socialist soctety where the whole economy
is built on a screntifically planned basts the field of application of
mathematical methods (especially of the extremal principle) is i
measurably wider; here, mn contrast to capltahsm the possxbllny
exists of applymg mathematical hods in
planning.

The preparation of such a plan and 1ts indices 1s an extremely
complex task. For this reason 1t would be particularly important to
introduce more accurate quantitative methods.

The application of mathematical methods to the analysis of
economic plannimng in a socialist economy raises a whole series of
complex problems of method: the role and extent of the application
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of these methods, the discovery of the economic meaning of the new
indices resulting from the application of these methods, and their
connection with the usual economic categories. In so far as these
indices appear in an objective quantitative economic investigation,
they should agree with and fit into the general assumption of the
labour theory of value.

In this book some attempts have been made to establish such
relations, but the final clarification of these problems should follow
from further investigations, and the constructive criticism of such
problems by a wide circle of specialists in the field of economic theory
as well as by practical workers.

Many useful comments on this work were made by the editor in
charge, V. S. Nemchinov, and the readers K. I. Klimenko, 1. I.
Lukomski, and A. L. Lure and also by V. V. Novozhilov, V. A.
Zalgaller, A. L. Vainshtein, A. S. Konson, A. 1. Katsenelinboigen and
G. N. Soloveichik.

G. S. Rubinshtein was of great help to the author in compiling the
appendices. L. I. Gorkov, A. A. Korbut, I. V. Romanovskii, L. S.
Soboleva, V. N. Sokolova, and I. N. Sokolova checked the examples
in the main text and worked out the examples in Appendix II. They
also read through the final text.

To these and to others who gave helpful advice and criticism the
author expresses his warmest thanks.
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INTRODUCTION

How to Improve Planning and Economic Accounting

PLANNING of the national economy and of individual branches
within the framework of the state is only possible when private
ownership of the means of production is replaced by common
socialist ownership. Such planning becomes possible only when
capitalist relations of production have been eliminated and 1eplaced
by socialist ones.

V. I. Lenin inspired the first scientific plans in the history of the
Soviet economy—plans for electrification and co-operation in agri-
culture. The genius of Lenin’s ideas about planning formed the
basis for all plans for the development of the national economy of
the U.S.S.R. Lenin’s ideas of building a communist society per-
meated the target figures of the Seven Year Plan for the development
of the U.S.S.R. as confirmed by the XXI Congress of the Com-
munist Party of the U.S.S.R. The party has frequently emphasized
that only with detailed and correct scientific planning is it possible to
achieve full and balanced use of all existing resources and to demon-
strate the general superiority of the socialist method of production
which will guarantee the victory of socialism in the world-wide
contest with capitalism.

“In a socialist society there is no room for the contradiction which
exists under capitalism between the social character of production
and the individual manner of appropriation, there is no room for
such phenomena as competition, anarchy in production, un-
employment, economic crises. In the socialist society different
economic laws have emerged : planned and proportional development
of the national economy, and the continuous and rapid growth of
production without depressions and crises. This makes possible the
planning of the national economy, the direction of its development,

the continuous increase of the volume of production, the efficient
xxi
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distribution of the forces of production with large-scale specialization
and co-operation on the road to socialism.”t

Much expersence has been obtained in the planning of an entire
economy controlled by a socialist state. Socialist construction in the
U.5.S.R. has fully confirmed the basic principles of planning.

In practice there still are substantial shortcomings. This applie:
above all to the techni and methods of planning and to i
accounting generally, The Communist Party and the Soviet Govern-
ment have frequently turned their attention to the imperfection of
planning methods and construction of economic indices, and have
petsistently tried to improve these shortcomings.

Moreover, planning deficiencies exist as a direct result of economic
science lagging behind the requirements needed in the building up
of a commumst state.f

These questions have received much attention in recent years when
a whole series of measures were taken; they were aimed at the
removal of shor gs in planning and in ic indices,
especially in agriculture, and at smproving the organization of
management 1n industry.

The task of further improving the methods of solving these
problems remains topical. Herein lic the essential reserves for the
faster growth of the national economy.

No doubt, correct planning methods should lead to the attainment
of the optimal plan, ensuring the best use of alf the resources and
yielding the maximum quantity of the required products. Are all the
existing production plans efficient? There are no grounds for an
affirmative answer to this question.

On the one hand, the work of our leading factories proves that
great unused potentralities exist. As a result of better utilization of
available resources, these factories reach outputs which greatly
exceed the targets set by the plan.

On the other hand, considerable losses take place even now—

t Target figures for the development of the nationaleconomy of the USS R.
(cr, 1959-65 Report of the X X{ Congress of the Comumunist Party of the U.S S.R.,
sol I, p 461

% See the paper at the XXI Session of the Communist Party of the Soviet
Union by I I Kuzmin and A N Nesmeranov (Report, vol. II, pp. 197-208).

Such backwardness and lack of solutions to a whole series of basic tasks in the
field of economic science 15 admytied by the economists themsehes. See the paper
by K V. Ostrovitianov (thid , p 372)
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idleness of labour and equipment, and losses in raw materials and
fuel, owing to unsuitable programmes, rush work towards the end of
the plan period and delays in supply, the freezing of materials in
surplus stocks and in protracted construction—these are also
evidence of the lack of sufficiently rational planning.

No less significant are the indirect losses caused by the improper
utilization of resources. As they are not recorded they are less
noticeable. For example intricate equipment is used for simple work,
with low efficiency, while in other places, where it could be most
effective, the absence of this equipment causes delays or necessitates
the use of primitive methods. This is also true of materials. Particu-
larly frequent are the losses due to the lack of flexibility in alloca-
tion, resulting in the lack of small quantities of any necessary material
becoming a hindrance to raising output.

All these losses are basically due to imperfect production planning
and economic accounting, caused by inadequate methods.

If, with identical production capacity, one factory yields two to
three times less output than another, blame is usually laid on
inadequate production aims, or the difficulty in obtaining raw
materials or tools.

Loss of production due to rush work alone was estimated at one
time at about a quarter of possible output. The removal of these
losses by improved planning techniques and better economic account-
ing would make it possible, within a short time, to raise output by
30 to 50 per cent, using available resources only in the most economic
manner at all stages of production. That is why the task of working
out and introducing such methods is both important and urgent.

It should be stressed that in order to solve the economic problems
of industry, agriculture and construction, shortcomings in planning
and in the preparation of economic indices have to be removed.
The reorganization of management carried out by industry and
construction makes it considerably easier to apply improved methods.

What is, therefore, the main task in solving economic and planning
problems in a socialist society ?

All the purely economic questions, i.e. the extent to which produc-
tion requirements will be met and the speed with which output will
grow, may be divided into two types.

(1) The correct choice of method in the production of a given output
or the completion of a given operation. The type of resources (labour,
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raw material and other materials, equipment, transport, pawer) and
the quantities in which they will be used will depend pri.m_:uily onthe
production method chosen. For indance, shouf{nlun;xn}um or steel
atloys be used for components, wood of cement in building, excava.
tors or manual lsbour for foundation work,, fucl brought in from a
distance or local fuel? These are the questions which are decided
every day i the sovnarkhazy, factoties, Realikozy, project bureaux,
and in construction firm.

(2} The allocation of the programme and of the resources
mailadle among indoidal enterprizes and operations, efe, This task
must be solsed sa as to casure the correct composition of final output,
and not to disturh the general mvailability of resources, and to
achiere balance betncen production and requirements of each type of
final or intermediany products Upeon the basic solution of this task
will depend the posubibty of uninterrupted work of the factories
and hence the quantity of output Theas problems are solved by the
otganzations shich perform the planning and exeteise operational
control at all stages  Both tlese tasks ere inteparably hinked.

Only 10 a fow instances, where a goven factony or operation exn be
considered tn ssolatson 15 1t pesuble to sobve the fint prodiem
independently of the second For imtance, when a new openatieg
method makes 1t posuble to produce more than presioudy with the
same cquiprrent but wth ematier expendniure on labourand matetialy,
no cconoruc problem anwes 11 obvious that the improved methed
should be prven prefesence Such cases are analywed in many maneals
of apphied ccanomcs.

In practice the provess is more complex, Forinstance, it may be
possible to turn to local raw prateraals (but as a result the voleme of
production may deereased, To replice one material by anothee; to
increase the volume of produstien by adding to the existing oquip.
ment, to reduce the cansemption of fuel by spending substantial sury
on boilers of 2 new byre  The «wolution of similar problems will
depend upon the operating cond.ons of many other enterprises and
upon general coonerie conditions 1 transport is overloaded, locat
raw materiale should be used arrespectng of the Josses this may
insolve, If the means avafable for capital investment are very
limited, plans for a pew toiler must be abandonad in spite of its
superiority. In deasding, for instarer, whetbet to replace onc ton of
tin by three of alummium, the fact that one material is available
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at a given moment in large quantities should not be the deciding
factor, but rather which material is of greater economic importance.

The second task should never be solved independently of the first.
The general balance of production and productive resources consists
of the relationship between individual enterprises and organizations.
Changes in this balance are only possible as a result of changes in the
programme and operating conditions of individual factorics.

These two tasks cannot be solved independently. However, in
practice, it is very difficult to solve both simultaneously. When
solving production problems of a given factory which affect general
relationships, an analysis of the latter could not be carried out on a
national scale at the same time. But failure to consider such problems
amounts to disregarding all the possibilities of improving the opera-
tion of the factory. Meanwhile, when solving planning problems
for the economy as a whole, a branch of it, or for an economic
region, it is not possible to consider simultaneously all the operating
conditions and possibilities of numerous individual economic units.

To bring about an agreement between the general and the particu-
lar is the basis of the difficulty of planning and economic accounting,.
This difficulty could be overcome by creating a method enabling the
solution of planning problems for individual sectors and factories to
be obtained separately, but at the same time maintaining the con-
sistency between one another and leading to an optimal (or near-
optimal) system of planned results.

The first task referred to above may also be encountered in a
capitalist society. A capitalist compares operating methods and
chooses that which brings him the maximum profit. Of the two
possible types of raw material the cheaper one is chosen; if economies
in labour expenditure can be achieved by the increased use of electric
power, the expediency of using one or the other is determined by a
comparison of costs. The financier invests available capital where he
can obtain the highest return. The decisive factors are the system of
prices operating at the time, the system of tariffs, and the rate of
interest on capital.

The second task—the preparation of a general consistent balance
—cannot arise under a system of private ownership of the means of
production. This balance is automatically achieved as a result of the
competition on the market and is accompanied by great losses.
A spontaneous “system” of economic solutions cannot ensure the
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character. Frequently, the prevailing custom is important here, and
so is the necessity of a solution which allows for the inflexibility of
allocation when in spite of its undoubted superiority some method
cannot be used owing to the lack of materials for its application.

Against the background of the impressive progress of our industrial
and agricultural economy these difficulties and deficiencies are less
noticeable. Nevertheless it is essential that they should be removed;
it should help to increase further the pace of development of the
socialist economy.

In the solution of the second task, a rational distribution of the
programme and of resources, considerable difficulties arise. Fre-
quently there appears to exist considerable disparity between the
orders and requirements of individual firms for materials, equipment,
electric power, transport, means of capital investment as against
existing possibilities. Such disparity arises because orders fail to
take into consideration the actual supply of a given factor of pro-
duction and the requirements of other enterprises for such factors:
this is due to the absence of sufficiently good methods of making
such assessments.

In fact, objective indices, showing the actual degree of importance
of each order, are not applied or the characteristics are purely
qualitative ones, such as, “‘very necessary” or “absolutely indispen-
sable”. In view of this, orders are usually cut, partly for those
firms which are considered less important, and partly automatically
by some percentage without any objective analysis of the losses
that may result. Moreover, such arbitrary and subjective factors as
the opportune moment for an order and continuity in the require-
ments play an important part.

As a result of these deficiencies in distribution, relative propor-
tions are frequently much disturbed (not only in the plan but also in
actual realization); this leads to losses like under-employment of the
labour force, rush work (due to delays in supply), idleness of means
of production (for lack of certain parts), greater use of manual
methods and the consequent lowering of labour productivity (due to
lack of equipment and co-operation). Many of these losses could
easily be avoided (for instance, in one firm wagons stay unloaded
owing to the lack of motor transport, in another movements over
distances of hundreds of kilometres are carried out by motor
transport as a result of the non-arrival of railway wagons).
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criteria for finding the best solution. For this reason defects
in the plan are unavoidable. Even though, in the experience
of the chief planners, the basic instructions are determined correctly,
the absence of competent, objective computational methods in
economic analysis when such instructions are put into practice by
subordinate bodies leads in numerous cases to less successful results;
and hence waste occurs. Thus industry is far from using its full
capacity.
One is confronted with the task of establishing methods that would
ensure an objective approach and the best solution of the problems
of economic planning.
Such a solution, once it is required to be objective, must in-
. escapably be quantitative, since one set of initial numerical data will
furnish one solution while another solution will emerge from
different data (to substitute a ton of aluminium for one ton of lead
may be correct, but it might not be so for thirty tons and a qualitative
approach is of no use here). It is, therefore, clear that such a method
should represent some system of economic accounting. This book
aims at clarifying some principles and procedures of such a method.
A more detailed elaboration would require very much research,
generalization and the analysis of an enormous amount of factual
material together with long experience in planning. Such a task can
only be solved by the efforts of a great number of scientists in various
fields of specialization, and of practical workers. The object of this
book is to bring out certain properties and possibilities of economic
accounting in a socialist society which in our view are of fundamental

" importance, but which at present are neither utilized nor even duly
considered.

To ascertain the basic economic categories, the author was guided
on the one hand by the fundamental propositions and methods of
analysis in the economic theory of Marx, on the other hand by the
assumption of the objective nature of the economic laws of socialism.
Of course, the author does not aim here at a theoretical analysis of
the basic economic categories of a socialist society. The scope of this
work is considerably narrower and of a more practical nature: a
preliminary exploration of the method of economic accounting
making possible a systematic approximation of the optimal plan; in
addition it aims at elucidating the approach to the further develop-
ment of a method of solving economic problems which would ensure



INTRODUCTION xxxi

and government. In passing, we show the importance that the applica-
tion of these results could have (see pp. 27, 43,61, 73-85, 100,116, 197).

A systematic analysis applied to problems of economic planning
in an abstract and simplified form, consisting essentially in the
substitution of some model scheme for the original problem, greatly
facilitates analysis and makes it possible to carry it through quite
fully, to apply objective computational methods and to arrive at
exact quantitative solutions. In such cases, the results obtained refer
only to the scheme under consideration. The incomplete agreement
of this scheme with the complexity of real problems arising from
necessary omissions makes it impossible to apply the results obtained
directly to practical problems. At the same time we suggest that the
more important basic economic factors can be calculated accurately
enough with the aid of these schemes, and that the assumptions
closely approach real conditions. For this reason, the results may
still be of real advantage. This aspect which is common when using
the abstract method in scientific investigation must be continuously
borne in mind by the reader. '

The book is divided into the following parts. In Chapter I we
consider questions of programme allocations under special limiting
conditions in the presence of which the solution of the problem, that
is, the finding of the optimal plan, may be attained by using only a
certain valuation of production. Here we introduce the basic concept
of objectively determined valuations which are intimately and in-
separably connected with the optimal plan. The ratio of these
valuations for two types of operation (of production) represents the
real equivalent by which one operation may be replaced by another
in the optimal plan. This is also consistent with the ratio of costs
necessary for the completion of one or the other operation in any
given situation, provided this cost is calculated correctly and fully.
Moreover, under given conditions, the relationships shown may be
determined by correctly allocating costs among types of products
manufactured simultaneously without analysing in detail the structure
of this outlay. In passing, an account is given of a numerical method
of finding an optimal plan and objectively determined valuations for
simpler cases. This method is quite easy, while the numerical analysis
quoted in the examples is of great importance. It is necessary to
absorb it fully as otherwise it may be difficult to understand the basic
meaning of the concepts introduced.
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of certain propositions stated in the preceding chapters. In Appen-
dix II we describe the procedures for solving these problems which
are necessary for the utilization, in the more complex cases, of this
method of economic accounting, as set out in the body of the text.

This work deals only with the range of problems relating to
planning and economic evaluation of methods of production. Some
other problems closely connected with these are not subjected to
systematic investigation and are touched upon only in passing; for
instance, the question of choosing an index of performance for a
factory consistent with the interests of the national economy in such
a manner that the improvement in the operation of the factory (from
the point of view of the general plan) should be reflected in an
improved index. For this and many other problems our method may
prove useful.

In this book we have worked out some principles of the objective
method of solving problems of economic accounting and planning.
The details and technique of the use of this method in practice is not
considered since these questions have not yet been sufficiently investi-
gated and should be solved in the course of the practical realization
of the work, depending upon actual conditions and on its progress.

Certain concrete solutions of individual problems, the application
of which may be recommended, are quoted in the book; but the
number of such problems could be multiplied.

- The book touches upon a fairly wide range of economic problems
connected with the task of optimal planning; nevertheless, many of
these have only been partially solved and our conclusions and pro-
posals are necessarily rather sketchy.

Familiarity with the proposed approach should promote discus-
sion, further development and practical use which will open up new
horizons.



CHAPTER 1

PRODUCTION PROGRAMMING AND
THE VALUATION OF PRODUCTION

Section 1. The Problem of the Best Distribution of the
Programme among Several Enterprises

Statement of the Problem

As a first problem of a technical and economic nature in the
solution of which the application of correct economic accounting is
of primary importance, we shall consider the question of the most
suitable distribution of the production programme among several
firms. We assume that there are many different ways of solving the
problem—one and the same article may be put into production at
several factories. The problem arises from the choice of an optimal
distribution such that in the programme for each works are included
only those articles for which it is best suited; as a result aggregate
expenditure would be least.

Just as the production of various articles is to a certain extent
interdependent, the costs of their production are also inter-related.
For this reason, a solution is called for both for the distribution of
costs amongst the articles and for an objective determination of the
necessary expenditure on each article.

To explain the method of solution, we shall consider this problem
with a practical example using a whole series of simplifying
assumptions.

ExaMpLE. To give the best distribution of the programme among
factories under the following conditions:

(1) Two articles have to be put into production: No. 1 and No. 2;
the requirements for both are unlimited but it is necessary that they
should be produced at a fixed ratio (problem of assortment), e.g.
twice as much should be produced of article No. 1 as of article No. 2.

(2) Each of these goods may be put into production at factories of
1
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types A, B, C, D and E. The number of factories of each type and
the production capacity per month of parts No. 1 and. No. 2 are
grven in Table 1. It is assumed that each enterprise will produce
only one type of article.

TaBLE 1. NUMBER OF FACTORIES AND MONTHLY PRODUCTION CAPACTTY

| | Production capacity ' Relative labour content in

! " of each factory |  the manufactured produst

Type |Number, .~ . .

of of | | Article No.2 | Article No 1
factory facmm;{Foramcle,Fcramclc compared with | compared wath

Nol | No.2 No. 1 O
;

A 5 | 100000 | 15000 | 67 015

B 3 | 400000 | 200,000 2 P

c 40 | 20000 2,500 8 0125

D 9 000 | 50,000 4 025

E 2| 600000 | 250,000 24 04t

Production costs of factortes as a whole (in addition to raw
matertals and basic materials), namely wages (the number employed
is constant), electric power, fuel, expenditure connected with equip-
ment, for other workshops, and general factory expenditure and
depreciation are approximately the same whichever article is put into
production at the works.

(3) All the necessary matenals are available in the required
amounts. Expenditure on basic matenials (and also power and fuel,
if required) per unit of a given article 15 identical at all types of
factory and constitutes, say, 10 roubles per unit of article No. 1 and
15 roubles per umt of article No. 2 (the latter figure, however, is not
very important in the subseguent analysis).

(4) Transport problems are of no great importance; all the
factories and workshops are situated in one town or in several
towns close to each other,

Briefly, all the productive expenses may be divided into two
groups: those which do not change at a given works, independent of
the type and quantity of article of each type irrespective of where it
is produced, and those which are proportionatl to output.

Tt is necessary: (1) to determine the possible volume of the produc-
tion programme, (2) to distribute the programme among the firms in
the best possible manner, (3) to carry out a scientific allocation of the
costs incurred on the articles.
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It is clear that an optimal plan is the one in which the proposed
assortment in the programme is observed and in which production
is at the highest volume. Such a plan would, of course, have its
counterpart in the lowest costs of production as the cost of material
(per article) is in all cases identical and the remaining sum of expendi-
ture for the operation of the enterprise is constant; consequently, the
“cost for a specified number of parts (and for each part) will be the
smaller, the larger the total output.

The general plan and the total output depend essentially upon the
method adopted for the allocation among the factories. Let us quote
an example (Table 2). The allocation was carried out in such a
manner that in each type of firm parts No. 1 and No. 2 were produced
approximately at the required ratio. In other words the programme
is “allocated’ to groups of factories.

TABLE 2. ALLOCATION OF THE PROGRAMME

Article No. 1 Article No. 2
Type of
factory | Number of | Aggregate | Number of | Aggregate
factories output factories output
A 1 100,000 4 60,000
B 2 800,000 1 200,000
C 10 200,000 30 75,000
D 2 400,000 7 350,000
E 1 600,000 1 250,000
Total 2,100,000 935,000

Table 3 shows another plan in which the output of both the first
and the second article is smaller—this is an inferior plan.

TABLE 3. INFERIOR PLAN
. Article No. 1 Article No. 2
Type of
factory | Number of | Aggregate | Number of | Aggregate
factories output factories output
A - —_ 5 75,000
B 3 1,200,000 — —_
C - —_ 40 100,000
D - — 9 450,000
E 1 600,000 1 250,000
Total 1,800,000 875,000
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The Optimal Plan

A great number of various plans may be constructed. The
optimal plan has to be chosen. How is this to be achieved? It is
evident that this will be a plan in which each factory will produce, as
far as possible, the type of output for whichit s best suited. Toarrive
at such a plan, we reason mn the following manner. 1f we turned all
the factories to the production of article No. 1, we shall produce
(sce Table 1):
5 x 100,000+ 3 x 400,000+ 40 x 20,000 +9 x 200,000+ 2 x 600,000

= 5,500,000 units of article No. 1,

But we also require article No. 2; consequently, some of the
(1ctories must be turned to the production of article No. 2 and then
we shall obtain a smaller quantity of article No. 1. How many less?
In turning a factory of type A from production of article No. | to
No 2, instead of 100,000 articles No. | we obtain 15,000 articles No.2
or instead of one article No. 1—0 15 article No. 2; similarly, fora
factory of type B—0'5; a factory of type C-—0-125; a factory of
type D—025, of type E—0 41 article No. 2 instead of one article
No. I (sce Table 1, last column),

As we see, 1t 1s most advantageous to turn the three factories of
type B to the production of article No. 2; but this is not enough: we
shall obtain 600,000 articles No. 2 and 4,300,000 articles No. 1.
After these. we shall turn both factories of type E to the production
ofarticle No 1 but this too 1s insufficient as we shall obtain 600,000+
500,000 = 1,100.000 articles No. 2 and 3,100,000 articles No. 1, i.e.

TaBLE 4 THE OPTIMAL PLAN

, AmceNo ! | ArcleNo.2
Typeof, ——- - | =
factory « Number of | Aggregate | Number of | Aggregate

" factories output ! factories output

A s so000' - —

B - = 3 600,000

c 4 | 800,000 - .

D | & 1200000 3 150,000

E — f— I 2 500,000
Total ' 12,500,000 | 1,250,000




PRODUCTION PROGRAMMING AND THE VALUATIONS 5

nearly three times as much. The next in importance is the ratio 0-25
which corresponds to factories of type D; however, if we converted
all the nine factories of this type to the production of article No. 2
we should obtain too many of the latter. To ariive at the requisite
ratio, six factories of type D need be used for article No. 1 and three
for article No. 2. We come to the plan, given in Table 4—the optimal
plan ensuring the highest production of the required composition.

This plan furnishes an appreciably higher output (24-40 per cent
more) than the plans in Tables 2 and 3.

Objectively Determined Valuations

The method whereby we arrived at the optimal plan merits
attention. Let us take the problem of costs connected with the work
for the production of articles No. 1 and No. 2.1 Naturally, here the
relative importance of labour in the production of both articles must
be accounted for. This has its own value for each type of factory.

In the example under discussion, labour input for the production
of either article at a given factory is inversely proportional to the
productive capacity for that article. At a factory of type A, in the
time spent on the production of one article No. 1, 0-15 unit of
article No. 2 can be produced, i.e. in this factory labour input is
6-7 times higher for article No. 2 than for article No. 1. Similarly, it
requires twice as much labour in a factory of type B, § times as much
in type C, 4 times as much in type D, 2-4 times as much in type E
(Table 1). Which figure should, therefore, be taken as relative labour
input when taking the factories together? We must take into con-
sideration that article No. 2 is in fact not produced at factories of
type A (in accordance with the programme of Table 4); on the other
hand, at the factory of type E article No. 1 is not produced. The only
ratio of those mentioned which in fact is achieved in the optimal
plan is the ratio of 4 for factories of type D.

For this reason, it is natural to apply this ratio to all the factories
together. Indeed, the cost ratios for various products must be assessed

+ It is important to turn attention to the fact that if, as in the given example,
the production of the articles is interdependent (even if indirectly) then the
question of necessary outlay for the production of each article may only be
analysed simultaneously and for all the articles together, Shifting production of
one article and reducing its production costs may change the cost of production
of the other article.
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on the basis of the necessary expenditure for their production, thatis,
ultimately according to the expenditure of \abom'.. In so far as the
plan obtamned 1s optimal under given conditions, expenditure
incurred on it may be considered necessary. The possibility of
comparing directly the cost of production of articles No. I and No. 2
at factories of type D (and only if both articles are produced here
simultaneously) enables the ratio of expenditure for these articles to
be established, and correspondingly the ratio of their valuations
under the given conditi The ions for outputs established in
this manner we shall call “objectively determined valuations™ (o.d.
valuations). In the present case, we have established only the
relationship of these valuations, i.e. 4:1, so that if, for instance, the
valuation for article No. 1 equals a, for article No. 2 it equals 4a.
It 15 important to note that this ratio has not been chosen arbitrarily,
but it is determuned by the given conditions and is revealed in the
course of analysts of the optimal plan.

Later on (Chapter 1f), when considering the question of finding

bsolute values for objectively determined valuations we shall estab-
lish that the o.d. valuations are arrived at by the total of the necessary
costs of production which must be fully accounted for in the given
conditions.

In these circumstances it seems justifiable to apply the term *‘valua-
tion” and not “cost” or “price”: the vatuations here obtained are to
some extent of a limited and local nature since the analysis of costs
and the plan are not carried through for the economy as a whole but
only for the group of factories under consideration. For this reason,
such analysis 1s not lete enough to blish value refati
1t should also be noted that we establish valuation not for an article
as a whole but only for the operations necessary for its production
and the application of the term “price” in such conditions cannot be
generally accepted. Therefore, the term “necessary expenditure” {of
labour) for production appears to us more appropriate in this case
than “socially necessary” as the analysis of costs here does not relate
to society as a whole but only to a section of a group of enterprises
under given conditions. The introduction of such a special term
would be of no ad ge when idering the national as
a whole.

Let us start from the ratio found—taking the valuation for article
No. 1 as equal to a and of article No. 2 as equal to 4a. More
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precisely, these figures do not reflect the valuations of the articles
themselves but the valuations of net production or the labour used
on the production of these articles.tf We shall calculate in these
valuations the monthly production by the factory of each type if one
or the other article has been produced here. The results are given
in Table 5 where the figures relating to the method adopted in the
optimal plan are set out.

TABLE 5. NET MONTHLY PRODUCTION BY FACTORIES OF
ARTICLES NUMBERS 1 AND 2 EVALUATED AT a AND 4a
RESPECTIVELY

Valuation of production

Type of factory

Article No. 1 | Article No. 2
A 100,000a 60,000a
B 400,000a 800,000a
C 20,0002 10,000a
D 200,000a 200,000a
E 600,000a 1,000,000a

As may be noticed, in the optimal plan each factory was used in
'such a manner that its net output has the highest valuation. In solv-
ing the problem of using factories and the allocation of the programme
we observe (starting from the valuations mentioned above) the
principle of the highest yield, i.e. we obtain the maximum (net)
production in value terms for a given outlay yielding the highest
profit. This corresponds also to minimum expenditure per unit
output (expressed in value terms).

The results obtained in considering this question remain true and
can be ascertained for other similar cases, in particular for any
number of factories and types of articles.

ConcLusioN 1.1 Of all the possible allocation programmes there
is always one which is the best—the optimal plan. In this plan the
ratio of the individual types of production satisfies the condition

+ By net production we mean the production of a given enterprise, i.e. the
cost of material factors required by the enterprise is not included in the total cost.
In other words, in the production is included not the article itself, but its (costs of)
processing. For instance, the net production of a clothes factory is not the over-
coat but the operation of “‘sewing a coat”.

t All the conclusions obtained here and below presuppose that the con-
ditions remain as set out in the statement of the problem.
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given in the problem, output is larger (or equal) and the expenditure
fess than in any other plan that fulfils the same conditions. The cost
of production 1 this plan is less than (or equal to) that of any other
allocation plan,

ConcLusioN 2. With the optimal plan are associated determinate
valuations for each type of product, more exactly for the operationg
1n the manufacture of a unit of each type of product—an objectively
determuned valuation (o.d. valuation).

These valuations are such that, if they are taken as a basis, it is
found that in the optimal plan the principle of profitability is
observed, i.e. under this plan, each factory is assigned the production
of that type of goods on which 1t has the highest net product.

The principle of profitability as stated here is applied in a some-
what wider sense than generally accepted. It is mecessary to explain
now the meamng of this principle of profitability, and its function
and role.

By the principle of profitability we understand the choice of an
economtc, planned solution on the basis of the effect expressed by
one value mdex; choice of technology affording the lowest cost;
choice of a programme ensuring the maximum production in value
or maximum accumulation for a given outlay; choice of the cheapest
raw materials and other materials, etc.

The conclusions to which the principle of profitability may lead are
essentsally dependent upon the initial system of valuations,

This principle operates fully under capitalism where it rests on the
current system of market prices. In the U.S.S.R. it is of limited

fi even m the p 101 of official sales prices since for
various reasons it 1s sometimes necessary to abandon it. What is
decisive 1n such problems 1s not one or the other index for a given
sector but the nterest of the national economy as a whole and the
caleulation of the effects on it,

In a socialist society higher profitability should not be an aim in
itself (as under capitalism) but a means of attaining the best result or
the lowest expenditure for the whole society. In this connection, the
order m which it is proposed to apply this principle-—~on the basis of
the system of o.d. valuations, based on real conditions—is to
subordinate it to the need of achieving the targets of the general plan

After having first refused to be guided by profitability, the task of
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constructing an optimal plan led us again to conclude that this
principle should be applied to each sector (in order to reach the
general optimum), but on condition that the indices of cost shall be
calculated on the basis of the o.d. valuations, taken from the given
conditions and problems.}

The question, considered in this section, of the correct allocation
of the programme to enterprises is of great practical importance; as
shown by experience, expenditure on the same article in one enter-
prise may in many instances be two to three times higher than in
another, even with the same technical equipment. In addition to
defects in the organization of production, the unsuitability of the
enterprise for the production of a given type and the insufficient
allowance for this circumstance in the allocation of the programme
play undoubtedly an important part.

Use of Other (a priori) Valuations

Objectively determined valuations have an inherent character:
they are entirely determined by the conditions of the problem under
consideration.

As against these, there exist other valuations of production
prepared independently of a given problem arising from allocation
which may in this context be called a priori, external valuations.
Among this kind of valuation may be considered current prices or the
cost of some products. Naturally the question arises: are the objec-
tively determined valuations necessary and could not any other
available a priori valuations have been used instead ? We shall show
that this does not always lead to satisfactory results.

Let us assume that the sale prices of articles No. 1 and No. 2 were
previously determined on the basis of production conditions of
factories of type B. It is clear that the cost of labour for the manu-
facture of article No. 2 at this type of factory is double the cost for
article No. 1, for instance 20 roubles and 10 roubles. And the full
cost, allowing also for materials, will be 20+15=35 roubles for
article No. 2 and 10+ 10=20 roubles for article No. 1.

+ The conclusion reached on the necessity of applying o.d. valuations refers to
the particular economic problem under consideration. Some observations about
the importance of the results obtained for the national economy as a whole, and
in particular in relation to price formation, are given in Chapter II, Section 8.
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Let us try to construct a programme starting from these prices.
If we calculate the production of each factory for one or the other
article (Table 6), we can see that the highest production is obtaired
from article No. | at all factories, i.e. for all the factories it is
more profitable to include in the plan article No. 1 rather than
article No. 2. If we followed here the principle of profitability,
article No. 1 would be put into production at all enterprises. But
then the required articles No. 2 would not be available at all, and the
assortment task would not have been fulfilled. This forces us to
depart from the prnciple of profitability and to put into production
article No. 2 although this may not be financially advantageousto the

TaBLE 6 OUTPUT OF ARTICLES NUMBERS | AND 2 IN ROUBLES
(AT PRICES OF 20 AND 35 ROUBLES RESPECTIVELY)

Production of articte No. 1 | Production of article No. 2
Type - —
of  Numberof | Production | Numberof | Production
factory | articles | (an roubles) articles {in roubles)
A 100,000 [ 2,000,000 15,000 525,000
B 400,000 1 8,000,000 200,000 7,000,000
C 20,000 400,000 2,500 87,500
D 200,000 4,000,000 50,000 1,750,000
E 600,000 12,000,000 250,000 8,750,000
st Nttt AL

factory. Hereitisdifficultto determine in which factories article No.2
should be produced. [farticle No. 2 is necessary although its produc-
tion 15 not profitable for any type of factory, the task of producing
article No. 2 1s assigned to various types of firms. 1In this manner any
“random” plan of the kind quoted in Table 2 may emerge.

Let us note that such unsatisfactory results may also arise from
valuations prepared on the basis of average costs at all firms where a
given output is produced even if the optimal allocation plan is taken
into consideration in the calculati (see Chapter 1II, Section 6,
pp. 97-9).

Thus, when arbitrary a priori valuations different from the o.d.
valuations are used, it 1s not possible to follow the principle of
profitability and to satisfy at the same time the assortment condition
(while in the case of the o.d. valuations full harmony was attained).
Not only do these a priori estimates fail to assist in finding an
optimal plan, but they confuse the issue. For instance, it seems fully
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justified to produce article No. 1 at B-type factories when this task is
considered in isolation, but should this be done it is most likely that
the plan would be far from optimal.

ConcLusioN 3. Starting from any (a priori) valuations, which
differ from the objectively determined ones, it is usually not possible
to follow the principle of profitability and to ensure the output of the
necessary products. The application of the principle of profitability
on the basis of such valuations may result in looking in the wrong
direction for the optimal planned solutions.

So we see that the comparison of valuations concerning the volume
of production leads to the optimal plan when o.d. valuations are
used. Itisimportant to emphasize that to direct the allocation of the
programme correctly the following two conditions were essential:
that the comparison should be made on the basis of the valuation of
the completed net production, and that for individual work correct
valuations should be used. If either of these conditions were violated
—if correct valuations for production were used but comparisons
were made not for net output but for commodity production, or if in
comparing net output incorrect valuations of production were used,
then in either case we should be led astray in the drawing up of the
optimal plan.

When the problem of determining the production programme in
pratice arises, prices are often used which have been fixed some years
earlier under different conditions. Hence some articles appear
“convenient” for the factory—their plans are easily fulfilled (in
terms of gross production), others are ‘“inconvenient”. Sharp
differences in profitability lead managers to exceed the production
targets of profitable outputs to the detriment of the production of
articles important for the national economy but not advantageous to
the factory. It is known, for instance, that owing to the unprofit-
ableness of some articles of children’s wear, sufficient numbers were
not manufactured.f

The misleading effect of the valuation of labour efficiency is
magnified by calculations that are made on the basis of gross
production or of commodity production rather than of net produc-
tion. All hinders the efficient allocation of the programme and fails

+ Paper of A. N. Kosygin at the XXI Congress of the Communist Party of
the Soviet Union (Report, vol. 1, p. 160).
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to arouse the interest of the factory in the proper fulfilment of the
assortment plan.t

In the allocation of the programme or in the placing of a given
order direct comparisons of expenditure are also used in order to
minimize costs, but this way does not ensure either that the optimat
allocation will be secured. In fact, an optimal solution guarantees
2 miimum total expenditure of the whole production unit for ali
outputs (namely that which is of interest to society as a wholel).
At the same time, 1f we consider costs of each individual product, the
best location of its production does not, generally speaking, ensure a
minimum of total costs. For this reason, the analysis of expenditure
per unit product taken ndividually frequently does not lead to an
optimal solution. To arrive at a correct solution it is necessary to
analyse stmultaneously the allocation of the whole programme over
the entire production unit while bearing in mind the general objec-
tives of a socialist society. On the basis of this analysis one should
decide on the ndices to be used for comparison. The assessment of
particular solutions in accordance with these indices ensures then the
choice of solutions in agreement with the general interest (of the
whote umt). This furnishes a harmonious combination of general
and local interests.}

These principles are continuously being used in socialist construe-
tion. The method of obtaiung an optimal plan and o.d. valuations
furmishes means for a more precise and systematic construction of
such types of indrces, and thereby allows a fuller use of the pos-
sibilities and advantages of a socialist economuc system.

1 These confirm the of the in the press
in favour of substituting net production for gross and commodity production
when describing the volume of work camied out by a factory during a given time;
that 15, accounting only for the newly created value (and not the transferred one).
This measure 1s of course advisable when at the same time the system of valuation
of types of 5

{ Here we have 2 typical example of the contradictions that may arise in the
planning of our economy (between the particular interests—improving the
conditions of production for one product, and the general interest—the fulfil-
ment of the whole plan) Like all such contradictions they have not, under
socralism, an antagomistic character, This contradiction 1s resolved by deter-
mining the indices on the basis of which the companison of particular solutions
is made, starting from the tasks and interest of the society as a whole,




PRODUCTION PROGRAMMING AND THE VALUATIONS 13

Criteria for an Optimal Plan

We shall now consider the question as to how to ensure that a
given plan is optimal.

A direct comparison with all other plans is, as a rule, not practi-
cable, as the number of possible plans could be enormous. Let us
quote a convenient method for this purpose using the example
given above. That the plan given in Table 4 was optimal we already
knew when it was set out; however, two features make it clear had
we not known this. First, the set ratio between the two articles is
observed in this plan (the assortment task); secondly, in it the
principle of profitability is satisfied for certain valuations (Table 5)
of the given types of production (a and 4a).

On the basis of these two features we can conclude that the plan is
optimal. Let us assume the contrary. Let us suppose that there is
some other allocation of the plan in which the requisite relationship
is also observed, but the total output is still higher. In the case of
such a typical plan a higher output is observed both for articles No. 1
and No. 2 than in the plan given in Table 4. Then, no matter what
valuations be adopted for each article, the total valuation of net
production in this hypothetical plan will be higher than for that of
Table 4. This should in particular obtain if valuations ¢ and 4a are
used. But the total valuation of the whole production is made up of
valuations of the outputs of individual factories; for this reason the
volume of production (according to the valuations a and 4a4) would
be higher for one factory in the case of the hypothetical plan than
with the one given in Table 4. However, such an assumption is
impossible for, as shown in Table 5, by allocating any factory
differently from Table 4, no higher valuation could be obtained for
its production because in the plan Table 4 each enterprise was
utilized in such a manner that the valuation of the attained output
was at a maximum. The argument used here proves that there could
be no plan yielding a higher output and for this reason the one given
in Table 4 is optimal. The reasoning we have applied here is
general,} and this brings us to Conclusion 4 which is essentially
supplementary to Conclusion 2.

ConcLUsiON 4. If in a certain plan (a) the target ratio of assortment
set by the plan is observed (by types of production); (b) the principle

+ This reasoning is given in mathematical form in Appendix I.
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of profitability for a certain set of valuations for different articles is
satisfied then first, the given plan is optimal—there can be no other
plan in which the assortment condition could be fulfilled and the
volume of production increased or which would given a higher out-
put of each type of production than the given one, and secondly,
the above valuations are objectively determined for the given case,

1t follows that if a non-optimal plan has a correct assortment
ratio there can be no valuations in which the principle of profitability
is observed (f such a valuation were found, the plan would be
optimal). What would happen if such valuations were attempted for
a plan which is not optimal? Let us try to do this in the plan quoted
in Table 3. Let us assume that such a valuation will amount to m per
article No. 1 and » per article No. 2. As one of the factories of
type E is used for the production of article No. 1 and the second for
article No. 2, then if the principle of profitability were observed, the
valuation of net production in both cases would be identical, ie.
600,000 m=250,000 n, from whichn=2-4m.

Let us now try to verify whether the condition of profitability will
be observed in a factory of type C. We find that the valuation of the
output for the method used (1o the production of article No. 2)
equals 2500 1 or 6000 m, as n=2'4m; in the case of the method not
used (in the production of article No. 1) it equals 20,000 m, so the
principle of profitability is clearly violated, for 2500 7<20,000 = (it
would not be violated 1f 2500 # 220,000 m). It is also immediately
clear how a plan can be obtained giving a higher output of one or the
other article. In fact, turning type E factories from production of
article No. 1 to production of article No. 2, for each additional unit
of article No. 2 we lose 2+4 units of article No. I, but changing type C
factories from production of article No. 2 to the production of article
No. 1, by giving up one unit of article No. 2 we gain eight units of
article No. 1. It1s evident, that by combining two such changes, we
shall obtain a plan giving a higher volume of production for both
articles. Such an improved plan is given in Table 7. As may be seen,
in this plan the volume of production of each article is 11 to 17 per
cent higher than in that of Table 3.

Thus, the attempt to find valuations for 2 non-optimal plan
failed—in arriving at such valuations we met with contradictory
requirements.
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Having revealed the impossibility of deriving such valuations, we
have at the same time established what changes in the allocation
could furnish a plan giving a higher production of each article and
thereby revealed, or more exactly confirmed, in this case that the plan
was not optimal. We thus reach:

ConcLusioN 5. If it is impossible for a certain plan to yield
valuations in which the principle of profitability is observed (for such
valuations contradictory conditions are obtained), then the given
plan is not optimal, that is, there is a plan in which the volume of
production for each type of article is higher than for the given one.
Meanwhile, the analysis carried out points to the possible way of
improving the plan.

TABLE 7. IMPROVED PLAN
(AS COMPARED WITH THE PLAN IN TABLE 3)

Article No. 1 Article No. 2
Type of
factory | Number of | Aggregate | Number of | Aggregate
factories output factories output
A — —_ 5 75,000
B 3 1,200,000 - —_
C 40 800,000 - —
D — — 9 450,000
E — — 2 500,000
Total 2,000,000 1,025,000

Thus, it becomes evident that the analysis of the valuations
provides a very simple criterion as to whether any given plan
is optimal or not, ie. by comparing Conclusions 4 and 5 we
obtain:

THE RULE. To decide whether a given plan is optimal, it is
necessary to look for such valuations of production in which the
condition of profitability would be fulfilled for the given plan. Then:
(@) should such valuations be obtained the plan would be optimal—
no other plan with that particular allocation would give a higher
volume of production; (5) should it prove impossible to arrive at such
valuations (contradictory conditions are found for them) then the
plan is not optimal—there exists one giving a higher output of each
article.
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Methods for Finding an Optimal Plan
and O.D. Valuationst

To find an optimal plan in the case of two articles the method we
used above 1s sufficiently simple and convenient. However, in the
case of a greater number of products and also for the task which we
shall encounter further no similar method is available. In this case it
is necessary to use some special methods based on the relationshtp
between the optimal plan and the o.d. valuations corresponding to
it. Although these examples worked out above are comparatively
simple they have distinct peculianties which merit some considera.
tion. This is all the more useful as understanding the calculation
makes it possible to penetrate more deeply into the meaning of
the concept of the o.d. valuations. Therefore, without touching
upon complicated cases, we shall give here the basic methods of
calculation.

Although in the case of two products, mentioned above, the
solution was obtained by the previous method, it is better to use the
simpler case as an example. A solution of a more complicated
example of that nature is given in Section 2.1

1. Choice of Valuations. As shown above, for each type of factory
a corresponding valuation of labour input (cost) 1s obtained for the
manufacture of article No. 2 as compared with article No. 1, namely
(see Table 1): 67 for A; 2 for B; 8 for C; 4 for D; 2:4 for E.

‘Which of these valuations 1s the most appropriate one?

Let us consider the valuations 2-4. Comparing the valuations of
the production of the enterprises, we find the figures shown in
Table 8,

From this table is may be seen that following the principle of
profitability factories of types A, C, and D should be turned to the
production of article No. 1, those of type B to the production of
article No. 2 and those of type E to one or the other article as
desired, upon which will also depend the quantity of each kind of
article that will be obtained. But even in the most favourable case
when both factories of type E are put to the production of article

1 Thus part {pp 16-24) may be ormitted at the first reading.
4 A more general discussion of the computational methods of finding an
optimal plan and 0 d valuations 1s given 1 Appendix I



PRODUCTION PROGRAMMING AND THE VALUATIONS 17

No. 2, 1,100,000 articles will be obtained as compared with 3,100,000
articles of No. 1, i.e. it is impossible to meet the necessary assortment
ratio.} It is therefore necessary to increase the valuation for article

TABLE 8. CALCULATIONS OF NET PRODUCTION AND OF POSSIBLE
OUTPUT OF TWO ARTICLES USING VALUATIONS 1 AND 24

Net production in | Number of articles in

th fact f 1t ili
Type of | Number of e manufacture o he profitability plan

factory | factories | Article Article

No. 1 No. 2 No. 1 No. 2
A 5 100,000 36,000 500,000 _—
B 3 400,000 480,000 — 600,000
C 40 20,000 6,000 800,000 —_
D 9 200,000 | 120,000 | 1,800.000 | —
E 2 600,000 600,000 | (1,200,000){ (500,000)
Total Minimum 3,100,000 | 600,000

Maximum 4,300,000 | 1,100,000

No. 2. Taking valuation 4, we obtain Table 5 instead of Table 8;
then as was seen it was possible to satisfy the assortment ratio (2:1)
and we arrive at the optimal plan (Table 4).

2. Another Method of Assigning a Valuation. The difference con-
sists in that a valuation is chosen starting not from special values
but from arbitrary ones.

A first approximation for the valuations can be found as follows.
Let us calculate the aggregate production of the factories when they
all produce article No. 1 only or article No. 2 only. We shall obtain
5,500,000 and 1,725,000 respectively, i.e. three times more of article
No. 1. This shows that labour consumption in the manufacture of
article No. 2 is on the average approximately three times higher than
that for article No. 1. For this reason we shall, for example, take
valuations 1 and 3 and shall set out a table as above; in this case we

+ Thus, the plan that can be obtained is “profitable”—it is set up in accor-
dance with the principle of profitability starting from some system of valuations
—uyet it does not satisfy the assortment ratio and for this reason it is not an
optimal plan.
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szlect not only figures corresponding to the i tuation, but
also those which approach them (Table 9). In the latter case, as a
result of the analysis, one article may be chosen as well as the other.
Therefore, the number of articles in this case is put for both variants,
(Corresponding figures are in brackets.)

TAnLe9 CALCULATION OF NET PRODUCTION AND THE POSSIBLE QUTPUT OF
Anncu.s, USING VALUATIONS 1 AND 3 RESPECTIVELY

N ¢+ Numbe ;T au:mon of production Number of articles
Type of umberof; _ _

fictory | factones | artcle No. lIAmcIcNo 2| No.l | Ne.2
[ i

. 450&)

v
1

!
L

100,000 500,000 —
400,000 l 1,200,000 | (600,000)
20000 | T Soo 800,000 | —
200 000 ! 150 000 (1,800,000) | (45,000)
| ™ (1,200,000) | (500,000)

mgOw>
rodweun

We shail now try to fulfil the prescribed assortment. First of all,
production of article No. 2 would have to be carried out by those
factories for which the aggregate production valuations of this
article are much higher than for article No. 1, but none exist. In that
case, those factortes for which the aggregate production valuations of
article No. 2 are only slightly higher—those are factories of type B
and E. The volume of production for article No. 2 will amount in
these to 1,100,000, which 1s msufficient (there will be 3,100,000 units
of aructe No. 1). Therefore, factories of type D have to be used in
part for which the total production valuation of article No. 2,
although less, 1s near the total production valuation for article No. 1.
Thus a plan is obtamned as given in Table 4. Since factories of type D
are used for the production of both articles, when we compare their
profitability we obtain valuations I and 4. With the aid of these
valuations, we establish (on the basis of Conclusion 5) that the plan
given in Table 4 15 optimal.

3. Method of Successive Adjustment (Improvement) of the Plan.
‘We start from some plan which gives an approximately correct
allocation. We then determine whether it is optimal. If it is not
optimal, we can see how 1t can be changed to produce more of both
articles. When checking the profitability of the plan, a comparison
of the valuations for the methods used or otherwise leads to contra-
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dictory inequalities. Considering several possible methods of provid-
ing the output, the comparison of which led to contradictory
valuations, we see how to improve the plan by incorporating some
method hitherto not used while maintaining strictly the prescribed
ratio of the allocation of production. This change is carried on until
the method being excluded ceases to be applied or until the method
being increasingly utilized is used to its maximum. Thus we arrive at
a new plan with an output of the required assortment at a higher
volume. For this plan we shall repeat the check and should it not
prove optimal, we can improve it further. Thus we reach an
optimal plan and at the same time obtain the o.d. valuations.

We shall illustrate this method by taking the plan of Table 3.
We have already improved it and obtained the plan in Table 7.
We check it to see if it is optimal. We shall assume that the valua-
tions for articles No. 1 and No. 2 will be m and n. Since article No.
2 was put into production at type A factories, it should be profitable
——we should have: 100,000 m 15,000 n, or n=6-7 m.

As article No. 1 was put into production at the B type of factory,
we should obtain 400,000 1 =200,000 , or n<2 m. These condi-
tions are contradictory: in the first instance, one article No. 2 is
preferred to 6-7 articles No. 1, in the second case, two articles No. 1
are preferred to one article No. 2. This points to the way of improv-
ing the plan. Itis necessary to turn type A factories to the production
of article No. 1 and in order to preserve approximately the assort-
ment one factory of type B to the production of article No. 2. The
corresponding plan is given in Table 10.

TABLE 10. PLAN OF CHANGING THE PRODUCTION OF FACTORIES
TO OTHER ARTICLES, MAINTAINING THE ASSORTMENT

Article No. 1 Article No. 2
Type of
factory | Number of Number of
factories Output factories output
A 5 500,000 - —
B 2 800,000 1 200,000
C 40 800,000 - —
D — — 9 450,000
E — —_ 2 500,000
Total 2,100,000 1,150,000
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We check again whether the plan is optimal,

Since type B factories are used in the plan for articles No. 1 and
No. 2, both should be equally profitable: 400,000 m=200,000 r;
n =2m,e.g.m = landn = 2. Using these valuations, we check the
profitability of the other types of factories—the principle is violated
for type D factories. We readjust the plan and change type B
factory to the production of article No. 2. This increases the output
of article No. 2 by 200,000 and reduces article No. 1 by 400,000, but
tumning three factories of type I) from the production of article No. 2
to the production of article No. 1, the output of this article is
increased by 600,000 and that of No. 2 is reduced by 150,000. Asa
result, the number of the two articles is increased by 200,000 and
50,000 respectively, while at the same time the assortment is main.
tained. If we transfer two instead of one factory of type B to the
production of article No. 2 and 1f production can be changed in six
factories of type D, the effect 1s twice as great. As a result we arrive
at the plan shown i Table 4.

As the factories of type D are used for the production of both
articles, the valuations will be 1 and 4; having checked that according
to these valuations the most profitable article was f: d by
the remaming types of works, we see that the plan is optimal. The
process of improvement has been completed.

4. Grapluc Methods. Instead of computational methods, simple
graphic methods may be used in checking whether a given plan is
optimal and also in finding the optimal plan and the o.d. valuations.
Although these methods can in practice only be used for two or three
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types of product, we quote them as graphs to make the problem and
the properties of the valuations clearer.
To explain the opumum of a plan we start from the following
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considerations. The question as to whether it will be more profitable
for a given factory to produce article No. 1 or article No. 2 will
depend upon the valuations of these articles. Taking as a valuation
of article No. 1 m=1, a solution will be found with valuation n for
article No. 2. Thus, for type A factories, if 100,000> 15,000 n,
that is when n<6-7, the output of article No. 1 is more profitable,
and when n> 6-7—that of article No. 2 is more profitable. This is
also the case for the remaining types of factory. Thus, marking the
corresponding figures on the drawing, the range of the values of n
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that are favourable to article No. 1 and article No. 2 can be shown.
In Fig. 1 this range is shown for all the types of factory (on the left
of the dividing point the range is advantageous to produce article
No. 1, on the right article No. 2).

Let us now consider some plan (for instance, that of Table 4).
The choice of a given article for manufacture at a factory of a given
type means that » must lie in the range favourable to this article.
Let us mark for each type of factory the range corresponding to the
article by hatching the production which is used by the factory of the
type envisaged in the plan (Fig. 2).f If the given plan is optimal
(and only in such a case), there must exist a valuation on the basis of
which all choices of production utilized are profitable.

In Fig. 2 which corresponds to the plan of Table 4 a point common
to the whole range (n=4) exists (the dotted line corresponds to it);
consequently the plan is optimal.

In Fig. 3 drawn in accordance with the plan of Table 3, it is not
possible to draw such a line—the plan is not optimal.

+ For instance, for type A factories engaged in the manufacture of article
No. 1 the range is shown to the left of the dividing point where n=6-7. In the
case of type D factories utilized in the manufacture of both types of articles, the
dividing point is only noted since their production as shown is only economic
when n=4.
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1n order to find the optimal plan, the following calculation may
be made, repeating the original calculation by which this plan was
found (p. 4). First of all (Fig. 4), for each type of factory the
greater range of articles No. 1 and No. 2 is marked (the limits are
already shown in Fig. 1). At first, all the factories are put to the
production of article No. 2, and 1,725,000 of these articles are
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factured. The corresponding point (I) is marked on Fig. 5. )
The highest corresponding valuation of article No. 2 is obtained
(see Fig. 4) for the factories of type C. Therefore, if any No. 1
articles are required, factories C should be first to change their
production. In transferring them to the production of article No, 1
a new position 1s obtamed (I1); continuing in this manner, points I,
11, It1, 1V, V, VI are constructed. The coordinates of these points
correspond to the volumes of productions, shown in Table 11.
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Then a curve 1s drawn connecting all these points. Each section of
the curve 1s divided into equal parts in accordance with the aumber
of factories of a given type (except for the first section in which one
division corresponds to four factories of type C). Now, whatever the
assortment ratio for total output, the optimal plan may be found
at once. Thus, 1n the case of the ratio 2:1 (in which the production of
article No. 1 is twice that of article No. 2), drawing a straight line
corresponding to this ratio, the point of intersection a is obtained and
corresponds to the optimal plan. In Fig. 5 it is apparent that the
output of article No. 1 amounts to 2,500,000 and of article No. 2 to
1,250,000. Factories of types C and A and six factories of type D
should produce article No. 1; the rest should produce No. 2.
Thus the plan of Table 4 is obtained. Let s note that the slope (the
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absolute magnitude of the tangent) of the segment ITI-IV equals
1:4 =025, and furnishes the value of the ratio of the o.d. valuations
for articles No. 1 and No. 2.

No2

2,000,000
7

1000000

1000000 ¥ Mol
FiG. 5

The line I-II-ITI-IV-V-VI together with the axes forms a polygon
in the plane. This is the polygon of feasible plans since the output
under each plan achieved in the given conditions (for instance, the
plans given in Tables 2 and 3) will be represented by some point of
this polygon and conversely, each point of this figure corresponds to
the output under some feasible plan.

This graphic solution may be arrived at in another way by using a
linear instead of a plane projection. Namely, for points I-VI,
instead of absolute production magnitudes for each article, we shall
find their relative shares (Table 11).

TABLE 11. PRODUCTION UNDER SUCCESSIVE RATIONAL
TRANSFERS OF WORKS TO THE MANUFACTURE OF ARTICLE

No. 1
] Articles as % of their
. Articles total number
Points

No. 1 No. 2 No. 1 No. 2
I 0} 1,725,000 0 100
II 800,000 | 1,625,000 33 67
I 1,300,000 | 1,550,000 46 54
IV | 3,100,000 | 1,100,000 74 26
A\ 4,300,000 600,000 88 12
Vi 5,500,000 0 100 0
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Let us mark point I-VI on Fig. 6, starting with the percentage
fouad for article No. 1. If we have to determine now the optimat
plan for some assortment 1atio, for instance 2:1, this relationship

0% Art. No] ——» 0%

| ¢ smaenop 2-”’{15‘?"5\

6% Su & X% 1% |

100% e Art.NoZ 0
FiG. 6

N

is marked on the drawing (67 and 33 per cent—point «) and it may
be seen at once that in the optimal plan factories C, A and a part of
D (in Fig. 6 on the left of point o) should be used for article No. 1,
i.e. the plan of Table 4.

Properties of the 0.D. Valuations

Let us show some of the important properties of the o.d. valuations
on which their application is based and which reveal their meaning
and value. First of all, 0.d. valuations are specific—~they are deter-
mined by specific conditions and are dependent upon all the condi-
tions of the problem: the prescribed assortment of output, the number
of factories of each type, the planned production capacity of each
article. A change in any of these conditions may lead to a change in
the o.d. valuations. Let us, for instance, observe the change in the
o.d, valuations as a result of a change in the assortment condition.

Let us consider this example when I-5 times more is required of
article No. 2 than of article No. 1, that is a ratio of 2:3, instead of 2:1.
In this case, to arrve at the optimal plan, it is necessary to transfer
the remaining factories of type D to the production of article No. 2;
however, this is insufficient. Therefore two factories of type A must
be added. Then the production of article No. 1 will amount to
1,100,000 and of article No. 2 1,580,000, i.. the requisite ratio of 2:3
is almost attamned (see also Fig. 5).

Further, since in this case type A factories are used for the manu-
facture of both articles, the o.d. valuations are determined on the
basis of equal profitability for this type of factory on the two articles,
and prove to be equal, n=6-7 (keeping m=1), that is they are deter-
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mined on the basis of the ratio of expenditure at factories of type A.
We see thus that the o.d. valuation has increased. This is natural: as
the requirements of article No. 2 increased it became necessary to use
for its manufacture factories less suited to the production of this
article; consequently the relative cost of this article increased.

Assume now that the assortment ratio is set at 4:1, that is the
requirements of article No. 2 are reduced. In this case, it is necessary
to change to the production of article No. 1 all factories of type D
and also one of the factories of type E. In the plan obtained (which
is optimal for the given ratio) the output of article No. 1 will amount
to 3,700,000 and of article No. 2 to 850,000. O.d. valuations are
determined on the basis of equal profitability (for both articles) for
E-type factories where n=2-4 (m=1). The reduction in the o.d.
valuation is again natural as the production of article No. 2 was
maintained only at factories best suited to it and where the relative
labour input for its manufacture was lower. The results thus obtained
can be formulated as follows.

CoNCLUSION 6. Objectively determined valuations are concrete
and dynamic; they are defined by all the conditions: the required
assortment of products, the number of factories of each type, the
planned output capacity; and they change when these conditions
change. In particular, following an alteration in the assortment
ratio, any increase in the requirements of some article entails a corres-
ponding increase in costs and consequently in its o.d. valuation; a
decrease in the requirements entails a reduction in its o.d.valuation.t

It should be noted that this proposition was, in fact, taken into
consideration in various economic measures by the party and
government on several occasions. Thus, in 1963, in connection with
the tasks set for the further development of light industries it became
necessary to increase the output of cotton. To achieve this, the price
of cotton was raised sharply. In consequence, many areas which
previously produced cereals found it more advantageous to grow
cotton. This had a favourable effect on the increase of the area under
cotton cultivation.

Other similar examples could be quoted. However, it should be
pointed out that such changes by individual bodies were far from

+ It should be pointed out that this latter statement is correct for the simplified
problem considered. In real conditions, owing to a whole series of circum-
stances which we have not taken into account it does not always apply.
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being carried out in every case where it would have been advisable;
even the magnitude of the requisite change was determined to some

extcmxsubjcctgwcly. ESQG) ks a7 369

Stability of 0.D. Valuations

Let us introduce some slight change in the prescribed condition,
for instance, changing the ratio 2:1 to 4:3. In this case, as may be
easily seen, the optimal plan is obtained by changing another three
of the six factonies of type D to the production of article No. 2,
The production of article No. 1 amounts to 1,900,000 and of article
No. 2 to 1,400,000, thus the required ratio is almost exactly obtained,
As both articles are again ptoduced at type D factories, the o.d,
valuations remain the same (1 and 4). It can be shown that slight
changes in other conditions (the number of factories, production
capacity) either do not affect the value of the o.d. valuations or else
change them only a little.

1t should be mentioned that if 2 more reallsuc example were chosen
in which the number of types of factones is greater or in which the
ratios of productive capacities for the articles are different for the
same type of factory as well, then the number of possible values for
valuations n would be much more than 5 (assuming m=1) (as above:
8; 6-7; 4; 2-4; 2). In such a case {and also if productive capacities
change) and with slight changes in other conditions, the valuations
might change, but not greatly. Thus we obtain an important
property of the o.d. valuations which shall be called the srability
property.

CoNcLusioN 7. O.d. valuations possess a certain stability; with
slight changes in the conditions of the task (assortment quota,
number of factories, production capacities), the ratio of o.d.
valuations, as a rule, remains either unchanged or changes merely
a little.

This feature is extremely useful, particularly in the following two
cases. First of all, it makes it possible, in finding an optimal plan
and o.d. valuations, to confine the task initially to the moreimportant
and most representative types of factory, and by way of solving it to
determine the values of the o.d. valuations. Then the question of
utilizing the remaiming factories may be solved on the basis of
valuations already found, since the calculation for these factories



PRODUCTION PROGRAMMING AND THE VALUATIONS 217

cannot substantially change them. Thus, we shall arrive at an
optimal plan or one only slightly different. Secondly, when ascer-
taining changes connected with the operation of any individual
factory (for example, increase in its capacity, temporary stoppage,
etc.), calculations may be carried out starting from existing o.d.
valuations, disregarding those changes in them which may take place
as a result of accounting for the transformations at the given factory.

It is appropriate in this connection to draw attention to the
resolutions of the June 1958 Plenum of the Central Committee of the
Russian Communist Party and the report by N. S. Khrushchev On the
abolition of compulsory deliveries and payments in kind for work by
the machine and tractor stations, on the new order, prices and condi-
tions of state purchases of agricultural products which emphasize the
importance of a scientifically established system of prices that
reflects the dynamic changes in operating conditions and costs, while
ensuring at the same time the necessary stability of prices.

The Realistic Nature of O.D. Valuations

In our example, the ratio of valuations of the work in the manu-
facture of articles No. 1 and No. 2 was 1:4, This ratio is not fictitious
and can actually be realized, i.e. instead of four units of article No. 1,
one unit of article No. 2 may be manufactured and vice versa.
In fact, only one factory of type D need be transferred from the
production of article No. 1 to article No. 2 and instead of 200,000
articles No. 1, 50,000 articles No. 2 are obtained. In this manner
with a transfer in the reverse direction, instead of article No. 2 we
shall obtain the corresponding number of article No. 1 in the
proportion (1:4).1 Each of these transformations will change our
optimal plan to another optimal plan, corresponding to a slightly
different assortment quota. Thus we have:

ConNcLUsIoN 8. The ratio of o.d. valuations is realistic, that is, on
the basis of the equivalence determined by these valuations, some
units of one type of product can be replaced by a corresponding
number of units of another type of product and vice versa. More

+ This realism in the ratios of the optimal o.d. valuations once more shows
that they correctly reflect the ratio of costs in the manufacture of articles under
the given conditions.
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exactly, if for two articles the ratio of o.d. valuations of the work in
thesr manufacture is »:n, then broadly speaking it is possible to
carry out such changes in the programme that the quantity of the
first article will be reduced by some number of 7z units and the
quantity of the other article will be increased by rm units. With such
changes the programme remains optimal (for the changed assort-
ment requirements).

This property of the o.d. valuations is useful as it makes clear
what sort of changes can be made in the plan. It should be pointed
out that our usual prices are far from always having this property.
If it was planned to acquire 1000 roubles’worth of timber, it is
certainly not always possible to exchange this for cement worth the
same amount of money. In particular, rigid control of expenditure
by commodities reflects the lack of realism about relative prices—the
impossibility of exchanging certain materials and services for others
at such prices.

The difficulty arises not only from such exchange not being
permutted or because 1t is impossible for lack of the necessary
materials but because of a certain beltef that the two products are not
equivalent as regards their national economic significance and the
real magmtude of costs necessary for their production.}

Such an 1mpossibility of establishing valid price relationships
makes the calculations based on them frequently appear unreal and
the results derived from them in practice incorrect or else impossible
to attain.

Application of 0.D. Valuations

CHANGES IN THE PROGRAMME. As a result of their properties and
their connection with the optimal plan o.d. valuations may be used
with success 1 solving various problems of economic planning,

Let us assume that the previous programme (article No. 1—
2,500,000 umts, article No. 21,250,000 units) is changed and a new
task is set, namely: article No. 1—3,000,000 units, article No. 2—
1,000,000 umts. Can this programme be fulfilled? As the change is

1 An undisputed proof of such a situation 15 the (planned) losses of certain
factores, in particular in the heavy industry, which persisted for a long time.

Apparently 1t 15 thought jyustified for a factory manufacturing 1000 roubles™
worth of iron or steel to incur an expendrture of 1500 roubles (of other kinds).
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slight, we shall use the previous valuations (1 and 4). Evaluating the
previous task, we obtain:

2,500,000 x 11,250,000 x 4 =7,500,000.

The new target:
3,000,000 x 141,000,000 x 4 =7,000,000.

From the calculation it is apparent that the target is not merely
fulfilled, but may also be exceeded by

(7,500,000 — 7,000,000): 7,000,000 = 7 per cent.

And in fact, transferring three factories of type D from the produc-
tion of article No. 2 to the production of article No. 1, we obtain
3,100,000 of article No. 1 and 1,100,000 of article No. 2—a surplus
over and above the set task.

Second example. Three factories of type A are taken off the
production of the given articles. It is necessary to assess to what
extent this will affect the fulfilment of the programme with the other
previous conditions remaining the same, in particular as regards the
assortment ratio. As the type A factories in the plan of Table 4 were
used for the manufacture of article No. 1, the output of the three
factories which went out of production is as follows: 3 x 100,000 x
1=300,000. At an aggregate production valued at 7,500,000, it is
apparent that the total output is reduced by 4 per cent—the number
of article No. 1 must be reduced by 100,000 (4 per cent of 2,500,000),
and the number of article No. 2 by 50,000. As a result of three
factories having been removed from production, the number of
article No. 1 is diminished by 300,000. To restore the allocation,
one factory of type D is transferred from the production of article
No. 2 to the production of article No. 1. We then obtain a plan
(again optimal) in which the output of article No. I will amount to
2,400,000, and that of article No. 2 to 1,200,000—a 4 per cent
reduction in production.

CoNcCLUSION 9. O.d. valuations may be used in the calculation of
the possible fulfilment of a programme as a result of any small changes
in the plan target or in the productive capacity. To arrive at a
solution of the problem, it is necessary to evaluate the target or
productive capacity using the existing magnitudes of the o.d.
valuations, which satisfy the optimal plan.
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Comparison of Methods of Organizing Production

0O.d. valuations may also be used in the solution of another
important problem, namely in the choice of one of several possible
methods of organizing production, which should supply a varied
output. Let us consider some examples.

(1) To the given group of factories a new type of factory F
is added. If 1t is used for the production of article No. I, it wil]
supply 450,000 of them, and if for article No. 2, 150,000. Which is
preferable?

Let us compare the net production of both kinds on the basis of
the o.d. valuations, We obtain 450,000 x 1==450,000 and 150,000 x 4
=600,000. Therefore, it is more advantageous to produce article
No. 2 at this factory. As there will be an increase of 150,000, one
D-type factory 1s changed from the production of article No. 2 to that
of article No. 1 in order not to disturb the allocation ratio. We then
obtain:

2,500,000 + 200,000 =2,700,000 of No. 1 and
1,250,000 + 150,000 — 50,006 = 1,350,000 of No. 2.

The plan obtained 15 again optimal as it fulfils the prescribed
ratio (2'1) and the principle of profitability is observed (at valuations
1and 4.

(2) At one of the type E factories a new method of organizing
production 15 proposed whereby the production of both articles is
combined. The planned output is: 53,000 of No. 1 and 150,000 of
No. 2. Is this method advantageous?

The net production of the enterprise, as previously used, was (for
article No. 2) 250,000 x 4=1,000,000; by the proposed method it is
550,000 % 1+ 150,000 x 4=1,150,000. Thus, the comparison based
on o.d. valuations shows that the proposed method is preferable.
Having recourse to this method it is not difficult to construct a plan
in which the output of the group of factories of both types of articles
will be higher than the original one.

(3) 1t is proposed that A- and B-type factories co-operate so that
the aggregate output shall amount to 250,000 of article No. 2. Is this
advantageous?



PRODUCTION PROGRAMMING AND THE VALUATIONS 31
Evaluating production, we obtain:

for the factories as previously utilized:

100,000 x 1 +200,000 x 4=900,000;

as proposed:
250,000 x 4 =1,000,000.

Co-operation is advantageous. That the conclusion arrived at is
correct is confirmed by the programme given in Table 12 in which
such co-operation for the three pairs of factories A and B leads to an -
increase in the output of both articles.

TABLE 12, CO-OPERATION OF FACTORIES A AND B

Producti
Type of | Number of roduction of
. factory | factories | arficle No. 1| Article No. 2
A 2 200,000 —_
A+B 343 — 750,000
C 40 800,000 —
D 8;1 1,600,000 50,000
E 2 — 500,000
Total 2,600,000 1,300,000

It is interesting to see what we might obtain if we tried to solve these
problems starting from a priori valuations (or prices) differing from
the objectively determined ones. Let us, for instance, take valuations
20 and 35. Then, evaluating (in the first instance) the production of
type F factory in the manufacture of article No. 1, we obtain
450,000 x 20 = 9,000,000 roubles, and in the manufacture of article
No. 2 150,000 x 35 = 5,250,000 roubles. We reach the conclusion
that article No. 1 should be put into production, contrary to the
results obtained above. The conclusion is certainly incorrect. If we
followed this conclusion, we should deliberately obtain a non-
optimal plan. In the second instance, the use of these a priori
valuations leads accidentally to a correct conclusion (the same as

with o.d. valuations).
3 B.U.E.R.
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In Example 3, comparing the aggregate production of factories
A and B, the following actual and planned production is obtained
respectively:
100,000 x 20+200,000 x 35=
250,000 x 35

,000,000 roubles, and
,750,000 roubles,

therefore the proposed method results in the Jowering of the output
and should be rejected. The conclusion 1s certainly incorrect as
clearly shown 1n Table 12, as the use of co-operation gives an increase
in the volume of the programme by 4 per cent. The incorrect
guidance resulting from a prior: valuations is due to the fact that, in
distinctron to the o.d. valuations, they are not concrete, they do not
take account of all the circumstances (for instance, a sharp rise in the
demand for a given article).T

Even a comparison of the cost of producuion at a given factory
with its average values does not, in many instances, make it possible
to arrive at a correct conclusion on similar problems.

ConcLuston 10. O.d. valuations make 1t possible to compdre two
methods of orgamzing manufacture of different products, and in
particular to solve the problem as to whether some newly pioposed
production methods will result, under the given conditions, in
increased output.

For the purpose of such comparison it is necessary to use the o.d,
valuations m order to calculate the resultant (net) production in both
methods of production, and to choose the method for which the total
valuation of output 1s higher (principle of profitability). The use of
a priori valuations (or of prices) in the solution of such problems, as
distinct from the objectively determined valuations, may lead to a
wrong decision,

Of course, this conclusion should not be understood to mean that
the existing methods of economic analysis must not be applied insuch
problems, but only that the method of o.d. valuations enables one to
reach a closer approximation to an optimal solution under given
condittons. The usual methods furnish results which are the better
the more closely the valuations used in them {price, cost) approach

1 The of the o.d 1
reflected in the requisite allocatmn‘ derives ﬁ-om the mfluence of the allocation

on the of costs to articles the
of which is
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o.d. valuations. However, in so far as in the application of o.d.
valuations only their relative values are of importance (the result of
comparison will not differ if they are all changed in proportion), then
a priori valuations may lead to correct results even if they do not
coincide with the o.d. valuations, but are only proportional to them.

Let us note further that with the aid of 0.d. valuations the problem
of a reallocation of the task may be solved. Let us assume that in
each of two different groups of factories the task is allocated in the
best possible manner to individual factories. Then, if the ratios of
o.d. valuations for both groups should differ, such as ratios of 1:4
and 1:3, this shows that it would be advantageous to carry out a
reallocation of the task, that is, to transfer part of the output target
of article No. 2 from the first group to the second, and of article No. 1
in the reverse direction. As a result of this, the total output at both
groups will increase for each article.

More Complex Cases

The example considered was particularly easy to solve as the
problem was to allocate the programme for two articles only. It
should be pointed out that with the more complicated task of allocat-
ing a programme for several articles, the method in which we first
found the optimal plan is not applicable.

However, all the conclusions concerning o.d. valuations, and also
other methods of arriving at an optimal plan based on them, retain
their full validity with not only two but more articles as well.

A suitable example based on several types of production is given
in the following section, in which the problem is essentially the same
although formulated somewhat differently.

A systematic exposition of the computational methods of arriving
at an optimal plan is given in Appendix II.

Section 2, Allocation and Choice of Means for Work
Performance

Statement of the Problem

Let us now consider the question of constructing an optimal plan
of allocating means for performing a total amount of work by using
the same methods. In order to show the essence of the problem we
consider it once again schematically.
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Let us assurne that it is necessary to complete some total quantuty
of work simultaneously (agricultural, excavation, work connected
with transport), These projects may be split into several types
according to their character and conditions (agricultural work into
nllage, harrowing, sowmng, harvesting the crop; excavation into
planning of the plot, siking of pits, ditches, culverts; transport into
transportation of various kinds of load over various distances, etc),
Various means can be used 1n carrying out these operations (several
types of tractors, combines, harvesting machines for agricultural
work; excavators, graders, scrapers, spades for excavation; motor
lorries, tipping lorries, conveyors, narrow-gauge railways, wheel-
barrows for transport).

The majonity of the means of production and transport may be
used for several types of work and there exist standard indices of
their efficiency 1n various operations. For each type of work one of
the means will be the most effective (resulting in the lowest cost and a
correspondingly lgh productivity). However, such means are not
always available in the necessary quantities. In many cases, when
one wishes to accelerate the work but is restricted to a certain set of
machines, 1t becomes necessary to utilize fully all available means
even if they are hardly swtable. Yet one must ensure that the given
total amount of work ts completed in the shortest possible time,
So one has to abandon the 1dea of using each means exclusively on
operations to which 1t is best suited.

We shall also deal with the question of allocation of means under
prescribed conditions. Let us consider a practical numerical example
of several types of operations and means {(machines).

ExAmrPLE. The daily standard output of each machine (means of
production) on each type of operation for which it can be used is
shown 1 Table 13. This gives the volume of operations {expressed in
units of measure corresponding to the given type of work: hectare,
cubic metre, ton-kilometres).

It is necessary to indicate the optimal allocation of means, ie.
an apportioming which would enable one to complete the given
amount of work within the shortest time.

This example does not essentially differ from the example of
Section 1, as the mdividual machines here take the place of factories,
and the volume of work for each type corresponds to the number of
articles.
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TABLE 13. STANDARD OUTPUT

Type I I I
Machine | Operation

Volume { 5000 | 10,000 | 10,000

Type Number Standard daily output
A 20 4 10 11
B 50 04 — 10
C 30 — 4 6
D 100 04 2-5 2:5

SoLuTION. When the number of operations exceeds two, the first
method cannot be used to establish an optimal plan, and it is
necessary to apply the method based upon finding o.d. valuations.
Let us use the second method (p. 17 and further). In the first place,
it is necessary to determine these valuations if only roughly. For
this purpose, we calculate the total daily output of all the machines
on each type of operation. We obtain:

For type 1 20x44-50% 044100 x0-4=140
For type 11 20x 10+30x4+100x2-5=570
For type III 20 x 11450 % 10+4+30x% 6+ 100 x 2:5=1150.

Since labour inputs in the operations are inversely proportional to
the output and since the aggregate outputs are in an approximate
relationship of 1:4:8, it is natural to adopt as rough approximations
in the corresponding valuations of labour input the inverse ratios,
ie. 1:3:3or8:2:1.

Using these conventional valuations, we can calculate the daily
production of each machine for each type of operation (Table 14).

TaBLE 14. DAILY PRODUCTION OF TABLE 15. DAILY PRODUCTION OF
MACHINES ON EACH OPERATION MACHINES ON EACH OPERATION
(ACCORDING TO VALUATIONS (ON THE BASIS OF VALUATIONS
8:2:1) 25:4:1)
Operation Operation
Machines Machines
1 II III I 1I 111
A 32 20 11 A 100 40 11
B 32 — 10 B 10 — 10
C — 8 6 C — 16 6
D 32 5 2:5 D 10 10 2-5




36 THE BEST USE OF ECONOMIC RESOURCES

Let us also calculate the aggrega(e volume of oper:mons and the
total capacity of the hi g 1o these val
For the aggregate volume ofopemtrons we obtain

5000 x 8+ 10,000 x 2+ 10,000 x 1 =70,000 conventional units,
Inso far as the daily output of the hines on the various op
differs, we calculate it roughly, ing that each machine is used
in the best possible manner, i.c. the highest number is chosen in each
series. Then, for the aggregate daily output we find

20x32+50 % 10430 % 8+ 100 x 5=1880.

From this we may arrive tentatively at the time (an underestimate
compared with time actually required) for the plish of the
total of operations as 70,000/1880==37 days. We now determine
the means for the completion of each operation. For operation I we
shall use mostly machme A because this operation is the most
profitable for machine A (see Table 14; maximum outputs according
to the given valuations are in bold type). However, the total output
of these machines for a given operation in the course of 37 days will
amount to only 20x37x4=2960 as against the necessary 5000.
Consequently, 1t 15 necessary to put into operation I an additiona)
machine, namely machine D provided that the output for operation I
1s near the maximum (3-2 as agamnst 5). The production from
machtnes of type D on operation I will amount to:

100 x 37 x G 4=1480.

But this, too, 15 insufficient. It will, therefore, be necessary to utilize
on the given operation some machines of type B as well. For
operation 11 the most switable are machines C and D of which there
seems to be a sufficient number; and for operation I11 the B machines
of which there also is a surplus. In Table 14 in each line the bold
figures show which of the machines we intend to utilize in the
optimal plan on the corresponding type of operations. From this it
is easy to determine the o.d. valuations. Let us adopt, as we did
before, for type I operations the valuation m=8. As we intended to
utilize machine D both for operations of type T and 11, the valuationn
of operation II should be such that an equal valuation of production
is obtained (equal profitability) for both operations, i.e. (see Table 13)
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we should have 0-4 m=2-5 n; 0-4x8=2-5 n, or n=1-28. Further,
if it is intended to use machine B for operations I and III, the
r valuations for operation III will follow from the condition
0:4 x8=10 X r; from which r=0-32.

We thus obtain for the valuations of operations the relationship
8:1-28:0-32 or 25:4:1. We repeat the same calculations as above,
starting from these new valuations. The valuation of production
(with new conventional units) is given in Table 15.

5000 x 254-10,000 x 44- 10,000 x 1 =175,000 conv. units.

For the daily output of all the machines:

20x100+50x 10+ 30 x 16+ 100 x 10=3980 conv. units.

Hence the time necessary for the completion of the operations is
determined as 175,000/3980=44 days.

Let us verify if in fact all the operations could be completed within
that number of days. It is moreconvenientto start from operationI1I.
It should be completed by machines of type B for which 1000 machine-
days will be required or 1000/44=23 machines. The remaining
machines must be used in operation I.

On operation 1T, machines C will produce 30 x 44 x 4= 5280 units
in 44 days. The remaining 4720 units must be provided by machines
D which requires 4720/44 x2:5=43 machines. The remaining
57 machines of type D must be used on operation I. Then, for
operation I, 20 A-machines, 27 B-machines and 57 D-machines will
produce

44 % (20 x 4 +27 x 04+ 57 x 0-4) =4998,

i.e. indeed in the course of 44 days the whole set of operations will be
completed. The corresponding plan is shown in Table 16. That it is
optimal and the valuations objectively determined can be easily
proved by verifying the following two circumstances: first of all, the
completion of the ratio required by the plan. This is directly evident
from Table 16.

Secondly, it is apparent from Table 15 that in the given plan the
machines are utilized in the most profitable manner (they furnish the
maximum output if the operations are valued in the proportions
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25:4:1). These two circumstances, as already known (Conclusion 4),
ensure that the plan is optimal and the valuations objectively

determined.
TaBlE 16. OPTIMAL PLAN

‘Operations
Machines Total number
1 I i of machines
A Number| 20 - — 20
Output 3520 — —
B Number | 27 — 23 56
Output 475 — 10,120
C  Number | — 30 — 30
Qutput — 5280 —
D Number | 57 43 — 100
Output 1003 4720 —
Total output 4998 10,000 10,120
Valuations of Machine Prodi and Their Applit
In this example, as in the previous one, the features of the od.
valuations could be d rated again (Conclusions 6, 7, 8) and the

use of the o.d. valuations for the solution of various problems
connected with changes in the plan could be quoted as analogous
examples to the preceding ones. Let us quote only one example to
explain some new aspect of the problem. Let us assume that it is
necessary, in addition to the operations shown in the plan, to complete
an operation of a new type IV to the amount of 2500 units and that
this operation can only be carried out on machine C (with a norm of
8 umits per day) or by machine D (with 2 norm of 3 units per day).
‘Which of the machines should be used? As the volume of operations
is small in comparison with the whole plan, it is possible (because of
the stability of the valuations) to use in the solution the values found
above. From Table 15, we see that the valuation (of daily produc-
tion) for machine C equals 16 and as for the completion of a unit of
operation IV with machine C } of a day is necessary, unit costs will
amount to 16x$=2 conv. units. From the valuation of 10 for
machine C, it follows that when the latter is used on operation IV
(3 of a day per umit), costs amount to 10/3=3-3 conv. units. So we
see it is best 1o carry out operation ¥V with machine C. From this it
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is also apparent that the valuation of one unit of operation IV will
equal 2. To what extent will the time for the completion of operations
be increased by adding operation IV? The valuation of the whole
volume of operations IV will amount to 2500 x 2= 5000 conv. units.
As the daily total production of the machines constitutes 3980 conv.
units, it will be necessary to spend a further 5000/3980=1-26 days,
therefore, together with the previous operations, 45-26 days.

Let us note that in solving the given problem, in addition to
obtaining unit valuations of each type of operation, valuations were
also produced for each machine. And this is the daily production of
a given machine expressed in conventional units, we find on those
operations for which it is used in the optimal plan in our example
(Table 15), 100 for A, 10 for B, 16 for C, and 10 for D. These
valuations, as may be seen, were helpful in solving the problem just
considered: the choice of a suitable machine for operation IV. We
made the choice following the principle of profitability, viz. on the
basis of these valuations. This may be formulated as follows:

ConcLusioN 11. In the allocation of operations, each machine has
an o.d. valuation (or more correctly its productivity) as well as a
unit for each type of operation. This o.d. valuation equals the daily
production (in conv. units) of a given machine in those operations on
which it is used in an optimal plan.

With the aid of these valuations the problem of suitable means for
a given operation can be solved. One must be guided by the principle
of least costs and the greatest profitability: costs must be evaluated
from the machine time necessary for the completion of a unit
operation and from the machine o.d. valuations, and of all the
possible means the cheapest must be chosen.

Using valuations of production and of the productivity of the
machines simultaneously, an optimal plan together with the
methods used in it may also be shown differently. If we carried out
for a given production method (the completion of a fixed operation
by means of a given machine) a comparison of aggregate valuations
of daily production with cost valuations (machine-time spent accord-
ing to o.d. valuations), it would become evident that these valuations
agree with the methods used in the optimal plan. For instance, for
machine C on type II operation

4x4=16x%x1
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while conversely, for the methods not used, the valuation of pro-
duction is lower (more exactly £); for instance, for operation Ii

on machine A
4x10<100x1

In other words, in the optimal plan methods used are justified
(no loss); the production justifies the costs incurred: conversely,
the methods not used 1n the optimal plan are, as a rule, not justified:
in every case, the valuation of production for these is lower than or
equal to the valuation of costs incurred (all on the basis of o0.d.
valuations).

This situation has an understandable economic meaning: o.d.
valuations determine the necessary expenditure on production, under
given conditions, and the optimal plan may therefore be confined
to those methods m which expenditure per unit of production is
shown to be equal to necessary expenditure.

Let us analyse i detail an application of the o.d. valuations in a
second problem which was not touched upon in the first example.

Allocation of Means of Production to Production Units

Let us assume that the type of operations referred to are carried
out at three production units. The means of production are allocated
to these units and the plan of operation for each given. The corre-

TaBLE 17 ALLOCATION OF MEANS OF PRODUCTION BY PRODUCTION UNITS

Production | Means ‘ Pro- | Allocation of means by operation | Time
umt | €ans ¢+ gramme (in machine-days) (in days)
1st A—10 | 13000 450(A) + 3050(B)

B—50 | 114000 160(A) + 610(C) 61
c—10
20d | D—100] 12000 5000(D)
1112000 800(D) 58
3rd | A—10 | 116000 | 600(A)
c~20 |m—8000 | 30(A) + 1260(C) 6

sponding data are shown in Table 17. In the last column but one the
operation of each type of machine in machine-days used for the
given operation 1s shown, in the last column the time taken for the
completion of the operation at a given production unit.
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It is easy to verify that at each production unit available means are
utilized in the best possible manner and the plan is completed in the
shortest possible time. The allocation of operations in the first two
sections is only practicable when the available machines are fully
utilized.

Considering the totality of operations and means at the three
production units, we see that of type I operation there are altogether
3000+2000=5000 units, of type II—10,000 units, of type 11—
10,000 units; there are 10+ 10=20 machines of type A, 50 machines
of type B, 30 machines of type C, 100 machines of type D; indeed,
just the target and means as in the problem considered above.

TABLE 18. REALLOCATION OF MEANS OF PRODUCTION BY PRODUCTION UNITS
SO AS TO SHORTEN THE TIME NECESSARY FOR THE COMPLETION OF OPERATIONS

Production Means Pro- Allocation of means by operation | Time
unit gramme (in machine-days) (in days)
Ist A—17 | 1-3000 748(A)
C—23 | 114000 1012(C) 44
2nd A3 1—2000 132(A), 1188(B)
B—32 | III—2000 2508(D) 44
D—57 220(B)
3rd B—18 | 1II—6000 308(C), 1829(D)
C--7 | III—8000 792(D) 44
D43

Why does the task now require an average of 61 days while before
44 days appeared sufficient? The means are improperly allocated
among the production units. In order to complete the operation in
44 days they would have to be allocated differently, for example, at
the first production unit 17 machines of type A and 23 machines of
type C. Such an allocation is shown in Table 18. In this example the
machines will be operating in accordance with the use adopted for
the optimal plan of Table 16. In other cases it may prove more
convenient to carry out a reallocation of the plan by production
units or a partial reallocation of means of production and a partial
reallocation of the plan.

Given some plan of allocation of means and operations by
production units, it is clear at once whether such a plan is rational or
irrational if we try to establish a system of o.d. valuations for the
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various types of operations (or machines) in it. Forming the ratios
of the valuations of operations (assuming that machines A and alsp
machines D are utilized on operations of type I and III) under the
plan given in Table 17, inconsistent ratios are obtained:

4m=11n G4m=25n

Consequently, this plan is not rational (see Conclusion 5). On the
other hand, the system of valuations for the plan of Table 13
conforms to the principle of profitability (m=25; n=4; r=1) apd
thus confirms its rationality.

It 1s 1mportant to note that such improper allocation could pass
unnoticed 1f no special analysis was carried out as to what constitutes
the optimum of an aggregate plan since at first sight everything
would appear to proceed properly: the machines used to full capacity,
the targets fulfilled. The plan is not rational because one machine of
high quahty 1s wsed for ively ordinary op ions, and a

lex and labour ing operatton is carried out by haud or
by simpler machines. But thts may remain unnoticed for at the first
production unit 2 complex machine might be used profitably for light
operations (on the basis of the adopted calculations) and as the
machine 1s available, it is justified to use it for this operation; at the
second production unit the hand operation, or by a simpler machine,
1s also justified since the appropriate machine is not available at this
umt. Such ncorrect allocation of means is usually accompanied by
unavoidable delay.

Losses of this nature from an inferior allocation of means or
operations are unfortunately frequent in our country.

Thus, 1n the past, during the spring sowing period in one district
tractors were sometimes used even for light operations (harrowing) if
they were available 1n sufficient numbers and supplied with fuel; while
in an adjacent district even ploughing had to be done with horses.

Excavators may frequently be used for the digging of small pits and
other shallowwork requiring frequent movement. Thisexplains thatits
Joad coefficient ss Jow. At other places where this excavator could be
working at full load, important excavations are carried out by hand.

Similar situations also frequently arise in transport and other
activities.

The schematic solution of the problem considered above was
worked out on the basis of consolidated indices, and ignored a whole
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series of specific features; it does not, of course, fully exhaust the
question of the efficient organization of operations and the choice of
means.

A practical detailed plan of operations must consider all the
conditions accompanying each operation, the peculiarities of the
operation of individual machines, costs of each type of operation and
so forth. However, the preliminary schematic plan on a basis of
consolidated data and the derived values of o.d. valuations can help
substantially in the working out of such a concrete plan and provide a
fundamental guide as to what means should be utilized for given
types of operations, and how to allocate means to consolidated
sections by considering the volume and type of operations. Thus, as
a result of the construction of such an aggregate plan it becomes
possible to analyse each concrete problem (such as the choice of
means for a given operation) and to evaluate, even though only
roughly but objectively and quantitatively the whole concrete situa-
tion (the prevalent types of operations in other places, the limited
supply of means of one type or another). This is bound to furnish
considerably better results than the usual way of solving problems in
isolation and then later some mechanical linking of solutions. The
use of the proposed system of allocation of means may prevent the
considerable losses which occur at present.{

At each production unit taken individually, the conventional
methods of economic analysis combined with experience use, in
many instances, available resources efficiently enough to produce a
plan that approximates optimal conditions without recourse to
special calculating methods of finding an optimal plan and o.d.
valuations. However, a simultaneous assessment of conditions and
resources at a whole series of production units proves difficult to
accomplish with conventional methods, and the possibilities of
increasing efficiency as a result of reallocation remain often un-
realized. Problems of such joint utilization of productive capacity
and reallocation of the programme (specialization, co-operation) in
the regions could be easier achieved with the creation of sovnarkhozy
(economic councils). Doubtless, the use of methods of optimal
planning should prove highly fruitful in the solution of these
problems.

+ We return to the analysis of this problem below (Chapter II, Section 5).



CHAPTER 11

MAXIMUM FULFILMENT OF THE
PROGRAMME WITH AVAILABLE
RESOURCES.
VALUATIONS OF FACTORS OF
PRODUCTION

Section 1. General Propositions

Statement of the Problem

Only in comparatively few cases do we find the conditions outlined
in Chapter 1, namely: all costs are divided into (1) fixed expenses,
independent of the chosen method and type of production being
carried out at a given factory or farm (in the examples—expenditure
on labour of the factory and on machines), and (2) proportional-
vatiable costs, representing a fixed value per unit of each type of
output whatever methed of production is chosen (in the examples—
expenditure on materials is the same no matter at which factory a
given type of article 1s produced),

Usually, a change m the method of manufacture of a given output
entails a substantial change in costs both quantitatively and in
composttion: some items of expenditure increase, others become
smaller. In such cases, the method of solving the problem quoted in
Chapter I, based only on ascertaining objectively determined valua-
tions of production without analysing individual costs, seems
insufficient. In questions of this kind it becomes necessary to
consider fully all basic factors of production.

The problem is formulated in the following manner. A given
production unit of the national economy (a factory, sector, an econo-
mic district) has available for the planning period certain resources of
basic factors of production (labour force, equipment, productive

capacity, raw materials, other materials, electric power and natural
44
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sources of energy). For certain types of input, instead of limiting
their resources there may operate norms limiting their cost per unit
output. A production unit is set a fixed task in terms of output of a
given assortment, or a task of fuifilling some plan of different kinds
of work, giving at the same time the order of priorities for their
completion (if the plan is not fulfilled or exceeded). The given plan
may be allocated in various ways among the productive units. For
the same types of production various methods of manufacture may
be applied (techniques, organization of production) using different
kinds of resources.

The problem consists in the construction of an optimal plan—in
such a work allocation and a choice of manufacturing methods that
within the fixed time (and with the available resources) the highest
possible fulfilment or the maximum over-fulfilment of the plan may
be attained.

We encounter problems of this type in instances such as these.

If a factory with a fixed quantity of means of production is set a
plan, its problem becomes the optimal over-fulfilment of the plan
with the available means by organizing production in the best
possible manner and by choosing the best possible technological
processes. In particular, this type of problem arises when ensuring
the fulfilment of commitments taken on in emulation. Similar
problems are met in planning the work for groups of factories.

A like problem arises in carrying out a construction plan when as
much of such a plan as possible to be fulfilled by the most efficient
allocation and use of available resources (the labour force, building
materials, stocks of machines and fleets of vehicles).

For short-term planning, in so far as one has to start from existing
resources, costs of production must be determined not by potentially
better methods but by methods which can be used in the given situa-
tion and under actual conditions. In choosing likely technological
processes and methods of organization of production it is necessary
to take account of limiting conditions—such as the equipment
available or output capacity. Here an analysis of factors used
in production or which influence the latter plays an important
role.

In this section, rather than following the method adopted in
Chapter I, we shall find it more convenient to start by stating the
basic conclusions to which the analysis of a given problem leads; we
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shall then illustrate such an analysis on practical examples and
explain at the same time the particular role of individual factors.

Classification of Factors of Production

The allocatson of the production plan and the choice of methods
of production substantially mfluence the volume of the task that can
be completed. Of all the methods of organizing production there is
always one optimal method (plan) which ensures the highest over-
fulfilment of the production task. To arrive at such an optimal plaa
it is of primary importance to have a correct allocation of the plan
and of available resources.

These resources may usually be reduced to four groups according
to their use.

1. Factors used m fixed proportions per unit of each type of output
in an amount independent of the choice of methods of production and
of the total output. For mnstance, in the motor car industry, for each
motor vehicle a fixed number of tyres are used which come from
another factory. It 1s presumed that the supply of such factors i
adequate for the volume of output that could be achieved.

1. Factors used in fixed amounts include factors (types of
input) used to the same amount independently of the planned
volume of output and of the methods of production selected
(for instance, management expenses, safety precautions, lighting 2nd
heating).

1II. Non-hmiting (surplus) factors which under given conditions
remain 1n surplus whatever the choice of methods of production (for
instance, some types of equipment, water), and the surplus of which
cannot be utilized.

IV. Substantially varable factors which are available in limited
amounts, of which the cost per unit production depends upon the
method of production chosen. It 15, however, presumed that this cost
is independent of the volume of output produced.t

The problem of the best utilization of the factors of the last
category must now be considered.

The most important among the factors of this group are: the

1 The latter condition for factors of group IV 1s somewhat restrictive and not
always sufficiently closely satisfied; but as far as known, it is indispensable for
the present analys:s.
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labour force (of different grades), productive capacity of individual
types of equipment, electric power, fuel, certain materials, production
space and, in many instances as well, land, water and other natural
wealth.

The number of consumed factors is quite large, but in the analysis
of their costs it is usually possible to reduce this number by consolidat-
ing a whole series of costs into one index (for instance, the operating
time of a machine and all the expenditure connected with it: labour
time for operating and servicing the machine, time the machine tool
is in use, lubrication, maintenance and other servicing, electrical
energy).

We speak of the utilization of a given factor irrespective of whether
it is actually consumed in the manufacture (materials), or merely
occupied or hired for a given period (equipment, production space,
land in agriculture).

Among all the productive factors labour occupies quite a special
place since it is the only source of value produced. And besides direct
expenses of live labour we must also take into account the expenditure
of stored-up labour represented by such factors as materials, services,
wear and tear of equipment. Moreover, in so far as the productive
ability of live labour depends upon the conditions of its application,
in particular upon the associated equipment, and in so far as produc-
tive capacity and space at our disposal are limited, one cannot omit
from the valuation the use of such equipment in production as a
particular type of cost, for the absence of such a valuation would
render the plan unrealistic.

In analysing the problem of constructing an optimal plan, it is
apparent that factors used in fixed proportions may be excluded
(since their cost for a given plan does not in fact depend upon the
choice of a particular plan),{ as well as constant factors, and finally
those which are not limiting in the sense that a reduction in their use
is not essential. Thus, only the analysis of the substantially variable
factors is of importance.

In a schematized form the task of constructing an optimal plan
covering a certain period (the task of short-term planning) may be
formulated in the following manner.

+ This means, in essence, that in production one considers not the article in
itself but its manufacture on the basis of expenditure of raw materials, semi-
manufactures, etc., according to fixed norms.
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Resources are available for the planning period, that is, varnious
types of factors of production exist or become available in given
amounts. It 1s necessary to produce certain types of goods in fixed
proportions (assortment). For each type of product there are one or
more liy feastble hods of e, the structure of
inputs of each of which 15 gtven—it is known in what quantities
factors of production used in a given method are required (consumed
or utilized) per unit output.

An optimal plan has to be constructed, therefore it is necessary
to show what quantities of each type need be produced by each
method, so that the aggregate requirement of factors of production
does not exceed the given resources, and such that production is
carried out 1n the specified quotas and in the highest possible volume,
This task, representing an idealized and simplified model of the real
task of short-term prod lanning, is idered further and the
conclusions reached below relate directly to it. In the real task of
economic planming this model represents only a certain approxima-
tion.} For this reason, the conclusions reached may also be applied
only approximately. However, as usually happens in scientific
analysts, these lusions are of sut ial importance both for the
quantitative and the essentially qualitative analysis of the real
planning tasks,

Objectively Determned Valuations of Factors of Production

The question of the utilization of resources which are available in
limited amounts, the cost of which is dependent upon the choice of
productton has been discussed already in Chapter I, Section 2.
Let us turn back to the result obtamed for this problem. We con-
structed an optimal plan and o.d. valuations for each type of
operatton. The feature of the optimal plan here was that cach
machine was used at the highest degree of efficiency (the valuation of
output was the highest). Tn addition to this we obtained valuations
of operations per day (daily productivity) for each machine or of the
cost of factors of production (Conclusion 11). Hereitb id
that the optimal plan may be characterized with the aid of these

1 For 1nstance, 1t ts only possible to calculate approumately the increass in
those costs (substantrally variable factors) 1n production with a given method
which are proportional to the volume of output (even if fixed costs are excluded)
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valuations as satisfying the principle of profitability as in each type
of operation those machines are used which are the cheapest, if the
daily cost of operation of each machine is accounted for on the basis
of the valuations mentioned.

_As we shall see below, this proposition holds also for other types
of factors of production, i.e. each factor has its valuation, and the
optimal plan is constructed on the principle of minimum costs.
For these valuations the propositions are similar to those of the
valuations of production. We shall state these propositions in the
form of the following conclusions.

CoNCLUSION 12. A definite system of o.d. valuations of variable
types of costs exists and is related to the optimal plan in such a
manner that by using them the plan satisfies the principle of pro-
fitability (minimum costs). In carrying out each type of production
(or operation) those methods are utilized for which the total expendi-
ture of factors of production (based on the o.d. valuations) is smallest.

Conversely, if with a certain plan of construction (1) productive
factors of group IV are fully used, (2) the required quota of each
type of production is obtained, and (3) a system of valuations of
basically variable factors exists such that for a given plan the
principle of profitability is observed, then such a plan is optimal and
the valuations are objectively determined.

Thus, as in the previous statement (and with the aid of similar
methods), o.d. valuations may be used both to verify that a given
plan is optimal and to find such an optimal plan.

Further, in the o.d. valuations of factors of production those
features are preserved which were given above for o.d. valuations of
production in Conclusions 6, 7, and 8.

CONCLUSION 13. Objectively determined valuations of factors of
production are concrete; they are determined by allowing for the
totality of cost conditions (resources of these factors, production
programme, methods of production). In particular, a reduction in
the resources of a given factor or an increase in the rate of production
in which the latter is consumed is normally related to an increase in
the o.d. valuation of such a factor. For slight changes in the condi-
tions, o.d. valuations usually do not change or change only slightly.
The ratio of the o.d. valuations of factors of production may be
realized by using a certain amount of one of these factors. It is
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possible to achieve a corresponding reduction in the quantity of
another factor.

Objectively determined valuations of factors of production may be

used 1 solving various problems arising from the plan, Examples
will be given below where more practical problems are considered,

The ing of o.d. valuations of individual factors of
production will then be analysed in more detail.
In a whole series of cases of planning one finds requi other

than those of achieving a maximum output of a required composition
from given resources. For instance, we may be interested (for a given
volume of output) m the maximum reduction of cost per unit output
(where relative costs are given), in the maximum reduction of one
type of cost (for instance, labour) while observing the limits set for the
remaining types. It 15 nearer reality when only some main types of
production and expenses may be planned in natural units and the
remainder accounted for 1n a summary form at cost. Some of these
tasks may be smmilar to those already considered (for instance, the
first). However, it 15 essential that the analytical methods as well as
the final conclusions regarding the existence of o.d. valuations
characterizing an optimal plan apply to these tasks as well.

Let us constder yet another problem. We saw in the example of
Chapter I, Section 2, that the valuations of factors of production
were calculated from valnations of production. On the other hand,
1f 0.d. valuations of factors of production are known, it is possible to
determine with their 2id production valuations by calculating the
total cost per unit output from the method used in the optimal plan.

Thus, 0.d. valuations are determined both for factors of production
and for outputs.

However, as 1t was shown (Conclusions 2 and 12), one of these
two systems of valuattons often proves sufficient to characterize an
optimal plan. In a more complex case, when several types of output
are obtained simultaneocusly, and where it is not possible to show
directly which of the costs should be related to which product, a
single system of valuations is msufficient, and to attain the optimat
plan both systems have to be used. The optimal plan in such a case
is characterized in the following manner.

ConcLusioN 14. In a complex production plan, a fixed system of
o.d. valuations of factors of production and of all types of production
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is related to the optimal plan. Here the principle of profitability
holds for the optimal plan, that is, for the niethods of production
used in the optimal plan, the valuation of total costs agrees with the
valuation of total production,] while for those methods which are
not used in the optimal plan, it is higher than or equal to the
valuation of production.

Let us note that this general criterion of the optimal plan
includes also the two special cases quoted when it is possible to limit
the requirements to valuation of production, or of costs, alone. Its
application to such a problem is illustrated by the example in
Chapter I, Section 2 (p. 39).

Section 2, Valuation of Factors of Production which
Increase Labour Productivity

Statement of the Problem

Let us consider the problem of the use of resources when there are
only two variable limiting factors: labour, and some other factor
which increases labour productivity. The amount of the latter factor
is limited and the problem is how best to use it. Fairly often,
electric power or fuel, etc., may be such a factor. We analyse the
problem in its pure form when the scarcity cannot be changed by
man and the factor must be used economically. The only other
variable factor is labour; we shall assume that further factors (such
as equipment) are available in sufficient quantity. Such a problem is
fairly frequent in practice. For this reason it is interesting to find a
solution, but the problem is also important in the general train of
our argument. We shall demonstrate this method by a concrete
example.

ExampLE 1. Let us consider the question of drawing up a monthly
plan for some section of a factory which has to perform consecu-
tively a whole series of production tasks: I, II, III, and so on. The
labour force (of one type only) and electric energy are the only

1+ It should be borne in mind that the extent of using the methods is unlimited,
or at present, not exhausted. Should this not be so, corrections are introduced
for methods fully utilized: in such methods the valuation of production is not
less than total cost (see Appendix I, p. 275).
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variable factors. The number of operating hours per month is 5000,
the given limit for electric energy is 21,000 KWh.

Requirements of labour and electric energy mecessary for the
completion of each of the tasks is given in Table 19. Because of the
shortage of electric power, in addition to the basic (power-intensive)
variant A for the completion of the task, a variant B (labour.
i ive) is avatfable which izes powet by i ing the use
of labour.

TabLe 19. REQUIREMENTS OF LABOUR AND ELECTRIC ENERGY

Vanant A Variant B
Task Requirement of Requirement of
Labour force | Electric energy | Labour force | Electric energy

() (kWh) () (KWh)
1 300 t 4000 500 2000
1] 500 9000 1000 3000
I 500 §000 800 5000
v 1000 i §000 2000 2000
v 1000 6000 1500 3000
VI 200 2000 500 1000
Vi 100 " 500 200 500

Thus, for instance, electric welding and electric cutting of metals
may be replaced by riveting and mechanical cutting; certain types
of operattons may be transferred to machines consuming less power
although they may be less efficient for hardening; electrical may be
replaced by thermal hardening,

An optimal operating plan has to be drawn up for a given pro-
ductive unit and production methods have to be chosen which ensure
the maximum fulfilment of the plan (the highest number of tasks}
while not exceeding the limits of the given resources. In essence,
productive methods have to be chosen correctly in order to achieve
the requisite economy in electric power.

In such instances, current prices and tariffs frequently do not
furnish the means of obtaining an optimal solution of the problem.
For instance, let us assume that these prices constitute 2 roubles per
hour of working time and 14 kopecks per kilowatt hour of electric
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energy.t Then it will become evident that the high-energy variant A
is cheaper for all tasks. Thus, for task I, we have

300 x 244000 x 0-14=1160 < 500 x 2+ 2000 x 0-14 = 1280, etc.

Therefore, starting from the above prices it is difficult to determine
how to achieve economy and the solution may prove to some extent
arbitrary. For instance, for the first task the power-intensive variant
will be chosen, ensuring the speedier completion of the operations

TABLE 20. ARBITRARY PLAN

Requirements
Task Chqsen
variant { Labour force | Electric energy
(hr) (kWh)

1 A 300 4000
1I A 500 9000
111 B 800 5000
v B 2000 2000
A" B 1500 3000
Total 5100 23,000

and for the subsequent ones the labour-intensive variant so as not to
exceed the given limit of electric energy. Such a plan is shown in
Table 20.

This plan ensures the fulfilment of five tasks only by slightly
exceeding the operating time (overtime) and the limit for electric
energy.

The Optimal Plan and O.D. Valuations

Let us now take the problem of finding an optimal plan. For this
purpose we shall use the first of the methods based on o0.d. valuations.
The valuation of the operating time will be expressed as one unit and
we shall select an 0.d. valuation for electric energy. For each task we

1 As this and other illustrating examples are somewhat arbitrary and have for
their purpose only the demonstration of the principles of the method, all prices,
tariffs and other numerical data are taken approximately.
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‘TABLE 21. EFFICENCY OF SAVINGS

Trapsfer from vaniant A to variant B

Task | savings of electric | Additional fabour | Hours of operating
power (kWh) force (hr) time (per kWh)
I 2000 200 010
1 5000 500 008
m 3000 300 010
v 2000 1000 025
v 3000 500 017
vI 1000 300 030

shall show how many man hours are lost per kilowatt hour of electric
energy saved m passing from method A to method B. The relevant
calculation 1s given m Table 21, Using method A, say for the first
six tasks, requires 35,000 kWh of electric energy. In accordance with
the limut set (21,000) 14,000 kWh must be saved.

From Table 21 1t 1s clear that a saving may be achieved with the
least expendrture in labour by transferring to method B consecutively
tasks I, 1, 1T, 20d V. 16 1s encugh to convert these four tasks as the
resulting saving will amount to

6000+ 2000+ 3000+ 3000= 14,000 kWh,
The plan thus obtamed (Table 22) is optimal for this case. In this
plan, as compared with the arbitrary one, the task 1s better fulfilted
and there 18 no excess expenditure in electric energy or labour force.

TarLe 22 OPTIMAL PLAN

Expenditure

Chosen {————7——————

Task | Gariant | Labour force | Electric energy
(hr) kWh)
1 B 500 2000
1T B 1000 3000
I B 800 5000
v A 1000 6000
M B 1500 3000
VI A 200 2000
Total 5000 21,000
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It is also easy to understand that a plan arrived at on the basis of a
maximum plan calls at the same time for the least labour outlays for
the fulfilment of the projected number of tasks without exceeding the
limit set for electric energy. At the same time, we have determined in
essence the o.d. valuation m/kWh of electric energy (we shall assume
the valuation of operating time n=1).

To achieve a saving of one kilowatt hour of electric energy in
task V we sacrificed 0-17 of a working hour, hence m>0-17. On the
other hand, we did not save energy when additional labour cost rose
to 0-25 of a working hour (task IV), and for this reason m<0-25.
In the present example we do not obtain a unique value for m but
only succeed in establishing that it is contained within the limits of
0-17 and 0-25. Any number within those limits could be adopted as
the o.d. valuation per kilowatt hour. Let us assume that m=0-2.
It is easy to verify that with a valuation productive methods as given
in Table 22 are used with the minimum amount of expenditure.
This again confirms that the given plan is optimal.

In this simple instance we could obtain an optimal plan by
comparing directly expenditure on labour and electric energy for any
possible choice of a production plan. There are 32 such plans for five
and 64 for six tasks. But, of course, this method is impracticable in
more complex cases in which millions of solutions have to be com-
pared. The superiority of the methods based on o.d. valuations
consists in making it possible to avoid direct comparisons of all the
plans. Itis also essential that they are equally successfully applicable
when a whole series of factors is taken into account simultaneously.

A valuation of a given type of production or of services must
correspond to the necessary expenditure (of labour in the final cal-
culation) involved in its realization. What is the meaning of the o.d.
valuation of electric energy as obtained here ?

It should be pointed out that under short-term planning, when it
becomes necessary to start from the available production base, it
may not always be possible to produce additional output of a given
type if manufacturing capacity is fully utilized. There is another
practical way of achieving this, that is, by savings or by substituting
for a given output some other one (or some other factor) in any of its
uses. The expenses this may entail then determine the o0.d. valuation;
in the given instance, for example, the o.d. valuation is determined
by the expenses necessary for the saving of electric energy on tasks IV
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and V} (0-17—0 25). Nevertheless, as will be established below, this
valuation must also agree with the total cost of electricity generation,
We could also illustrate on this example all the features of the
o0.d. valuations. Thus, the valuation of electric energy depends upon
all the conditions of the task. It is not difficult to realize that if the
limit for electric energy was, for instance, 26,000 instead of 21,000 kWh
(in the given example this change 1s not trivial), then the o.d. valua-
tion would equal 0-1 and not 0 2. Conversely, a lowering of the limit
would increase its 0.d. valuation (Conclusion 13).

Application of 0.D. Valuations

We shall show in this example the possible applications of o.d.
valuations. Thus, 1f for some operation a new method is put forward,
calhng for other expendlture, it is easy to decide whether this is

dvisabl g, for i that for task Il method Cis
proposed whlch requu'es 1100 working hours and 1500 kWh of
electric energy. Is its application advisable under the given condi-
tions? Comparing cost on the basis of o.d. valuations, we realize
that method C 1s cheaper than method B used in the plan (and even
more so than method A). In fact:

1100+ 1500 % 0 2< 800+ 5000 x 0 2.< 500+ 8000 x 0 2
(1400) (1800) (2100)

And, in fact, the use of method C, as shown in the revised plan
given 1n Table 23, makes 1t possible to add task VII to the other tasks.
It 15 of interest to note that if g prior: valuations were used (prices of
2 roubles and 14 kopecks) it would seem that method C entails higher
expendrture than the two previous methods A and B:

1100 x 2+ 1500 x 0- 14> 800 x 2+ 5000 x 0+14 > 500 x 2+ 8000 x 0-14
(2410) (2300) (2120)

On this basis it should be rejected, which proves that in such
problems valuations that do not take into consideration the actual
conditions of the task are not admussible as they may lead to an
incorrect result.

+ Let us note that here we have two different values: 025 man-hour per
kilowatt hour resulting from excess requirement of efectric energy, and 017
man-hour per kilowatt hour increase arising from 1ts actual saving, Such a case
is not typical but may occur in reat life (see Appendix I, p. 287),
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For example, problems regarding measures aiming at economy
and relating to changes in consumption of electric energy should be
decided by means of the o.d. valuations of electric energy. Is it
advisable, for instance, to stop a machine tool in order to overhaul its
components even though this reduces the productivity of the worker?

TABLE 23. A PLAN USING METHOD C FOR TASK III

Cost of
Selected
Task variant Labour Electric energy
(hr) (kWh)

I B 500 2000
II B 1000 3000
11 C 1100 1500
v A 1000 6000
v A 1000 6000
VI A 200 2000
VII B 200 500
Total 5000 21,000

ExaMpLE 2. The introduction of an auxiliary worker leading to an
increase in the productivity of an essential worker by 30 per cent with
the same consumption of energy results in an increase in the cost of
the given operation; however, if electric power is scarce this may
prove advisable as it reduces expenditure on energy per unit opera-
tion. A correct solution of similar problems regarding the advisability
of applying various methods of saving is only possible by reference
to the o.d. valuations of electrical energy.

In particular, refraining from carrying out such measures because
of the losses they may involve—increase in cost—can often not be
justified since with a particularly tight energy balance this may lead
a factory to a standstill owing to excess consumption of electrical
energy and, consequently, to even higher losses.

CoNCLUSION 15. Objectively determined valuations may be used
in the comparison of methods of production and, in particular, when
deciding whether a new method is advisable. For this purpose, the
total expenditure (on the basis of the o.d. valuations) involved in the
new method must be compared with a corresponding total in the
methods previously used. If expenditure with the new method
appears lower, its application is advisable, while in the opposite case
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it is inadvisable. A priori valuations may lead to an incorrect
solution of the problem.

Objectively determined valuations may also be used in the solution
of various problems relating to more than one factory. Let us
assume that particular valuations have been made for electric power
for all the factories and that the o.d. valuation for factory N was 0-1,
and 0-3 for factory K. As o.d. valuations are realistic, it means that
by increasing the number of workers in factory N say, by 100
(20,000 working hours), 200,000 kWh of electric energy may be freed,
while factory K with an additional 67,000 kWh of electric energy
may save 20,000 workmg hours. In such a case, by moving 100
workers from factory K to N (for simplicity we shall assume that the
workers 1n question are semt-skilled auxiliary labour and that
therefore such transfer can be accomplished) and by passing 67,000
kWh from factory N to K, we shall be 1n a position where the two
factories fulfil the previous plan while saving 133,000 kWh of electric
energy. Thus, the o.d. valuations help 1n demonstrating the pos-
sihlity of a better allocation of electric energy.

1t should be mentioned that in spite of the unquestionable advan-
tage of such a transfer, 1t may prove impossible to accomplish this
with a low tariff for electric power (lower than the o.d. valuations for
most factories). Thus, with a tanfl of 14 kopecks/kWh and a wage
rate of 2 roubles/hr, it will become apparent that factory N will not
be interested 1n economies of electrical energy as this would entail an
increase 1n costs (by economizing 200,000 x 0-14=28,000 roubles in
electrical energy, it loses 2 x 20,000 =40,000 roubles 1n payment of
the labour force). Factory K, although interested in such a change,
will not be in a position to fulfil 1t as it is not entitled to exceed the
limut for electric power which it has been allowed. Therefore, such a
reallocation of resources, irrespective of whether it is advantageous
to the national economy as a whole, may pass unnoticed (if o.d.
valuations are not taken into account) and will not be realized.

Let us consider another problem. Let us assume that the o.d.
valuation of electrical energy for all the factories in a town is approxi-
mately 02, Some measure at the power station {for imstance,
grading of coal before feeding 1t 1nto the combustion chamber of the
boiler) helps to improve the operation of boilers and to produce
more electric power with the same consumption of fuel. However,
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the expenditure on labour for this work is considerable, and each
additional kilowatt hour of electricenergy will cost 24 kopecks (0-12 of
a working hour at a rate of 2 roubles/hr). For the power station this
measure is not advantageous as it increases the cost (it is assumed
that the tariff is 14 kopecks/kWh). However, this measure is of course
advantageous to the government as expenditure of labour incurred at
the power station will be offset almost twice at those factories which
receive additional electric energy (on the basis of the o.d. valuation of
1 kWh).

Let us now emphasize that while at the factories electric power
represented a factor of production (a form of expenditure), at the
power station it represented output. Nonetheless, in both cases it was
correct to be guided by the same o.d. valuations.

The reasoning used in the discussion of these examples is of a
general character and may therefore be taken as a basis for the
following conclusion.

CoNCLUSION 16. Objectively determined valuations may also be
utilized in problems relating to several factories. The difference in
the ratios of o0.d. valuations of factors of production at some factories
shows that it may be possible to reallocate such factors (assuming
that this is permissible) in such a manner as to enable all the factories
to increase their output. If some factors at one factory appear as
productive outlays and at another factory as types of output and if
the ratio of their o.d. valuation is different, then it is possible to
introduce changes in the plan of both factories as a result of which
the total output of both will increase. Therefore, in the general
optimal plan (provided that the transfer of resources and the
reallocation of the plans are feasible) there should be a common ratio
for the valuation of various factors.

It should be mentioned that in the process of planning and
operational control mistakes which are likely to arise in the usual
calculation of profitability are rectified by allowing for actual condi-
tions. Sometimes, by such accounting, even the sale prices are
changed. Thus, the district tariff for electrical energy is fixed, to some
extent, in relation to the tightness of the energy balance. If electrical
energy is extremely scarce various measures are taken to reduce its
consumption and increase its generation. However, the advisability
of such measures is ascertained only qualitatively; they are not
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adopted suffictently systematically, and often only in cases of extreme

necessity, The ap ion of o.d. valuations and of the

derived from them would make possible an objective quantitative
approach to a more precise solution of these problems and to ensure
a better solution, thus preventing avoidable losses.

The important fact 1s that as expressed by the tariff, electricity in
territories with a tight energy balance is usually undervalued and the
tariff 15 considerably lower than its o.d. valuation; 1t does not reflect
the actual relationship between the requirements of electricity and
the amount generated, and its real national economic cost. This
makes all economic accounting involving the use of electric energy
unrealsstic in such conditions. For this reason, many measures call-
ing for an increase in consumption of electric energy and clearly
nadvisable with the available supply, produce, according to the
caleulations, 2 reduction 1n cost and seem advantageous. Conversely,
other iting 1 an 1 electric energy do not
appear advantageous on the basis of such calculations or lead to
quite insigmificant reductions in cost (for 1n the majority of types of
production, electric energy constitutes a neglgible proportion of
costs, of the order of 1-2 per cent).

Such a discrepancy between the tariff of electric energy and its real
value is generally charactenstic of the prices and tanffs of the
majonty of factors, the production mvolving the use of large-scale
equipment (see Section 5, pp. 75-92}; it is also partially due to the
failure of accounting for the temporary stran on the supply of
electricity at a given time or place.

Correct economic analysis and accounting may lead to contradic~
tory conclusions for the same problem depending upon actual
circumstances. Thus, in the given problem the tightness of the balance
of energy is determined to a large extent by the shortage of fuel or
shortage of generating capacity at the power station (in the calcula-
tion this will show for instance in the ratios of o.d. valuations of
electric energy and fuel). During the war the electricity balance was
often restricted more by lack of capacity at the power stations than
by the shortage of fuel. Under such conditions, it was advisable from
a national point of view to switch the supply of electrical energy at
a factory from the main grid to its own generating unit, although this
might have entailed an increase in cost and even an increase in
consumption of fuel. On the other hand, if there had been spare
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capacity and generating of electric energy had been limited by
available fuel resources, this.would have been inadvisable.

In this connection it is appropriate to note that economic account-
ing, if it is complete and scientifically established and allows for
actual conditions, is more likely to lead to a correct conclusion than
reliance on one or other partial index. One of the basic indices of the
operation of a power station is electricity consumption by the station
itself. In order to improve this index, power stations frequently use
steam instead of electric energy. This leads to an increase in the
consumption of fuel and is economically inadvisable.{

Using objectively determined valuations of electric power (and
bringing tariffs into close approximation) is of great importance in
other respects. Such a precise quantitative index of tightness in the
energy balance would be a much more correct guide for the need and
urgency of measures for expanding generating capacity in a given
district or for connecting the given district with another network,

rather than qualitative characteristics. Such an index would at the
" same time indicate those factories consuming electricity which it
would be of advantage to contract or not 1o expand.

The problem of the economy of fuel and of its best utilization is
similar to the problem of electric power. Here, analogous calculations
and examples could be quoted and similar practical conclusions
drawn, although the sharp rise in oil output has made this question
less topical. When considering various measures relating to changesin
the consumption of fuel in short supply, it is necessary to bear in mind
that its o.d. valuation is also apparently higher (if only in relation to
labour) than the ratio of money values. For this reason, calculations
based on selling prices of fuel may lead to incorrect results.

The adoption of o.d. valuations for the calculation required in
solving problems of allocation of fuel would ensure a more rational
use. In such a case the calculation would in many cases reveal the
advantage of fuel economy where this is not apparent. At the same
time, it would make possible the supply of fuel to a whole series of
operations where shortage of fuel leads to losses.

A correct valuation may be used in the solution of problems con-
nected with oil output and gas production (see Conclusion 16).
It would show the advisability of taking certain measures aimed at
increasing output, even if the usuval calculations show a rise in cost

t See the Promyshlenno-ekonomicheskaya gazeta, 1 September 1957.
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(the selling price appears to reflect more correctly the importance of
fuel from a national economic point of view). In individual cases
such measures were actually taken. Thus, in 1936, in accordance
with the mstructions of the Central Committee of the Communist
Party, oil factories were shown the pecessity of exploiting wells of
fow output m spite of their apparent unprofitability. Correct
accounting based on the o.d. valuation of fuel would confirm the
unqualified truth of this conclusion. The present drive to reduce cost
or to increase productivity per worker to the detriment of the volume
of output 1s often a mistake.

Section 3. Advisabilify of Using Qualified Labour and
the Valuation of Labour Force

Features of Labour as a Factor of Production

Among the factors of production upon whose correct use ouput
depends we hist labour. However, labour occupies quite a special
place among these factors which cannot be compared with any other.

First of all, in the final account labour 1s the only source of value
created. The scheme of planmng adopted above is fully consistent
with this basic assumption of the labour theory of value. In fact,
although apart from labour other factors of production were con-
sidered, some of them presented 1n themselves a materialized product
of labour {materials, fuel, depreciation of equipment, the service of
transport): they again are brought back to labour as the ultimate
source. Other factors (productive capacity, land and other natural

are not independent sources of value and their use
(allocation) only mfluences the productivity of labour which alone
creates value.

The features of this factor are- extraordinary diversity and hetero-
geneity, and multiple possibilities of using human labour; the
dependence of labour productivity not only on its position in the
production process but also on many other conditions: qualification,
conditions of work, form of payment, general education, various
features and condittons of the hfe of the worker. Finally, the task of
utilizing labour in a socialist society cannot be reduced solely to
attaining the highest productive efficiency, but requires the protection
of the physical health of the worker by continvously improviag his




MAXIMUM FULFILMENT OF THE PROGRAMME 63

working conditions, and also by making him satisfied with his work.
All these circumstances greatly complicate economic problems, the
standardization of work and its rating, and the establishment of
norms as a basis of calculation which are unavoidably approximate
and conditional. At the same time, the role of labour as the decisive
factor of production urgently calls for further scientific analysis of the
problem of its utilization, especially as the scales system in operation
at present and the practice of rate fixing are far from satisfactory.
The problems of using labour as a basic factor of production must
also occupy an important place when we consider problems of con-
structing an optimal plan and its indicators. The study of these

. problems, in view of their nature, will doubtless present considerable

difficulties and will necessitate special investigation. A schematic
model of these problems will lead to the construction of new and
more complex schemes, while the conclusions and results obtained
in the course of such study will not allow for all the actual data and
circumstances, and can for this reason only be applied with caution.

Notwithstanding the shortcomings of the investigation of this
problem, it seems to us that here too the approach used in the
present work will be fruitful (as one of the possible ways) and will
enable us to obtain useful conclusions immediately. We only speak
of one way since the comparison and valuation of labour consistent
with its payment according to operating conditions and scale rates
also involves some method of simplifying a complex task and thus of
arriving at roughly approximate valuations of various categories of
labour.

We shall consider now those cases in which the only substantially
variable factor is labour.

If only one type of labour is available (for instance, unskilled
labour or labour of one particular speciality), the problem is solved
very easily. Of all the possible methods of manufacture for each type
of product in an optimal plan, it is evident that the method requiring
the least working time per unit production should be retained. The
valuation of one hour of this labour, for instance, may be taken as the
unit. As in this instance there is only one factor of production, the
valuation of a unit of each type of product (more exactly, of the work
for its manufacture) will equal the expenditure in the optimal plan,
that is, the minimum time necessary for the production of such a unit.

This corresponds to what Marx calls “socially necessary working
4 B.U.ER.
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time” with this difference that it is calculated only for the production
unit under consideration.f And in the case when the law of value
operates in its simpler form relative o.d. valuations do not differ
from relative values. We shall now consider this problem in a more
complex case.

Valuation of Labour of Different Shill

Let us assume that we have several categories of labour, varying
in kind, specialization or skill. How do we obtain their comparative
valuations? A certain basis of such comparnison is always provided

TaBLE 24. STANDARD TIME AND CATEGORIES OF LABOUR IN
THE COMPLETION OF A SERIES OF OPERATIONS

Category of labour A B [od
Labour ume (h) | 80,000 | 190000 | 125,000
Type of | Volume of work | Standard tme per umit of
work (in umts) " operation (hr}
.

1] w0 | 10 i 20 _
! 2000 ! s — 40

1 50,000 — a2 15
w1 1000 |3 ) I =
v wew | 2 | 2 2

by the degree of interchangeability of various categones of labour.
For 1nstance, the work may be performed by a less skilled worker but
with much lower productivity, or replaced by equivalent work of
another specralization. The work of a welder may be replaced by the
work of a riveter, the work of a blacksmith sometimes by the work
of a welder, etc. Frequently, this change may be accomplished in a
more complex manner, 1.€. by substituting for one type of production
another one which requires other types of labour. For certain types
of i a given specialization or skill may not be inter-
changeab\e

+ Thus, if one applicable method requires four hours of working time and
another two hours and if 1n additton there are no restrictions as to the applica-
tion of the latter method (othcr factors not being kmuting), this method will be

used and with 1t the socially necessary working tune
will be determined.
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Table 24 gives as an illustration a numerical example of three
categories of labour with a whole series of operations to be per-
formed. The standard time is given for each category of labour and
for all the types of operations where it may be applied, together with
the volume of operations of each type and the number of working
hours for each category of labour.

The total amount of work needs to be completed in the shortest
possible time. The optimal plan is given in Table 25. It is easy to

TABLE 25. THE OPTIMAL PLAN

Type Units Type of labour Total
of of number
work | measurement A B C of units
I { Hours 50,000 100,000 —
Physical units 5000 5000 — 10,000
11 | Hours — — 80,000
Physical units — — 2000 2000
III { Hours — 50,000 45,000
Physical units — 20,000 30,000} 50,000
IV | Hours 30,000 — —_
Physical units 10,000 — 10,000
V | Hours — 40,000 —_
Physical units — 20,000 — 20,000
Total number of
hours 80,000 190,000 125,000

establish that this plan is really optimal in the following way.
Assuming valuations of 1 for one hour’s work of category B labour,
2 for category A and 0-67 for category C, we find that expenditure of
labour used for the methods of the plan shown is the lowest (while
other expenditure is the same for all methods, as already stated)
(see Conclusion 12).

Here the time for the completion is 125 working days (1000 hr of an
eight-hour working day).

We shall not consider the derivation of the solution or the process
of finding the quoted valuations as this does not differ essentially
from the solution of the example in Chapter I, Section 2 (pp. 34-8).

What is the meaning of these valuations? They show that under
the given conditions (valuations, as usual, are concrete), one working
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hour of category A labour has the same value in production as two
working hours of category B labour, i.e. one may be replaced by the
other. This valuation should be used as a guide when evaluating
expenditure and allocation of work. But on no account should
these valuations be directly related to wage scales and payment of
labour. Thus, with extreme shortage of welders, it may be found that
the valuation of a welder’s work and of an unqualified worker are in
an 8:1 relationship. This does not mean that a welder should be
paid eight times more, but that these relative valuations should be
used as a gwde 1 the orgamzation of production, With such a
relationship, for instance, even five to six hours of unqualified labour
may be used in order to save a welder one hour’s work. In such
exceptional conditions it might be best to give the welder a permanent
assistant even 1f this were to increase the productivity of his work by
only 20 per cent.

Valuation of Production through Outlay on Labour

Valuations of various categories of labour enable one also to
obtain valuations of production. For instance, per unit of job I,
10 hr of labour A are spent or 20 hr of labour B. Its valuation,
therefore, 15 1 x20=2x 10=20. Simlarly, job IV requires 3 hr of
labour A which means in terms of labour B: 3x2=6. Consequently,
in this case too, in order to obtam an o.d. valuation of production
the time necessary must be calculated, but for qualified labour this
must be converted to umts of unskilled labour (or generally to one
type of labour). This 1s a very well known theoretical principle
appled in the calculation of value, supplemented here only by some
specific quantitative method of converting skilled to unskilled labour,
ie. by deriving objectively determined coefficients of conversion
applying to actual condrtions.

‘We thus arrive at the following conclusion.

ConcrLusioN 17. Like other factors of production, labour time
of each category has a defimte o.d. valuation. For each category of
labour a fixed objectively determined coefficient for conversion to
unqualified labour is obtamned (the value of which will depend upon
the actual conditions of the task). If the sole type of outlay is labour
required for a given production (or if all other types of outlay are
unrestrictive or superfluous), the ratio of o.d. valuations of various
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types of production is determined by expenditure in labour per unit
of each type of production provided all the categories of labour
are converted to one of them by means of the coefficient described
above.

We shall not deal in detail with the numerous properties and
applications of o.d. valuations of labour. For these Conclusions 12-
16 hold throughout. In particular, Conclusion 16 states that the
ratio of o.d. valuations of the labour force may be a guide to the
advisability of transferring certain categories of labour from one
factory to another and also of training labour in one or another
special skill.

In conclusion, even a rough estimate of o.d. valuations of skilled
labour and the application of such valuations in problems of labour
utilization might be of substantial benefit in such problems. At
.present one often finds highly qualified labour used at times in
unskilled work where it could easily be replaced by much less skilled
labour. On the other hand, workers with little training are entrusted
with complicated unsuitable work which frequently results in con-
siderable waste, extremely low productivity of labour and insufficient
use of equipment.

The cause of this, besides the shortcomings of calendar planning
and rush work, seems an insufficiently realistic valuation of labour.
In fact, if with wage scales and standards used as a guide, a produc-
tive method is generally chosen according to its cost of production,
actual conditions are not allowed for. They are particularly mis-
leading when conditions and production tasks change rapidly, as
happened for instance during World War II when the country was
faced with radical changes in the composition of labour requirements
of various professions and their social valuation.

It must be pointed out that such need for a correct valuation of
labour from a national economic point of view arises not only from
the diversity of skills, but also from the nature and location of its
utilization, and the time period (male and female labour, distinction
as to the physical composition, age, labour in individual districts,
seasonal labour).T

+ As has been already noted, the difference in the o.d. valuation of various
types of labour in no way contradicts the fact that used on the same job, their
payment would be identical, and does not infringe the principle of equal pay
for equal work.
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In the matmn, the calculation of such a national economic valuation
for various categories of labour (by analysing the efficiency of their
use), of requi and of appears entirely feasible,
The existence of valuations related to real conditions should prove
very useful; they would promote a proper allocation and use of
labour by categories. (The shortcomings in this respect were fre-
quently reported in the press, for mstance, the case of physically
healthy men used on light work while female labour was being used
on heavy work.) The use of such valuations 1s also essential in an
economic analysis of the advisability of developing and expanding
producuon at a given place when the sequence of measures regarding

ization and 1on of operating processes has to be
determined.

Further, 1n order to encourage a proper allocation of labour, and
to arouse the interest of the factories and the workers themselves in
this, such economic valuations must be reflected in the payment of
labour and 1n economic accounting, although as already mentioned,
we do not consider that the earnings need correspond directly to the
economic valuation of its efficiency. A further consideration is that
when a certain type of labour 1s not used to its full value this is
detrimental not only to labour 1tself but also to the state which does
not receive a full return of the product for society. For this reason,
for instance, an order might be adopted whereby economic units
which use particularly scarce labour would have to pay a fixed
supplement into a special fund. Such a measure would prevent the
recurrence of cases where the use of such categories of labour was
little justified and would, at the same time, promote the use of the
reserves of those categories of labour which are not scarce.

Section 4.  Measures for Economies of Scarce Materials
and their Valuations

Searce Materials

Let us consider the case when the only variable factors are
materials. As was shown in the preceding section, in a simpler case
where the sole type of expenditure in the production of materials
(apart, possibly, from factors in excess supply) was labour,
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o.d. valuations of materials are established on the basis of the
quantity of labour (converted to basic labour) necessary for their
production.

If, besides labour, some other factors enter into the production of
materials (for instance, electrical energy), this expenditure too may be
converted to labour by using its o.d. valuations.

The valuation of materials obtained should be the starting point.
In other words, in tackling problems of the utilization of materials,
of two possible types of material that give the same results when used
in the manufacture of a given type of output, that material should be
chosen the utilization of which would produce the lowest total
valuation of expenditure. However, this is so only in the simpler case
when there are no other limiting factors, and where therefore the
possibility exists of producing the given material in the required
amounts consistent with its o.d. valuation (that is, with the corre-
sponding expenditure of labour). However, if such production or the
quantity of a given material becoming available for use is limited for
some reason (scarce sources of raw material, shortage of equipment,
overloading of transport) and does not fully meet requirements, the
problem of its most advantageous use should be solved in a different
manner. Such kinds of material we shall call scarce. In view of the
broad meaning given to this designation, it will embrace a fairly
large number of important materials.

Apart from increasing production of a scarce material, there is
usually another way of improvement—by an economy in the
material, by reducing its consumption or replacing it by other
materials or methods of production. This way of increasing the
material is also tied to a definite objectively determined expenditure
under given conditions.{ If the production or use of scarce materials
cannot be increased at a given moment, the second method of
obtaining such result should also determine the o.d. valuation of the
material under given actual conditions. In its calculation the

+ The enormous and varied possibilities of economy and substitution of
metals are shown in the speech of L. 1. Brezhnev at the XXI Congress of the
Communist Party of the U.S.S.R.: “It was calculated, for instance, that in
order to construct containers for petrol and other products of a volume of 130~
150 million cubic metres 3-5 million tons of sheet steel is required. By construct-
ing these reservoirs from reinforced concrete, it is possible to save more than
14 million tons of metal. Equally important are such possibilities in building, in
metal manufacturing industries, in shipbuilding, in the oil and gas industries,
in the municipal economy” (Report, vol. 1, p. 425).
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infl of other possible uses of a given material which

remain unexploited can be evaluated.
We shall show in an example how the problem of the proper
utihzation of such a material and its valuation may be approached.
ExaMPLE. Material A is used in several types of product. Con-
sumption of materal and labour per unit of each type of product is
given in Table 26. To achieve the required (say monthly) output,
350,000 kg of matenal A are needed. At present, only 200,000 kg
of this material can be supplied. Suppose that the cost of material A,
equals 4 roubles per 1 kg, and that we assess the working hour at

TABLE 26 EXPENDITURE ON MATERIAL AND LABOUR PER
UNIT OF EACH TYPE OF PRODUCT

Expendrture per umt product of
Type of |Number [———~—— g:;s;;ﬁ
product {required | Matenal A Labour i oubles
kg | rouble hr | rouble
1 6,000 5 20 20 40 60
1T 1,200 | 100 400 100 200 600
I 2,000! 25 100 10 20 120
v 100 506 [ 2000 | 1000 2000 4000
V| 100,000 1 4 15 30 34

2 roubles. It 1s necessary to save 150,000 kg of material A, It is
known that for all types of product with the exception of IV, it could
be replaced by material B which 1s not scarce and the cost of which is
2 roubles/kg. It is true that this calls for greater expenditure on this
material and what 1s more important, labour for its processing.

The necessary expenditure is given 1n Table 27. Let us assume that
the products obtained are in both cases approximately the same.
Sometimes, even when this is not the case, they may be converted to
the same quality. For instance, if in the second case the product has
one-third of the useful life of the first (here is meant a product the
useful life of which cannot be extended), the cost of one unit in the
first case must be compared with that of three units in the second
case.

From Table 27 we can see that in all cases changing to substitutes
entails an increase in costs. All the same, it is necessary to do so.
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How does this lead to the smallest losses? At a first glance it would
appear that the losses would be the smallest if the substitute was used
in product V where the cost increases by only 41 per cent while for
product I the increase is 133 per cent, for product II 100 per cent, and
for product III 83 per cent. However, such a solution would be
superficial.

TABLE 27. EXPENDITURE WITH MATERIALS IN ADEQUATE SUPPLY

Expenditure per unit on Cost Increase| Increase
08 in cost | incost
Typg 0{ Nun}beé Material B Labour (in (in per 1 kg
product frequire roubles) | roubles | of A (in
, kg {rouble | hr | rouble per unit)] roubles)
1 6,000 ] 20 40 50 100 140 80 16
I 1,200 100 | 200 500 | 1000 1200 600 6
I 2,000 50 100 60 120 220 100 4
V | 100,000 4 8 20 40 48 14 14

Optimal Solution and Conclusions

A correct solution is obtained in the following manner. For each
product we calculate where a saving could be achieved and the
expenditure involved in saving 1 kg of material A. For productI a
saving of 5 kg entails additional expenditure of 80 roubles or 16
roubles/kg. Similarly, for product II, 6 roubles/kg, for III, 4
roubles/kg, for V, 14 roubles/kg. It is necessary to save 150,000 kg;
this means, we carry out economies on products ITI and II for which
these result in the lowest losses (for 1000 units of product II material B
will be used and for 200 units material A). For products I, IV and V
material A is retained. The total increase in cost will amount to:

1000 x 600+ 2000 x 100=2800,000 roubles.

If, in order to achieve this saving of material A (150,000 kg), for all
the possible products (I, II, IIT and V) material A were replaced by
material B, in half of the output (150,000:300,=000%) the losses
would amount to

£ % (6000 x 804 1200 x 600+ 2000 x 100+ 100,000 x 14)
= 1,400,000 roubles.



72 THE BEST USE OF ECONOMIC RESOURCES

Thus, the optimal result produces a gain of 600,000 roubles or
300,000 working hours in comparison with the simpler mechanical
method.

As was shown above, considerably higher losses would result than
in the optimal solution if the analysis of the problem was approached
superficially and matenial A was saved on product V.

The result obtaned furnishes at the same time the o.d. valuation
for matertal A. Once it has been decided to increase the cost by
6 roubles 1n order to reduce the consumption of material A by 1 kg,
its valuation must be increased by this amount and will rise at most to
4+6=10 roubles/kg.

If we started from such an o.d. valuation of material A and used
1t 1n the re-evaluation of the cost per unit of each type of product
(calculating expenditure from Table 26) the following o.d. valuations
would be obtained: product I—90 roubles, I[--1200 roubles, 11—
270 roubles, V—40 roubles. Comparing these data with the value of
costs i Table 27 where 1t agrees with the o.d. valuations (since
material B 1s not scarce), 1t is apparent that the use of material B is
possible for products I and III, and is not advisable for I and V.

In the o.d. valuations of scarce materials all the characteristic
features are maintained and they have the same application as in the
preceding examples. The valuation of 10 roubles/kg of material A
obtamed is realistic: if the calculation with such a valuation should
show the profitabality of material A and not a substitute, production
may be carried out with this material. Thus, particularly high losses
resulting from a shortage of material A could be avoided.

The ratio of the o.d. valuation between a scarce product and its
price (or cost) 1n the example 1s 10:4=2-5 which may be considered
as a coeffictent characterizing quantitatively the scarcity of a given
material. Such coefficients of scarcity were sometimes applied in
planning practice in order to rectify the lack of agreement of prices
of some materials with theirr national economic value. However,
their values were taken rather arbitrarily without reference to the
method described here.

Further, o.d. valnations may be used in solving problems relating
to the manufacture of matenial A where it appears itself as a product.
Assume it is possible to produce material A from a local raw material
at a cost of 8 roubles/kg. On the basis of current cost this should be
rejected since it increases costs by 100 per cent. On the basis of the
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o.d. valuation, however, such production will prove entirely profitable,

and for this reason advisable. At the same time, if sufficient produc-

tion from local raw materials can be provided, then it would be

better not to use substitute B in the manufacture of product II and

the o.d. valuation for A will have to be taken as equal to 8 roubles.
We shall give the results obtained as follows:

CoNCLUSION 18. In the case of a scarce material, that is, a material
the production possibilities of which are limited for a given period,
the o.d. valuation is obtained both by the direct expenditure on
labour per unit material and all the actual conditions relating to its
production and use, and in particular by expenditure on labour
necessary when recourse is had to substitutes or saving. The relation-
ship between the requirements of a given material and available
production is also relevant in its calculation.

If an o.d. valuation of a scarce material determined in this manner
were taken as a starting point, the principle of profitability may be a
suitable guide to its use: to select the materials which entail the lowest
expenditure; but in the calculation of expenditure, allowance must be
made for scarce materials on the basis of o0.d. valuations.

It should be pointed out that such a departure from cost in
determining prices of scarce materials occurred in the economic
policy of the Soviet government as a means of encouraging economy
in these materials. Thus, in 1940 (and on several occasions in
subsequent years), the prices of non-ferrous metals, and above all
copper, were considerably increased. What is new in the conclusion
quoted above for o.d. valuations of scarce materials?

First, it shows that such a change in the calculated prices would be
advisable for all scarce materials, and in particular for ferrous metals
and cement; and it would help to use them in a more suitable manner.

Secondly, it shows that such a price must be ascertained objectively
and at the same time it must be realistic, i.e. in all those cases where
the use of a given material should prove profitable in spite of the rise
in price, its supply will be fully ensured. This was not always
accomplished in practice and resulted in innumerable cases where
production was brought to a standstill, equipment lay idle, through
the impossibility of obtaining even small quantities of certain
materials the quality of production deteriorated, and high expendi-
ture was incurred.
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‘Meanwhile, these materials could have been saved in other lines of
production or replaced by materials which were not scarce, harm-
Iessly and with much less loss.

This kind of loss relating to the unrealistic pature of prices is very
frequent (in spite of the clear need for a scarce material at a given
place and the profitability of its use at any possible price, no supply is
forthcoming). Thus, at o1l extracting factories the possibilities of
extraction are not fully utihzed and great losses of output occur
because of isufficrent equipment, often simple. Let us mention that
a ton of metal used 1n the contruction of oil tanks could save tens of
tons of o1l per month. At the same time, metallurgical and metal
manufacturing works were sometimes at a standstill or did not work
to full capacity owing to difficulties of supply of one type or another
of raw matenal and other materials caused by fuel shortage. It is
quite likely that an additronal ton of o1l might reduce losses by 10tons
in the cutput of metal and metal components. Meanwhile, at both
places this state of affairs may be acceptable. At the same time, with
a proper allocation and supply, tens of tons of oil and metal could be
provided as wefl. Examples of this kind are all too frequent.}

Using correct reahistic valuations of scarce materials (even if they
have been determuned only roughly) and following them approxi-
mately, using a scarce matenal wh this is ad
despite the increased valuation of such a material, would lead to the
ehmunation of the losses mentioned. The quantity of material
necessary for this purpose could be obtained by carrying out
economues at those points where they would prove advisable from the
calculation of o.d. valuations, regardless of whether this might
appear to be superfluous with the usual calculations, and whether the
use of scarce matertals for this purpose might have been hallowed
by tradition.

In conclusion let us note that the concept of scarcity of materials
and the degree of scarcity depend upon circumstances. From an

t Even more impressive losses of this type are noted 1n the speech of M. T.
Efremov at the XXI Congress of the Commumst Party of the Soviet Union:
*In the o1l 1nrdustry of our regron 2 muillion cubjc metres of gas are daily burnt
in torches In 1957 664 m:llion cubic metres of gas were bumnt. This amount
would have sufficed to heat the town of Kuibyshev for three years. The burning
of gas 1n torches 18 current at many points of our o1l ndustry, Ths is due chiefly
to the lack of a grid and of nstalfations for the transport and utilization of gas,
and also because the problem of storing large volumes of gas has not yet been
solved” (Report, vol. I, p. 28).
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economic point of view, the field in which the use of a given material
might be appropriate and the requirements for it depend upon current
prices. Thus, if in the example under consideration the price of
material A were 10 roubles and not 4, one would at once plan to use
material B for product IIT and this product would not be included in
the statement about material A. In this manner the determination of
the volume of production of a given material that may be advisable
from an economic point of view will depend upon the price fixed.
Consequently, in order to arrive at an economically correct price of a
material, one which approaches the o.d. valuation and encourages
economy and substitution of materials on the one hand and the
growth of their production on the other, it is necessary to balance in
the plan requirements and production and thereby to end the
shortage of a given material.

The above discussions of the determination of valuations at the
fowest level of savings that may still be achieved or of the consistency
of the valuation of a given material when it is listed both as a product
and as a raw material may be superficially reminiscent of the
constructions of the vulgar economic schools (the law of equilibrium
between demand and supply) and of the subjective school of marginal
utility. In fact, the analysis applied by us differs essentially from
these theories by its scientifically objective approach. Neither the
demand nor the “utility” is decisive, but perfectly realistic objective
data of production: the degree of saving that may be attained, the
extent of the requirements for a given material for production at a
given production unit, the cost of a given complete production process.
Finally, as explained in several places, o.d. valuations are determined
quite consistently with the labour theory of value by the economic
expenditure (of labour, in the final account) necessary to achieve
production under given conditions (see also Sections 5 and 6).

Section 5. Efficient Use of Equipment. Hire
Valuation

Statement of the Problem

Up to now we considered only those planning tasks in which
equipment was a surplus factor and the question of its utilization did
not arise. However, the problem is one of vital importance: its
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analysis has its own features and leads to important conclusions,
If there is a shortage of equipment its correct allocation in the
direction in which it may be best utilized consistent with its technical
possibilities, and its most efficient use is a very important task.
The existing methods of analysing these problems are not sufficiently
developed to be satisfactory and frequently do not guarantee a correct
solution. We shall demonstrate the proposed method of solving this
problem by a practical example.

TasLE 28. PRODUCTIVITY OF OPERATIONS BY HAND AND

BY MACHINES
By hand By machine Number of
hintes neces-
Type Volume mac!
zlt? of Daly | _Cot | Daily Cost_‘ saryé]o camry
operation | operation | output |PETUNIL| oy | per unit) out b e total
( vmits) (n (in umts)| 4 volume of
roubles) roubles} operations
I 2,000,000 44 a6 1000 02 20
1 1,500,000 10 30 500 12 30
juis 200,000 4 70 50 10 40
IV |40,000,000{ 200 015 10,000 005 40
v 2,500,000 20 15 500 03 50

ExampLE. The efficacy of using different equipment and machines
for excavations, freight traffic, loading and unloading and other work
wilt depend upon various conditions: the volume and concentration
of work, the distance of travel, etc. We assume that the work may be
carried out manually (with simpler tools) or with one single type of
machine available i limited quantity.

Let us suppose that the operations may be divided into five types.
For each type Table 28 shows daily production by hand and by
machines, as well as the volume of operations (in corresponding
units) and the cost per unit operation of each type. Incalculatingcost,
all the expenditure relating to the use and also that part of deprecia-
tion and repairs which is connected with productive work are included

in both cases.}
t Some depreciation of equipment also takes place when it is not being used;
it 15 preferable not to take this rate into account here as it remains the same for

all operations even when the machines are idle, and consequently represents in
atself a fixed cost element.
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It is assumed here that outlay has been costed correctly, and if not
then the requisite corrections are introduced such as a morc precise
conversion of qualified Jabour to unskilled labour; expenditure on
clectric power and fuel is accounted for on the basis of o.d. valua-
tions, and scarce materials utilized are also included on the basis of
o.d. valuations.

A hundred machines are available; the time for the completion of
all the operations is 100 days. A method has to be chosen for the
performance of each type of operation whether by hand or machine
in such a manner that the total cost of all the operations be the lowest.
The results would not substantially change if we set ourselves the
task, all other conditions remaining the same, to use a minimum
number of additional workers for operations by hand, besides those
operating the machines.

In all cases I-V (Table 28) operations by hand involve higher costs,
ye. manual labour has to be used since in order to complete all the
operations in the planned time by machines, 180 machines and not
100 would be required. On which operations should machines be
used and on which manual labour?

At first sight it secems that machines should be utilized where they
would result in the highest reduction in costs as compared with work
carried out by hand, say for type III operation for which the cost is
seven times lower. However, such a solution, as will be seen
subsequently, is incorrect and superficial.

In order to arrive at an optimal solution we calculate for each
type of operation by how much the use of machines will reduce total
costs as compared with manual labour. We obtain per unit of type I
operations: 0:6—0:2=0-4, per machine-day: 1000x0-4=400
roubles; similarly, for type Il operations 900 roubles, for 1lI,
300 roubles, for 1V, 1000 roubles and for V, 600 roubles. From this
it is clear that a machine should first of all be used on operation 1V,
and then on II, V, I and lII. To complete type IV operations in
100 days, 40 machines are necessary, for 11, 30 and for V, 50 machines.
Thus all the machines are exhausted. A part of type V operations
(and all of type I and 111 operations) has to be completed by hand.

In this manner we arrive at an optimal plan (Table 29).

In order to complete the work 1500 manual workers have to be
engaged in addition to the workers operating the 100 machines.
The total cost of the work, at its minimum under the given conditions,



8 ‘THE BEST USE OF ECONOMIC RESOURCES

amounts to 8,350,000 roubles. If, for instance, type IV operation
were executed by hand and type III operation by machine, as
appeared correct from a superficial analysis, 3000 workers and not
1500 would be required for all the operations, and the cost of the
work would have increased (by 2,800,000 roubles).

TasLE 29. THE OPTIMAL PLAN

By hand By maching

Type

of  INumber| Volume Cost | Number | Volume | Cost
of

operation}  of of (n of (in
workers |operations | roubles) | machines [operations | roubles)
1 500 | 2,000,000 | 1,200,000 — — —
1l — i — 30 1,500,000| 1,800,000
jils 500 200,000 | 1,400,000 — — —
v — — — 40 40,000,000 2,000,000
v 500 | 1,000,000 | 1,500000 | 30 | 1,500,000} 450,000

Total | 1500 4,100,000 100 4,250,000

Hire Valuation

We have obtained an efficient allocation of machines on the basis
of the saving achteved per machime-day for each type of operation.
‘We had to stop at type V operations on which the utilization of each
machine-day furmshed a saving amounting to 600 roubles, The Iatter
figure 1s of great importance: it shows that each spare machine
provides a daily saving of 600 roubles. Conversely, the absence of
one machine for one day results in an increase in cost equivalent to
this amount. Thus, under the given conditions, it would have been
worth while spending 600 roubles in order to obtain an additional
machine-day. The latter figure will be designated as the hire yaluation
of a machine-day under the given conditions. It should be taken as
the valuation of the use of a machine for one day. Such a valuation
is objectively determined and is entirely realistic since each additional
machine-day produces, in fact, a saving of 600 roubles. Conversely,
amachine-day may be saved by increasing expenditure by 600 roubles.

‘We use the term “hire valuation” as this is a valuation of the cost
that would be justified if such a machine were hired {rented) for
some time. It may also be considered as the amount of rent on
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equipment whicn is calculated but not paid. Moreover, we believe
that this ought to find its reflection in cconomic accounting.

The cconomic meaning of the hire valuation of equipment as a
factor influencing the productivity of labour is characterized by the
extent to which this potential economy in labour may be attained
under given conditions by utilizing the factor in question (the use of
a machine). For this reason, when calculating cost or savings of
Jabour, expenditure on this factor must be accounted for on the basis
of such a valuation.t (Not to use a machine for one day means
losing 600 roubles or a corresponding amount of labour.)

TapLe 30. COST CALCULATION WITH HIRE VALUATION OF MACHINES

Type Full cost when using machines | Cost when working
of (including hire valuation) by hand
operation (in roublesfunit) (in roubles/unit)
I 0-8 ; 0-6
11 24 ! 30
111 13-0 ! 70
v 0-11 ! 015
A% 15 g 15

We shall now include this hire valuation per machine-day in
calculating the cost per unit of each type of operation when using
machines. Thus, for instance, for each operation of type I (for which
the daily machine-day productivity equals 1000 units) the cost of
0-2 rouble will have to be increased by the hire valuation of
600:1000 = 0-6 rouble, giving a total of 0-8 rouble. Carrying out
similar calculations for the remaining types of operations, we obtain
(Table 30) the full cost per unit of each type of opcration on the basis
of o.d. valuations.

These are the revised costs with the hire valuations included.
For purposes of comparison, the costs of operations carried out by
hand are given as well. Itis apparent that now the cost is lower when
using a machine than with manual lIabour only for operations II and
1V, and identical for V, which exactly agrees with the optimal plan
(the figures corresponding to the optimum are in bold print in
Table 30).

+ We shall return to the question of the economic meaning of hire valuation
of cquipment in connection with the analysis of the related problem of rent
which is carried out in more detail (see pp. 92-107).
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Hence, if in the calculation of cost a correctly determined hire
valuation is included 1n the expenditure on a machine, it is possible
to be guided in the choice of equipment by the principle of least cost
(principle of profitability) and each operation will be performed by
the method showing the lower cost.

Only by taking 1nto consideration the hire valuation obtained in

with actual diti (vol and types of operations,
exlstmg fleet of machines) 1s it possible to solve problems of the use of
equipment. Tins valuation shows that a machine standing idle for
one day causes a loss of 600 roubles, that the use of the machine on
type 1II operations produces a daily loss of 50 x (13-0—7-0) = 300
roubles. Conversely, the performance of type II operations by hand
results 1n a loss of 0 6 rouble per unit operation. If the hire valua-
tions are 1gnored, both could prove fully justified : the use of machines
on type III operations if such use results in very low operating cost;
manual performance for type 1f operations if it proves impossible to
ensure the performance of all the operations by machine.

Let us give a further example. Assume that by adding one more
worker to operate a machine on type V operations, its efficiency may
be increased by 10 per cent. The valuation of the working day is
30 roubles. Would this be advisable? Let us calculate the cost in the
usual manner. The expenditure per day on type V operation
amounted to 500x0 3 =150 roubles (see Table 28). Now it will
amount to 150430 = 180 roubles. The efficiency of the machine
increased by 10 per cent will represent 550 units, consequently the
cost per unit of type V operation will be 180/550=033 rouble
compared with 0-30 rouble, which means it will increase. Also, the
productivity of the workers operating the machines decreases. Thus,
the measure appears to be inadvisable. We shall now carry out
calculations allowing for the hire valuation of equipment. As a
result of such calculation we find that the previous cost equals
1-5 roubles (Table 30). Expenditure per working day amounted to
500%1-5=750 roubles and with the additional worker it now
amounts to 750+ 30 = 780 roubles. Since output equals 550, the cost
per unit of type V operation will be 780/550 =1-42 roubles. A
decrease 1n expenditure is obtained and consequently the above
change is advisable in the given conditions. It should be mentioned,
however, that in practice such a change will not always be accom-
plished. If at a given production unit a machine is available, the
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question as to how it could be used in other production units does
notenter into consideration, and without such consideration a change
appears of no advantage and is not likely to be carried out.}

On the other hand, incorporating in the calculation the hire
valuations enables one to allow for the general situation when
carrying out the economic analysis of the use of such equipment at
any one production unit. The calculation of the hire valuation is of
particular importance in questions of the use of high-capacity and
expensive equipment (blooming mills, walking excavators, generators,
chemical machinery) operating at a small unit when the eflicient use
of such equipment frequently determines the results of the operation
of a whole factory. It is clear that measures causing an increase
(however insignificant) in the efficiency of such equipment would be
justified (for instance, the introduction of a 4-6 hours working day
for the staff operating such machinery or the introduction of special
training for them if this were to lead to an increase in the produc-
tivity of the machinery even by only a small percentage). Let us say
that for this reason greater importance is rightly attached in metal-
lurgy to the indices of metal output than to costs. With the inclusion
of the hire valuation in calculating expenditure similar measures
would have a favourable effect on costs.

The calculation of the hire valuation in determining the economic
efficiency of automation is particularly important. If automation
ensures an increase in productivity of complex, expensive and fully
used machinery, even if its completion and exploitation should en-
tail very considerable expenditure, sometimes even higher than the
costs involved in the operation of the machinery up to the introduc-
tion of automation, economic accounting allowing for the important
hire valuation of such equipment would confirm the justification of
automation. Current economic analysis may show otherwise.

ExAMPLE. A machine has to be sent for repair. The time taken
for the repair is ten days and the cost 2000 roubles. The repair may
be carried out by a quicker method in two days but the cost will then
be 3000 roubles (payment of overtime, the use of more expensive
material). At first sight it is not clear whether this is justified.

+ Typica! examples of this kind were frequently quoted in the press. Thus,
the cxisting indices of labour productivity and the system of payment frequently
prove to be an obstacle in the intensive use of complex machinery in the coal
industry.
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A correct solution may be obtained through the hire valuation.
Eight days during which the machine cannot be utilized (as a result
of the slower repair) produces a loss in the hire valuation of the order
of 8x600==4800 roubles, while the difference in cost of repair
amounts to only 1000 roubles.

Thus, if there is a shortage of machines, speedy repair seems
advisable in spite of the increased cost this may entail.

The hire valuation of equipment must be taken into account in
solving problems relating to the possibilities of fulfilling the plan if
the means of production are changed. Thus, in the present example
there were 1500 manual workers and, let us say, 300 people attending
to the machines, altogether 1800 workers. The total time of opera-
tion was 100 days. To what extent would this time be changed by
adding another 300 workers? Of course, it would be incorrect to say
that by mereasing the number of workers by 300: 1800 = 167 per
cent the time would be reduced by 16:7:116:7=14-3 per cent,
therefore, to complete the work would take 85-7 days since the
number of machines has not increased. The correct calculation is as
follows. The total daily productivity of existing means is valued at
83,500 roubles and, accounting for the hire valuation, at 143,500
roubles Productivity of one worker for type V operation where
supplementary labour may be used rationally would amount to
20 x 1-5 = 30 roubles/day. Productivity of the additionally engaged
labour 1s 300 x 30 = 9000 roubles. The increase in productivity is
9000: 143,500 = 6 3 per cent. In agreement with this, the working
time may be reduced by 6-3:106-3 = 59 per cent, i.e. the work can
be completed in 94-1 days.

This is often not taken into account. To quote a typical example
of this kind: after the decree of the Supreme Soviet of 26 June 1940
many industrial managers thought that the change from 7 to 8 hr
working day would antomatically result in an increase in production
of 14 to 15 per cent. In fact, at the majority of factories an increase
of only 6 to 7 per cent was attained. An increase of 14 to 15 per cent
was only achieved at those factories which had reserves of equipment
that could be utilized. In those estimates the higher hourly produc-
tivity of the worker as a result of a shorter working day was not
allowed for esther.

At present, in the economic analysis of problems relating to the
change-over to a working day of 7 hr and later on of 6 to § hr, this
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aspect could be of special significance. In particular, this calcula-
tion is most essential in questions of the productivity of workers
operating group and expensive equipment when the shortening of the
working day makes it possible at the same time to increase the
intensitivity of use of the equipment. A correct account of this
economic effect must include the hire valuation of equipment, and
in many cases it may reveal the positive economic advantages of a
reduced working day. Let us assume, for instance, that on type V
operations on changing to a 7 hr working day, the hourly produc-
tivity of a machine is increased by 5 per cent (fuller utilization
owing to increased attention and the possibility of working at higher
speeds). We shall assume that as a result of a change to a 7 hr
working day, cost of operating the machines (per hour) rises by
14 per cent. Accounting for the increase in productivity we calculate
a new o.d. valuation per unit operation of this type. We find that
daily expenditure amounts to 150 x 1-14 = 171 roubles and together
with the hire valuation to 771 roubles. Butinso faras 500 x 1-05 = 525
units of type V operation are produced, expenditure per unit will
amount to 771: 525 = 1-47 roubles instead of 1-5 roubles; thus there
is a decrease, and the shortening of the working day has a favourable
economic effect in these conditions.

It is clear that the change to a shorter working day is economically
advisable in factories operating on continuous production processes,
using complex and highly efficient equipment, where labour resources
are available that make it possible to ensure the full operation of such
equipment. The calculation of the hire valuation is also of importance
in the analysis of other similar problems, such as the introduction of
shift work.

Further, the calculation of the hire valuation makes possible a
correct approach to the problem of evaluating the national economic
cost (labour cost) of each type of operation. For operations I and I1I
which are carried out by hand in the optimal plan (see Table 29),
this valuation is in essence determined by the cost per unit operation,
using the manual method, i.e. (see Table 28) it amounts to 0-6
rouble for operation I and to 7 roubles for operation III.

Passing to type V operation which is partly performed by hand
and partly by machine we obtain two values in Table 28 for the cost
(1-5 roubles and 0-3 rouble). If an operation has already been
completed and is similar in quality, it is of no importance how it has
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been performed: the vatuation should be identical since the individuat
unit of a commodity “is to be considered as an average sample of its
class”.

thI figure should one adopt? We maintain that the figure should
be 1+5. In fact, 1f it were necessary to complete an additional unit of
type V operation, if all the machines were utilized, this operation
would have to be completed by hand at a cost of 1-5 roubles.
Equally, a reduction by one unit of the quantity of type V operation
would enable one to reduce expenditure by 1-5 roubles.

Thus, the quantity of socially-necessary labour for the performance
of one unit of work of type V determines the cost figure of 1-5
roubles.t Finally, for type 1l and IV operations which are carried
out only by machines, a correct valuation must include the hire
valuation of the machine, and it must be taken from Table 30 (the
figures 1n heavy type). In order to perform an additional 500 units of
type II operation, the use of a machine (which is more advisable)
entails an expenditure of 500x1-2=600 roubles. Morcover, in
order to save a machine-day, 500 units of operation V have to be
performed by hand which results n an increased expenditure
of 500x1-2:==600 roubles; the total additional expenditure will
amount to 6004600 = 1200 roubles, from which the unit cost is
1200- 500 = 2 4 roubles, .. the same cost as that shown in Table 30.

The example quoted above may also be interpreted in another
way. In the metal-working industry the use of certain types of

qui p hi presses, i ip )
results 1n a substantiaf mncrease in productivity and in a reduction in
cost in comparison with others (the usual apparatus for mechanical
processing). However, such equipment 15 frequently overloaded to
such an extent that the more productive method of operation cannot

t Karl Marx, Caputal, vol 1, p. 39. Foreign Languages Publishing House,
Moscow, 1954,

$ Usually, in such cases the average cost and not the cost of production is
used, for instance, in the gnen case for type V operation (1,000,000 1-5+
1,500,000 % 0 3) : 2,500,000 =0 78 rouble, Such a figure may be found but it is
useless; to use 1t 1 the allocation of labour and the control of the current plan
of work 1s wrong as the expenditure necessary for the performance of a unit of
operation V and the saving reahized are not deterruned by this figure. Stmularly,
the mean velocity of a projectile for the whole course of its motion may be
determined; however, in order to determine its penetration, this speed 1s of no
importance but rather that which the projectile will have at the moment of
impact.



MAXIMUM FULFILMENT OF THE PROGRAMME 85

be used in all cases where it could be applied and produce a favour-
able result. For which components would it be most advisable to
use this method? Let us assume that the relative data for produc-
tivity and cost are given by the figures of Table 28, where column 5
gives the data of high-efficiency equipment (as mentioned, presses or
automatic equipment).

In this case the method of solving the problem given above will
enable one to determine exactly for which components it may be
advisable to use the more efficient equipment. A correct allocation
will be achieved by calculating the hire valuation of such equipment.
If there are several of such efficient and scarce types of equipment, a
hire valuation for each will have to be applied.7 Such a hire valuation
must also invariably be included when the o0.d. valuation (the correct
“cost”) of production is to be determined, otherwise a meaningless
refationship will be obtained. Thus, a more complex component
produced with an automatic machine may have a lower cost than a
simple component manufactured with ordinary equipment.

The hire valuation is also important in the allocation of equip-
ment. A greater hire valuation for the same type of equipment at one
factory compared with another factory indicates that the first is more
in need of additional equipment than the second. The results
obtained may be formulated in the following manner.

CoNcLusioN 19. In problems of the use of equipment the amount
of use in the manufacture of a given product or in any operation
must be taken into account by making an allowance for the hire
valuation of the equipment. Its magnitude, equal to the saving of
labour obtained from an additional unit of equipment in an optimal
plan, is determined by all the actual conditions: the volume and type
of operations which are to be completed, the supply of such type of
equipment. In the choice of means for the completion of the work
under an optimal plan, the principle of least expenditure is observed
(provided that costs include the degree of utilization of equipment in
terms of the hire valuation). The magnitude of the hire valuation of
equipment must be taken into consideration in order to arrive at an
o.d. valuation of each type of production and operation.

The hire valuation has the same properties and the same applica-
tion as other kinds of o.d. valuations.

+ The methods of calculating hire valuations simultancously for several types
of equipment arc given in Appendix IL
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Utilization of Equipment

The question of the proper and full utilization of equipmeat is
extremely important and is solved less satisfactorily. If idleness of
labour is an isolated phenomenon, the case of some types of equip-
ment standing idle or being under-utilized is met everywhere. At the
same time the shortage of this equipment Ieads to heavy losses else-
where. This problem was duly discussed at the XVIII Communist
Party conference when 1t was pointed out that the nom-use or
irrational use of equipment was widespread. But even now this
problem has not yet been solved satisfactorily. The need to utilize
equipment rationally and to the fullest extent was given particular
attention by N. S. Khrushchev in his paper at the Session of the
Supreme Soviet (January 1957) on the problems of the reorganization
of management in tadustry.

The target figures for the coming seven years specify as one of the
basic tasks a considerable improvement in the use of productive
capacity tn existing factories.

At present, equipment is far from being fully utilized. Fairly
frequently a crane or a conveyor works systematically only 5-10 per
cent of the ttme. Yet heavy loading and unloading 1s being carried
out by hand elsewhere. At one place excavators and scrapers are
used occastonally to dig small pits and level small areas, at other
places heavy excavations (for the building of irrigation canals or high-
ways) are mamly carried out by hand or by machines of lowefficiency.
What 1s the cause of such a situation? A factor of primary impor-
tance—the degree to which complex and often scarce equipment is
heing utilized at a given undertaking-—is not accounted for quantita-
tively and 15 not given a sufficiently high value. Hence, calculations
make the use of such appear ad: £ furnishing
lower operational cost—even when it is only utilized to some limited
extent and not to its full value. Consequently, the use of equipment
appears advisable much more often than warranted by its actual
supply. The difficulty of deciding where it should be sent is shown
even by the simplest example discussed above. For this reason,
equipment js often allocated arbitrarily. Furthermore, if equipment
is in balance, a factory may keep it for even if it is not used to any
measurable degree some increase in productivity and a reduction in
cost are obtained; and in addition it helps in the organization of
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production. If equipment is not used at all, the undertaking itself
does not incur any expenses on it.} The fact that this equipment
could _be much. more efficient at another factory is frequently not
taken into consideration.

In the “levelling-out approach™ as applied to the allocation of
vehicles to motor transport columns, those with a sufficient number
of vehicles were frequently receiving new vehicles while others,
suffering from an acute shortage of vehicles, were going without.
One of the motor transport columns experienced an acute shortage
of vehicles and was clearly unable to carry the heavy goods traffic.
At the same time, at the neighbouring motor transport column
vehicles in perfect condition were standing idle owing to lack of
work. Similar situations have occurred in the past in all parts of
Russia.

By taking into account the hire valuation it is possible to ensure a
better use of equipment. Even if the hire valuation were determined
very approximately, its calculation would make it possible in the last
resort to avoid the most serious misuse of equipment which still
frequently occurs. The incorporation in the amount of expenditure
of the hire valuation of equipment would at once force one to stop
using this equipment where it is hardly or never utilized, just as no
one would keep a labour force for a long time without using it since
otherwise there would at once be an excess of expenditure over
earnings. This would enable one to ensure the supply of equipment
to those production units where it may be used at 80-100 per cent

+ Connected with this point is the existence of large quantities of equipment
which are ncither allocated nor utilized. “On 1 August 1958 the following un-
allocated equipment existed in the national economy of the Russian Federation:
60,000 metal-cutting lathes, more than 15,000 units of forge-press equipment”
(see the paper of A. P. Aristov at the XXI Congress of the Communist Party
of the Soviet Union, Report, vol. 1, p. 503). The facts referred to by A. P. Kiri-
lenko also merit attention: “*However, unfortunately a portion of manufactured
machines and equipment lie for a long time at building sites without being put
into operation. For instance, people at the Ural Machine Tool factory calculated
that of the equipment manufactured by the factory in the years 1953-7 for
factories and buildings of the country the foliowing were not put into operation
up to the present: bloomings, thick plate and rolling mills, powerful presses
weighing more than 80,000 tons and worth more than 500 million roubles which
cquals almost three years’ work. The fault lies with the local authoritics, but it
seems to us that the Gosplan of the U.S.S.R. should assume an organizing
function and plan more accurately the manufacture of equipment in relation to

the time necessary for the construction of workshops and factories.” (ibid.,
p. 199.)
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capacity. The use of equipment at those points is advantageous
and can lower costs despite the inclusion of a considerable hire
valuation. 'With such a procedure in accounting, the motor trans-
port column 1 the example mentioned above would not needlessly
hold vehicles required by others as it would burden its finances
heavily.

When the hire val of is included in the amount of
expenditure which 1s at the basls of the production valuation of an
optimal plan in which the economic agreement between the requite-
ment and the production of a given product has been established, the
concept of scarcity of the product loses its meaning. In fact, scarcity
as a rule results from a relatively low price owing to inadequate cost
accounting that leads to a demand for this product which is unjustified
economically. But even 1n cases of a real scarcity of the product~a
radical change in the ly justified requi and volume
of its production—a low price would not Iessen the scarcity as it does
not promote a speedier expansion of production and the replacement
of the scarce product by another.

In considering applications for new equipment the calculation of
the hire valuation plays also an essential part. Inclusion of the hire
valuation would show the claims of those factories unfounded in
which the equipment is not sufficiently fully and efficiently utilized,
although without such an accounting they may appear fully justified
and liable to be accepted (as the applications for machines for
operations of types [ and IIf in the above example). At the same time,
such a reduction 1n the requirements would make it possible to meet
—in due course—those applications in full where the given equip-
ment would produce the highest results. Many factories, instead of
wanting additional equipment which in tlus case would sharply Taise
their costs (by including the hire val would
aim at the fullest and most efficient use of the avaﬂable equipment,
at a reduction of the time necessary for repairs, etc., which in turn
would produce a reduction in expenditure. On the other hand, the
factory at which the given machine tool operates at full efficiency and
where its absence reduces production, would as a rule receive it
immediately.

As regards mobile means of production (such as construction
machinery), factories and building operations would endeavour to
keep them during the period when they could be fully occupied and
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would arrange to organize work in such a manner as to reduce this
period as far as possible. In this connection it may be appropriate
to mention that building was too slow and expanded too little (in
particular before World War I1) partly because the hire valuation of
cquipment was not allowed for in calculated costs. The system,
introduced recently, of increased depreciation rates for equi'pment
supplied to building organizations (such as cranes) works essentially
in the right direction and affects its use favourably.

Finally, the calculation of the hire valuation of equipment will
substantially scttle the problem of the valuation of production.
At present, a greatly differing cost is often obtained if production is
carried out with simple or with specialized equipment. Sometimes
this inconsistency remains, sometimes an average cost is adopted.
Both these solutions are not very satisfactory. If the cost per cubic
metre of excavation is expressed by two different indices—for the
work carried out by hand and by mechanical operation—then in
solving a planning problem without knowing in advance what means
will be supplied at the given building it is impossible to arrive at a
more or less correct idea of the magnitude of the necessary expendi-
ture (on comparing several solutions, etc.). Neither will the mean
figure reflect the expenditure on a given operation or production
(see footnote on p. 84) appropriately and may frequently lead to
confusion. In fact, if at a factory with new specialized equipment the
cost of an article is 8 roubles and at an old one 12 roubles, and if, say,
the average selling price is fixed at 10 roubles, then the second
factory will systematically be considered as unprofitable and super-
fluous in spite of substantially good work. When solving the problem
of whether the use of such an article is advisable its price of 10
roubles will be taken into consideration and also the fact that
abandoning its production (at the second factory) may reduce
expenditure by 12 roubles. The calculation of the hire valuation of
equipment would save introducing differing prices (or an unjustified
average price) and provide a price which reflects the actual extent of
expenditure based on the production of a given volume.

The absence of such accounting may cause confusion in the use of
output. Let us imagine that two machines can be manufactured at a
more modern factory at a cost of 600,000 roubles each and at an
older one at a cost of 1,200,000 roubles. It is apparent that the price
of these machines should be identical. However, if one of them is
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produced, in fact, at the first factory only and the second machine
at the second one and if the price js fixed on the basis of cost, their
prices will sharply differ which will lead to confusion in economie
solutions relating to their use.t The calculation of a hire valuation at
a higher scale for the more efficient factory would remove such an
unjustified difference.

1t should be pointed out that beside the possibility of determining
the hire valuation of given means of production used in this example
—from the calculation of the losses incurred as a result of the change
to manual work—there exist other possibilities. In particular,
the efficiency of using given means may be calculated from the
valuation of production obtained by the use of such means, if such
a valuation 1s known from other data, For instance, the latter
is determined by the known Jevel of expenditure on production by
some other method providing the same basic output, or by the con-
ditions of use and of equivalent substitution in production (compare
Section 4).

To illustrate such a possibility let us turn to the example in
Chapter 1, Section 1, where the allocation of the production pro-
gramme was discussed. Let us assume that for a set of articles (two
articles No. 1 and one article No, 2) the valuation, say 65 roubles, is
known. Then, if expenditure on materials for the set equals
2% 10415 = 35 roubles, the manufacture of the set should be valued
at 65— 35 = 30 roubles and to the extent that the ratio of 0.d. valua-
tions for the manufacture of articles No. 1 and No. 2 was 1:4 (see
pp- 5-6), these valuations should equal 5 and 20 roubles respectively
{2% 5420 =30 roubles), so the full valnation of article No. 1 is:
10+ 5 = 15 roubles; for article No. 2: 15+4-20 = 35 roubles. Further,
if expenditure on the operation of each factory, apart from material
costs, 1s known, then 1t 1s possible to calculate the planned profitability
from 1ts output under a rational production plan; and if the only
kind of expenditure not accounted for 1s the hire valuation of the
factory, the latter will be found automatically. Thus, let us assume
that for a factory of type A this monthly expenditure amounts to

1 These conclusions are not of general validity. It may be apparent that
a more efficient factory 1s already equipped for the manufacture of a given
machme and cannot be uttlized for the ime being for other purposes and the
output of this machme 1s still needed. Then the costs shown wll correspond

more closely to the actual economic expenditure and may prove an acceptable
basis of analysis,



MAXIMUM FULFILMENT OF THE PROGRAMME 91

300,000 roubles; if the valuation of net production carried out at this
factory (the manufacture of 100,000 articles No. 1) amounts to
5% 100,000 = 500,000 roubles, then the hire valuation for this factory
will amount to 500,000 —300,000 = 200,000 roubles per month. In
this manner the hire valuation of the remaining types of factory may
be found.

Introducing the valuation of the rent from equipment (hire valua-
tion) for entirc factories in the form of planned targets of profitability
will make factories more interested in increasing the range of the plan
and in obtaining a larger number of orders; and the calculation of
this type of expenditure in production will level out the conditions of
production at various factories and remove cases of planned
unprofitability.

In the subsequent pages we shall use the terms hire valuation, rent
valuation, rent from equipment synonymously without specifying the
field of their application. The term rent may properly be used as all-
embracing, as the hire valuation for mobile equipment (lorries,
cranes) and the rent valuation for stationary equipment. These terms
correspond also to three possible forms of using the rent from
equipment in economic accounting: hiring out, renting and finally
the planned target of profitability which has just been the subject of
discussion.

Tt should be noted next that—as pointed out above—the hire
valuation which is to be used as a guide is determined by all the
circumstances. For instance, during World War II the situation
changed radically for many types of equipment. The shortage in
metals must have resulted in a very high hire valuation of equipment
in metallurgy and metal-working industries. Conversely, equipment
of the textile industry which was not used to full capacity must have
had a comparatively low valuation.

The calculation of the hire valuation of equipment must be
reflected in the valuation of production. Such materials (metals, coal,
oil), for the production of which complex equipment is used at
over-full capacity, should receive a higher valuation in the calculation
of rent than at present.

There exists the view that the role of equipment in the valuation of
production is fully taken into account by including depreciation in
costs. This view is quite incorrect. The share of depreciation in
costs is for the majority of types of production insignificant (3-7
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per cent). At the same time, the difference in costs of production
when the correct equipment is used reaches 50 to 100 per cent and
more in companson with production by simpler equipment which
frequently operates side by side with the other. For this reason, to
confine cost of equipment to depreciation and not to account for its
actual enormous role as a factor of production determining the
productivity of labour leads not only to 1ts imptoper use but distorts
the whole system of prices and costs: the latter does not reflect
correctly the real relationship of economic cost.

The position is less satisfactory in accounting for the use of
equipment than for labour. The difference in the intensity and skill
of labour is taken 1nto account in one way or another through the
mediam of wages. The difference in regard to the conditions of
labour as expressed by the supply of eguipment is in no way
considered.

It should also be mentioned that—as will be seen in Chapter 11—
the calculation of the hire valuation of equipment, the necessity for
which was shown above, 1s not the result of its temporary scarcity
but should appear as a regular element in economic accounting.
The temporary scarcity of a given type of equipment increases only
the magmitude of its hire valuation.

Section 6, Rational Utilization of Natural Resources,
Calculation of Rent

A Ranonal Crop Plan

In the preceding section we idered the p of wtilizing
equipment and emphasized the importance of a correct solution in
the construction of an opumal plan. In the construction of a
production plan there arse also problems of the rational utiliza-
tion of natural resources when these are available in limited
quantities.

Let us explain this position on the following example.

ExampLE. Three plots of land are available—one fertile, one
ordinary and one poor (the resources of the latter are unlimited),
The yield of wheat, rye and oats for each plot of land is known, as is
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the expenditure of labour (in days per hectare) required for the
production of each crop.7 All the data are given in Table 31.

In accordance with the planned target (or on the basis of a plan
constructed earlier which is subject to improvement), 5000 quintals
of wheat, 3500 quintals of rye and 5000 quintals of oats must be
produced. A cropping plan is to be drawn up which will ensure
the completion of the task with the least expenditure of labour.

TaBLE 31. FERTILITY AND LABOUR REQUIREMENTS FOR
VARIOUS CROPS BY PLOT

A Yield Labour
rea . ) requirements
Land (in hectares) Crop | (in quintals (in days per
per hectare) hectare)
More
fertile 100 Wheat 30 10
Rye 25 8
QOats 28 7
Ordinary 200 Wheat 20 10
Rye 20 8
Oats | 26 7
Poorer 300 Wheat 15 10
(and more) | Rye 15 8
Oats 25 7

In solving the problem of allocation of land under cultivation the
basic criterion will be the saving of labour which may be attained
by raising a certain crop on a given plot of land as compared with
another crop (compare Conclusion 19). Let us devise an optimal
cropping plan by the following reasoning.

+ Instead of expenditure of labour we could take cost. In the given example
all the expenditure is expressed in man-days in order to reveal more distinctly
the meaning of o.d. valuations and their agreement with labour expenditure.

If in the cultivation of land other expenditure is incurred besides labour, for
instance on fertilizer, we suggest that this expenditure expressed in labour
should be added to expenditure on labour. All the numerical data (fertility,
cxpenditure on labour) are arbitrary as in other examples.

Of course, similar calculations may be applied to other crops—food-crops,
fodder and industrial crops (imaize, sugar-beet, cotton) and also to problems of
the rational utilization of larger areas of land (a group of districts, provinces).
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production method may exercise on expenditure on other fypes of
production. This influence is operative in the expenditure or engage-
ment of factors of production which include scarce and more
productive natural resources, in the present instance in the utilization
o the more fertile and ordmary land; such expenditure remains
upaccounted. Meanwhile, these factors should also receive definite
valuations and their use should infiuence the allocation of expenditure
on production.

The calcul. in the latter situation ( isti ially in the
computation of the differential rent and 1ts mcorporanun in expendi-
ture) makes it possible to obtain o.d. valuations for the present
problem.

From the foregoing it is clear that in the given example the more
efficient natural resources, the more fertile and ordinary land, should
also recerve a defimte o.d. valuation. The poorer land will have
a zero valuation as this factor is available in excess (compare
Appendix I, Theorent 3}.

Moving upwards in Table 32, the o.d. valuation is found (expressed
1n man-days) per quintal of each crop and per hectare of the more
fertile and ordinary land.

To produce 25 quintals of oats 7 working days are required (see
Table 32); 1n the valuation of oats, expenditure in terms of more
fertile land does not enter as oats are sown only on poorer land, and
for this reason the valuation of 1 quintal of oats will equal 7:25 days.
The valuation of 1 quintal of rye on poorer soil will amount to
8:15==0 533 of a day.

One hectare of ordinary land produces 20 quintals of rye which is
consistently valued at 20 x 0-533 = 10 67 days, while direct expendi-
ture amounts to 8 days. Thus, the use of 1 ha of ordinary land results
in a saving of labour of 10-67—8 = 267 days. This figure must be
taken as a valuation of the use of 1 ha of ordinary Jand.

One hectare of ordinary land produces 20 quintals of wheat.
To the apparent expenditure of 10 days must be added the valuation
of 1 ha of ordinary land (267 days). The figure obtained—
12:67 days/ha—represents the full cost of production of 20 quintals
of wheat on ordinary land. Hence the o.d. valuation of 1 quintal of
wheat equals 12:57:20 =0 633 of a day.

Thirty quintals of wheat obtained from 1 hectare of the more fertile
soil are valued at 30x0 633 =19 days. The visible expenditure
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amounts to 10 days, therefore the valuation for the usc of 1 ha of the
more fertile land equals 1910 =9 days.§

We have obtained valuations for the present plan. We shall now
ascertain whether the plan is optimal. For this purpose we shall
compare total expenditure (including rent) in the production of ecach
crop. The results of the simple calculations are given in Table 33,

TaBLE 33. COST STRUCTURE WITH RENT INCLUDED

o Cost of labour per Cost of labour per
Yield in hectare (in days) quintal (in days)
Crop Land | (quintals/ |- .
hectare) . Indirect . Indirect
Direct (rent) Total | Direct (rent) Total
Wheat { More
fertile 30 10 9 19 0333 03 0-633
Ordinary 20 10 2-67 126705 0-133 | 0-633
Poorer 15 10 —_ 10 0-667 — 0-667
Rye More
fertile 25 8 9 17 0-32 | 036 0-680
Ordinary 20 8 2:67 1106704 0-133 | 0533
Poorer 15 8 — 8 0-533 —_ 0533
Qats More
fertile 28 7 9 16 0-25 0321 | 0-571
Ordinary 26 7 2:67 9:67 { 0269 | 0-103 | 0-:372
Poorer 25 7 — 7 0-280 — 0280

From this table it is apparent that in the plan those methods are
used for which the total expenditure on the production of 1 quintal
of each crop is minimized (the corresponding data in the table are in
heavy type). For the methods used in the plan, total expenditure
equals the valuation of production, but for those methods which are
not used it is higher than the valuation shown.

Hence one can state with certainty that the plan constructed above
is optimal and the valuations obtained from it are o.d. valuations
(see Conclusions 11, 12, and 14).

+In these simplified arguments rent of land was calculated on the basis of
the yield of the individual crops. In fact, the efficiency of using a given piecc of
land is determined not by a single product but by the totality of products under
the given system of management.

Lct us note that the proposed accounting methods may also be applied in the
caleulation of rent under more complex conditions (see Appendix I).
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It is clear that af only direst expenditure were considered (see
column five of Table 33) this would lead to confusion in the various
cconomic accounts. Thus, in many cases wheat would receive g
Jower valuation than ry¢; judging by the valuations of visible expen.
diture (1f production 1s evaluated on the basis of average costs), the
cultivation of poorer soil 1s not profitable at all. Let us explain with
some further examples the importance of obtaining a valuation of
the use of more fertile land, and of limited natural resources in
general, that is, of differential rent.

Let us consider the following problem. Assume that with the
conditions of out example it is possible to increase the yield of wheat

on the more fertile land by 2 quintals/ha as a result of more in-
tensive working of the land with a 10 per cent increase in the expen-
diture on Iabour. Is st advisable to satroduce the new method?

The calculation of the direct expenditure on labour leads to a
negatine answer. In fact, an increase m the expenditure on labour by
10 per cent grves an increase in output of only 2/30 = 67 per cent—
labour productinty decreases.

The calculation should be carricd out on the basis of the valuations
obtained by allownsng for rent (see Conclusion 15). The additional
output of 2 quntals of wheat s valued (in man-days) as
2x0633 = 1-267 days. A companson with the increase in labour
expenditure (1 day) shows that the new method produces a saving of
labour, and ts app on appears ically justified, Let us
once more emphasize that a calculation without atlowing for rent
would turn against the introduction of the more intensive method of
cultination

Let us consider a second problem. Under the conditions of our
cxample, a certain quantity of gramn (wheat or rye) has to be allotted
for ption by the farms tt Ives (feeding). What is more
advisable to use if wheat 1s 10 per cent more effective than rye (if
10 quintals of wheat are equivalent to 11 quintals of ryc)?

The calcuiation on the basis of valuations aliowing for rent shows:
avaluation of 10 quntals of wheat wouldamount to0 633 % 10 = 633
days; a valuation of 11 quintals of rye 0-533x 11 = 5-87 days, Itis
more advisable to use rye for the given purpose as this provides a
saving of labour.

I calculations were carried out with valuations of direct and
visible expenditure only, this again would lead vus to an incorrect
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result. Ten quintals of wheat would be valued at 0-4 x 10 = 4 days;
11 quintals of rye at 0-46 x 11 = 5-06 days. The cost of wheat would
prove lower than that of an equivalent amount of rye and the choice
of wheat would appear more advantageous.

From the foregoing it is clear how essential the role of rent is in
cconomic analysis. The calculation of rent makes it possible to solve
the problem of the allocation of the more efficient natural resources.
Rent must also be taken in consideration when the full cost of
production is determined.

All the above considerations enable us to arrive at the following
conclusion.

ConcrLusioN 20. In solving problems of the use of natural
resources which are more efficient but in short supply, their use must
be determined by allowing for differential rent. The magnitude of the
latter is determined by the saving of labour obtained from the use of
these resources in the optimal plan. If rent is included ip expendi-
ture, then the principle of least cost is observed in the optimal plan,
The amount of the rent should be allowed for in determining o.d.
valuations of production.

Let us note that rent possesses the same properties and applications
as other types of o.d. valuations.

Natural resources which are in short supply but are efficient may
include not only land as in the above example, but also forests,
water reservoirs for irrigation and fishing and deposits of useful
minerals.

A correct calculation and a systematic account of the rent will
make the most expedient use of the natural resources possible and
prevent their improper, incomplete and irrational use. Moreover, the
calculation of the rent in the valuation of production equalizes, first
of all, the conditions of production for various resources, ensuring
profitability wherever production is rational; secondly, it furnishes a
relatively higher valuation of the kinds of output, which use scarce
and more favourable natural resources, and promotes the most
efficient use of such outputs.

Consequently, the calculation of the rent should play an important
role in questions of price formation.

Meanwhile, any likely increases in the price of some products are
fully offset by receipts obtained by society in the form of rent. In this
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manner, calculation of the rent will only lead to a reallocation of the
means of production among the various constituents of thc national
income. At the same time the incl of rent in ac 1
ing and in the working out of economic indices will produce the
most correct solution of ic questions about the use of such
natural resources constdered from the point of view of the whole
community.

For instance, the collection of rent, in one form or another, of land
and of irrigation waters in the southern districts, with an appropriate
increase 1 the fixed prices of cotton and other industrial crops, of
fruit (without a change 1n retail prices), and without reduction in the
budget, would create favovrable conditions for rational and intensive
use of these lands, would stimulate the growth of production as well
as the more rational use of the outputs mentioned; it would result in
an increase 111 the income of the Aolkkozes and would also create
ultimately the conditions for a reduction m the price of these
products. The calculation of the rent would also reveal more fully
the economic superionty of crops whose production is dependent
upon a more mtensive use of Jand. cotton, rice, maize.

Calculation of rent would show the advantage in costs of grain
grown on virgin soil better than ordinary economic calcnlations,
For this reason, such an account shows a greater efficiency of invest-
ments for the development of virgin lands (compared with ordinary
accounting), justifies decisions made by the Communist Party in
19534 regarding the development of virgin lands.

Now that this has taken place, the rent obtaiped from them in
whatever form presents a sut 1 portion of ion by the
state.

Thus, a rent from forests and from fishing reservoirs would present
their uneconomic use. Of great importance is the calculation of rent
in mining and other sectors of the extracting industries.

It should be emphasized that a socialist differential rent is of an
entirely different nature from capstalistic rent.

A capitalistic rent is 2 form of income from exploitation—a portion
of the surplus value appropriated by the owner, which can conflict
with other costs.

In a socialist society, rent represents a portion of social expenditure
on labour and 2 portion of the social product which belongs to the
country as a whole and does not conflict with other components.
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It stands out from the total as a specific form which—for reasons
given above—should be accounted for separately so as to ensure the
most cfficient usc of natural resources.

Great importance is attached at present to this latter task. “Within
the coming seven years there will be a marked improvement in the
usc of land as the principal factor of production in agriculture.”’}

In a capitalist society private ownership of natural resources and
rent can be an obstacle to their right and efficient use. In a socialist
socicty it is possible to utilize them in the best and most cfficient
manner; the inclusion of rent in economic accounting is the means of
ensuring rational use of these resources. And, conversely, failure to
account for rent may lead to waste of natural resources, and to their
use in a haphazard, rather than optimum manner.

The magnitude of capitalist rent is determined spontancously in
the market. A socialist rent must be determined and allowed for in
the process of cconomic planning. Its magnitude must be established
in such a manner as to ensure the fullest use of natural resourccs.

The hire valuation considercd in the preceding paragraph represents
in itself cssentially a specific form of differential rent—a rent from
cquipment. The difference consists in that equipment, as distinct
from natural resources, can be reproduced. However, this difference
becomes only apparent in long-term planning; in short-term planning
reproduction of equipment within a short time is not possibie and for
this reason the difference is not obvious.

Analysis of Labour Expenditure

The example above dealt with the calculation of expenditure of
labour for various types of agricultural production.

In the process of analysis the important fact emerged that expendi-
ture depends upon the conditions of using labour. For instance,
expenditure on 1 quintal of rye grown on ordinary and poorer land
is in a relationship of 15:20 = 3:4 (Table 32), that is, in terms of
efficiency a working day on the poorer land in the growing of ryc
corresponds to § of a day on ordinary land.

In the above calculation of labour expenditure on various types
of production, productivity of a unit of labour on poorer land was

+ Target figures for the development of the national economy of the U.S.S.R.
for the years 1959-65. Report of the XXI Corngress of the Communist Party of
the U.S.S.R., vol. 11, p. 493,
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adopted as the unit—that is, when favourable natural resources
could not be secured for labour. In general, it would be Pproper to
adopt as a basis of calculation work performed under average con-
ditions. As no sufficient data are available, we shall adopt as a unit
a working day under average conditions for a given community,
However, the general approach in converting labour to an average
will be explained as we proceed.

The total valuation of production in the arbitrary units adopted
{a working day on poorer soil) amounts to

5000 x 0 633+ 3500 x 0 533 +5000 x 0-280 = 6430,

and the general expenditure of labour amounts to 5000 days. Thus,
expenditure of (average) labour per conventional unit amounts to
5000-6430 =0-778 of a day.

Consistent with this, expenditure of average labour per unit
production constitutes:

For I quintal of wheat 0-633 x 0-778 =G 492 of an average labour day
For 1 quintal of rye  0-533 x0 778 =0 415 of an average labour day
For 1 quintal of oats 0 280 x0-778 = 0-218 of an average labour day

The valuations of production of these three crops have now been
expressed 1n average labour, but 1t is evident that they maintain their
previous ratios. It is not difficult to show that they are not only
expressed 1n terms of labour, but that they correspond in fact to that
expenditure of average labour which 1s necessary to achieve produc-
tion under the given conditions. In other words, these valuations of
production are fully consistent with the labour theory of value,
Of course, when considering the estimate of labour outlays on
production 1n complex conditions, st 1s necessary to account for the
interdependence of the production of various types of output and
thus the interdependence of the necessary expenditure.

The correctness of the method adopted for the calculation of
expenditure on production and of the valuations obtained was
already evident as these valuations conform to a rational production
plan and lead to the night solution of vartous problems of economy
of labour. In order to explamn this method more fully and to justify
it, we shall analyse those particular features of the calculation of
labour expenditure which have been adopted in the assessment of
expenditure,
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(1) The caleulation of labour expenditure (and of the valuation of
production) is based on the methods of cultivation adopted in the
optimal plan, that is, it takes into consideration the necessary (the
minimum, realizablc and rational) expenditure of labour (in terms of
the national economy—the socially-necessary expenditure).

(2) Allowing for the fact that labour productivity depends upon
the conditions cf its use, it is very important, if labour expenditure
deviates from the average favourable social conditions, to take this
fact into consideration in the calculation and to convert expenditure
to the average favourable conditions. In the given analysis such
conversion to average labour was actually carried out in the con-
ditions of the problem considered.

Once expenditure on production has been calculated it is easy 1o
obtain the valuc of the coefficientst which convert actual to average
expenditure of labour:

when wheat is produced on more fertile land
k, =0492: 4§=1-476
when wheat is produced on ordinary land
k,=0492: 15=0984
when rye is produced on ordinary land
k; =0415: &% =1-038;
when rye (and oats) are produced on poorer land
k, =0-778

Thus, it appears that the valuc produced at a given production unit
is not determined by direct expenditure on labour at that unit, but
that it may be higher or lower according to the extent to which labour
conditions there differ from average conditions and the extent to
which production factors are favourable to labour. The usc of

1 The coefficient which converts individual expenditure of labour to average
labour cost is determined as a ratio of the calculated average outlays of labour
and the magnitude of dircct expenditure of labour under given actual con-
ditions. It is clear that this cocflicient is greater than 1 when Jabour is spent
under more favourable conditions than the average, and less than 1 under less
favourable conditions. In the above account, the magnitude of labour outlays
under the conditions given is taken from Table 32. (This may easily be found
from the first and sccond columns of that table,)

1 The conditions of production of wheat and rye on ordinary land are not
cqually favourable everywhere: in the first example, one man-day is related to
+ ha of ordinary land, in the seccond one to § ha.
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However, such reallocation of production usually takes place for a
single product. Under socialist conditions of production (which is
unified) it appears correct and in accordance with the scheme
described to give reality to such accounting of the difference in the
conditions of labour utilization, and to achicve a reallocation of value
also for several interdependent products such as are characteristic of
present-day industry.

(3) Considering that socialist social production is a single whole,
one may attempt to determine directly social expenditure on a given
product as the expenditure of labour whicl is necessary to make one
unit of a product under given conditions. Such an approach, as may be
shown, leads to the same values of expenditure as those obtained
with the methods developed above.

Let us demonstrate this on the above example of a production
unit. Let us, for instance, calculate expenditure of average labour
necessary for the production of 1 quintal of rye.

Let us increase labour resources by one per cent, i.e. 50 days. In
order to maintain the same labour conditions it is nccessary to
provide for an cquivalent increase in the associated factors, an in-
crease in resources: by 1 hectare for the more fertile land and by 2
hectares for the ordinary land. What increase in the production of
rye could be achieved as a result? On 2 hectares of ordinary land
with an input of 16 days we obtain 2 x 20 = 40 quintals of rye. On
1 hectare of more fertile land 25 quintals of ryc could be obtained,
yet as was shown its use for the cultivation of rye was not rational.
It is more rational, with an outlay of 10 days, to obtain 30 quintals
of wheat. This would save 1-5 hectares of ordinary land and 15
working days from the cultivation of wheat. Spending 12 days on
the production of rye on this ordinary land, we obtain 15 x 20 = 30
quintals of rye. Finally, if the remaining supplementary sources of
labour 50 —16 —10+415~12 = 27 days were utilized on poorer land,
then by cultivating 27+8 = 3:37 ha, we would obtain additionally
15x 3-37 = 51 quintals of rye, a total of 40+ 30451 = 121 quintals.
Conscquently, expenditure on 1 quintal will amount to 50+-121
=0-415 days of average labour. In other words, we shall obtain the
samc figure as above.

Thus, we can sce, that the values of necessary expenditure of labour
obtained from calculating o.d. valuations is nothing clse than the
expenditure of the production unit as a whole and not individual or
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sectional expenditure, But this type of expenditure is decisive in the
analysis of problems relating to the allocation of social labour under
conditions of unified socialist production. At a Aolkhoz total re.
sults are important rather than that one group should reach higher
results than the others. In an economic district, the progress made
by the district as 2 whole is decisive and the high indices of one
factory can 1n no way be satisfying if they are attained at the
expense of others.

(4) Finally, without going into further detail (since the relevant
analysis has already been carried out above), let us note that the
amount of this necessary expenditure may also be obtained by calculas.
ing expenditure at a gnen production unit, provided it is rational and
not only risible and direct expenditure of labour is accounted for bu
also indirect expenditure, so as to reflect the use of factors which save
Jabour. Such an account is given in Table 33; in this table, indirect
expenditure 1s shown as the calculated efficiency of more fertile
sections of land (rent). In this table a working day on poorer Jand
was adopted as the conventional unit. A similar calculation could be
carried out 1 average working days; for this purpose, the valuations
of ordinary and of more fertile Iand would have to be converted to
average working days.

We should obtam:

using 1 ha of ordinary land (rent)
2 67 % 0-778 =2-077 average working days
using 1 ha of more fertile land (rent)
9x0-778 = 7 average working days

In such a calculation indirect expenditure on labour would have
to be converted to average labour by using again the conversion
coefficient k, =0778, and taking into consideration that the

pported labour corr ds to labour on poorer land. Then,
for instance, expenditure per quintal of rye on ordinary land would
amount 10(8 x 0 778 +2 077) =20 =0 415 of an average working day,
i.e. to the same value as before.

Let us note that mn this case the more fertile land (as compared
with the poorer one) appeared as a factor that saves labour, the
amount of such land bemg lmited; in other cases, as was shown
(Section 5), these factors may not be narural resources but rather
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the use of cquipment in limited supply, the valuation of which will
amount to its hirc valuation or rent from equipment.

The calculation of these factors is necessary in order to arrive at a
correct determination of their use, at a full valuation of costs of
production and correct allocation of the latter among the various
types of production.

In conclusion, the treatment of the quantitative application of the
theory of value developed here is not the only one that can be applied
in a socialist society. The valuations of production as obtained here
arc the result of calculating the necessary divergence from costs or of
some form of standardized costs. However, it is indisputable that
only by fully calculating the cost of labour, by taking into considera-
tion the conditions of using labour or the calculation of the factors
that save labour, can onc obtain valuations with which the problems
of labour allocation can be solved correctly. There is no doubt that
such an objective method of calculating could hardly disagree with
the law of value when this is correctly applied in a socialist society.

The analysis in Sections 5 and 6 of the importance of the use of
equipment and natural resources in production and their inclusion
in expenditure and the valuation of production may on superficial
acquaintance remind one of certain theories of vulgar bourgeois
schools of political economy about the thrce equally important
sources of value: fabour, land and capital. The radical difference
lies in the fact that the construction developed here is in full agree-
ment with the labour theory of value, labour being considered the
only source of value. Natural resources and equipment appear only
as factors influencing productivity of labour and the saving of
labour. For this reason, the calculation of expenditure of these
factors and their valuations must be looked upon only as means
for an optimal allocation of labour in order to attain its highest
productivity, and also as a basis for the comparison of labour
costs incurred under various conditions. Thus, these factors can
in no way be independent sources of value. Only their indirect
effect on the productivity of the labour force is included in the
calculation.
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Section 7. Planning of Transport. Production Problems
connected with Transport. The Appropriate
Railway Tarift

It 1s known that the transport of products plays an important role
in ic problems. Varying d of production at different
points, depending upon the location and quality of the sources of
raw matenal, the supply of stocks of equipment as well as other
circumstances make it necessary to move output produced at one
pornt to another. Here the best use of transport 1s of very great
mmportance. This is particulatly so in Russia owing to the great
duversity of natural conditions and great distances on the one hand,
and the shortage of means of transport and their overloading on
the other.

If it were not necessary to take into cousideration the limited
capacity of rallways and rolling stock, and also the imited productive
capacity of factories at any given moment, then the solution of
economic problems concerned with transport would present no
difficulty. Let us, 1n fact, assume that the cost of transport from
point A to pomt B amounts to 150 roubles per wagon. Then, if at
point A the cost of some product amounts to 500 roubles per wagon}
and at pomnt B 250 roubles, and if production capacity at B is not
fully utilized, it is advisable to obtain the requisite quantity of this
product from B instead of producing it at point A since the saving
of expenditure on production (500—250=250 roubles) exceeds
expenditure on transport (150 roubles). But if the cost of this
product at point B amounted to 350 roubles this would no longer be
advisable.

If there is also a point C where the cost of a wagon amounts to
150 roubles and the cost of transport to A 200 roubles, it is clear that
it 1s more advisable to supply A from C than from B as the cost of a
wagon of products at point A in the first instance will amount to
1504200 =350 roubles, in the second instance 250+ 150 =400
roubles However, if transport capacity and volumes of production
are limited, the solutions obtained in this manner will prove
impracticable and useless. The quantity of all loads, the transport of

1 For the purpose of calculation a wagon has a rated capacity of 16-5 tons
throughout.
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which may be advisable on the basis of such calculation, can by far
exceed the capacity of the railways. The requirements of a product
at those points of consumption which from the calculations should
be supplied from a given point of production may considerably
exceed available production there.

Thus, under real conditions, the simpler methods described above
are not applicable and any attempt to use them may only lead to
confusion. The proper method of solving such problems will be
demonstrated by us on two simple cxamples.

If railway transport is in great demand, it is impossible to solve
problems of its utilization simply by starting from costs and yields
calculated in the usual way. However, this should not force one to
give up economic calculation; but it must be done differently. The
aim of the calculation must be the choice of a solution which would
ensure the smallest possible losses to the economy arising from over-
strained transport. We shall consider the basic idea of such a method
in the following example.

ExampLE 1. Let us envisage a railway line linking points A and B,
where transportation is carried out only over the whole distance.
The capacity of the line is 1200 wagons in 24 hours. The cost (and
the tariff for simplicity’s sake is taken as cquivalent to it) is 200
roubles per wagon.

The volume to be transported is 2000 wagons per 24 hours (see
Table 34) which considerably exceeds capacity. We shall divide
these loads into three categories: (1) Unconditional—requiring the
full supply of wagons for loading; (2) Variable—required to be moved
without fail, but admitting (at a constant cost) a reduction in the
number of wagons needed for transportation. Timber may be
quoted as an example of such a Joad under the following conditions.
If the timber cannot be moved {rom A to be sawn up at B, but may
be transported after sawing, the number of wagons necessary could
be reduced by 40 per cent, but this would entail a considerable
increase in expenditure on the working of the timber, say, because at
A there is only an overworked, badly equipped sawmill, while at B
there is one underworked and fully mechanized. As a result, savings
for each wagon and load moved will amount to 400 roubles; (3)
finally, there are conditional loads which are not absolutely nceded,
for which transport necd not be supplied, although here too con-
siderable losses are incurred (for instance the substitution of a more
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expensive material for some raw material). All the loads are shown
in Table 34.

TaeLe 34, LOADS REQUIRING TRANSPORTATION

24-hourly Losses per
Loads i requirements Poss;g::geoc;;r;omy wagon saved
| (wagons) (roubles)
Unconditional
1st type of load 500 — —
Varying
2nd type of load 200 80 300
3rd type of load | 300 150 250
Conditional !
4th type of load ) 100 100 1500
5th type of load 500 500 500
6thtype of load | 400 400 250
Total | w0

As may be seen from the table, the losses per wagon saved in all
cases substantrally exceed the cost of transportation (200 roubles)
and therefore the lack of means of transportation for conditional
loads entas great losses; and in the case of variable loads an
economy In wagons 1s not advantageous. In spite of the fact that in
all cases transport 1s profitable and the demand for wagons entirely
legitimate 1t 1s clearly 1mposstble to meet this demand fully. The
magmtude of economuc losses (unavordable in the given conditions)
owing to the lack of wagons will depend upon how the available
rolling stock 1s allocated.

In the first of the plans quoted (Table 35) transportation is fully
provided for loads which have to be transported; among these are
the vartable loads. The remarnder made it possible to meet the other
demands up to 200 per cent, which was done. The total losses of
undertakings as a result of lack of wagons amounts to 400,000
roubles per 24 hr. In Table 36 the optimal allocation plan is shown.
As may be seen, the losses amount here to 246,500 roubles: they have
been reduced by 38 per cent.

The latter plan may be found by determining an o.d. valuation
(under the given conditions) of conveyance of one wagon between
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points A and B. This valuation is obtained by the method used in the
preceding sections and equals 500 roubles. Taking this as a basis we
arrive at the optimal plan. In those cases where lack of wagons
cntails expenditure exceeding 500 roubles for the saving of onc wagon
(4th load, sec Table 34), wagons are fully supplied. Where expendi-
turc per wagon saved is less than 500 roubles, all possible cconomies
in wagons can be made (2nd, 3rd and 6th loads, Table 34). Finally,
where the losses per wagon saved equal the valuation—500 roubles
(5th load), those wagons yet to be utilized can be made available.

TABLE 35. ARBITRARY PLAN TapLe 36. OPTIMAL PLAN
. Losses due to . Losses due to
Loads ﬁ:{‘?'::s]e lack of wagons Loads A\"mlablc lack of wagons
g (roublcs) wagons (roubles)
1 500 — 1 500 —
2 200 — 2 120 24,000
3 300 — 3 150 37,500
4 20 120,000 4 100 —
5 100 200,000 5 330 85,000
6 80 80,000 6 — 100,000
Total 1200 400,000 Total 1200 f 246,500

It should be stated that in the given conditions it is not possible to
adopt a valuation other than that of 500 roubles. If a valuation
exceeding 500 roubles were adopted, then proceeding as above, the
wagons would not be fully utilized. If a valuation below 500 roubles
were taken, then the demand for transport facilities would exceed
available capacity—once again it would not be possible to make the
best choice. Only the o.d. valuation makes it possible to arrive at the
optimal plan.

This o.d. valuation—500 roubles—differs from the cost (200
roubles) in that the latter (if it has been correctly determined by
including the o.d. valuations of materials and fuel) dces not take into
consideration the hire valuation (rent) of the railway system, cquip-
nient and rolling stock, or that it accounts for this only to an
insignificant extent. Thus, the rent in the given example calculated
per wagon transported should amount to 500 —200 = 300 roubles.
On a more thorough analysis—for which there is no need at present
—this sum could be split into portions corresponding to: (1) the
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permanent way and equipment of the railways, (2) locomotive stock
and (3) rolling stock,

Starting from o.d. valuations of transport it is possible to obtain
with comparative ease a valuation of the measures that would enable
one to achieve an economy in the use of transport and, in addition,
transport measures leadmg to increased capacity of railways in the
light of their ul bility for the nomy as a whole,
Such a valuation enables one to establish whether the given measures
will result 1 a reduction 1 the losses of the national economy due
to a shortage of transport. Here are a few such calculations.

(1) The weighing of a load before it is put into a wagon presents a
labour consuming operation without mechanized means of weighing,
Let us assume that its cost would amount to 15 roubles per wagon.
Weighing makes 1t possible to send off fully loaded wagons and
thereby to reduce the number of wagons used by 5 per cent. Is
mechanization advisable?

One wagon 1n twenty will be saved; expenditure needed to save
this wagon will amount to 19 x 15 = 285 roubles which is lower than
the o.d. valuation of transport (500 roubles). Thus, mechanization is
advantageous from the pomnt of view of the national economy
although of disadvantage to the undertaking producing it which for
an expenditure of 285 roubles will only realize a total saving of
200 roubles per wagon.

Of course, the introduction of such a measure may be recom-
mended only in the case where it1s possible to provide a sufficient num-
ber of workers for loading so that no wagons remain standing idle.t

(2) For an “unconditional” load, provision of special railings and
flaps for loading will increase the capacity of the wagons by 50 per cent.
The cost of such equipment would be 150 roubles per wagon: after-
wards 1t becomes worthless. Is 1t advisable to use such additional
equipment ?

The load from the three wagons could be placed in two. Their
equipment will cost 2x 150 = 300 roubles. Expenditure per wagon
saved amounts to 300 roubles (less than 500); consequently, the
measure 15 advisable.

Of greater advantage should be an increase in the carrying capacity

1 A typical example of this kind was quoted in the press: incomplete loading
of wagons with gmm rcsults 1 losses amounting to 130 mulfion roubles (see
the F kaya gazeta, 18 1957).
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of wagons which was achieved by a decrease in the weight of a wagon
through the partial use of modern materials such as duraluminium
and plastics instcad of ferrous metals and wood in its construction.
To all appearances, in spite of the high cost, their use in the given
instance may prove justified economically if in the calculation allow-
ance is made for the o.d. valuation of transport and the intensive
use of such wagons on the fully used main lines is taken into account.
The same applies to the use of wagons carrying larger loads.f

(3) A factory at town A uses ballast from the sand quarry situated
near town B (requiring 20 wagons in 24 hr). The cost of this high
quality sand is 100 roubles per wagon at B. Near A it is possible to
obtain only low quality sand and the quarrying of this is much more
complicated. The operations necessary to ensure the possibility of its
usc (washing, etc.) would result in a cost of about 300 roubles per
wagon. In addition, capital investment amounting to 800,000 roubles
is necessary (for the building of an access road, etc.). Is it advisable
to forgo the use of the quarry at B?

Expenditure per wagon saved amounts to 300 — 100 = 200 roubles.
If the valuation is 500 roubles, the economic saving will be equal to
500200 = 300 roubles per wagon, and 20 x 30 =600 wagons per
month constitute a saving of 180,000 roubles. Thus, capital invest-
ment will be repaid in a little over four months. It follows that the
measure is advisable.

(4) Ore is an “unconditional” load. Mechanical dressing on the
spot (for instance, sizing) reduces weight by 10 per cent. The cost of
dressing amounts to 30 roubles per wagon. Thus, the cost of saving
one wagon amounts to 300 roubles. A comparison with the o.d.
valuation of transport (500 roubles) shows that this measure is
advisable from the national economic point of view although its
operation may cause some increase in the cost of ore.

In all the examples quoted it was possible to reduce the transport
load and this was in the interest of the national economy. At the
same time, since on many busy main lines the existing railway tariff
is too low, putting thesc mecasures into operation would increase
costs and would consequently not be to the advantage of the factories
which are in a position to carry them out. In fact, a factory which
succeeds in meeting its transport requirements does not take them
if they are not to its advantage.

1 Sece the Promyshlenno-ckonomisheskaya gazeta, 18 July 1958.
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For i lies of Iding sand are being transported
although sand is nv:nlablc locally, while frequently the lack of
wagons entails high losses elsewhere.

The calculation of an o.d. valuation of railway traffic in economic
accounting, and in particular a railway tariff that approximates this
valuation, will help a better use of other types of transport. Sucha
calculation would render it economically advisable for factories to
utilize those other means of transport where they are advantageous
(waterways—where available—and mixed transport, or motor trans-
port over short distances); this would at the same time exclude the
use of those means of transport which are clearly inadvisable (water
transport for perishable freight, motor transport over long distances).
Furthermore, this calculation would make jt possible to solve the
problem of choosing the right type of transport in a practical manner,
taking into account both the national economic interest and the
interests of the factory.

The existence of an mmproved system of tariffs is particularly
important at present when many construction plans are moved to
other countries. It is therefore very important that the requisite

ic indi be lable to establish these relations correctly
in agreement with the public interests.

(5) At a factory in town A, castings for the state being made with
unsuitable equipment costs 160 roubles per ton. If the metal were
directed to a factory i town B where the fonndry 1s better equipped
and suitable for making this type of casting, the cost would amount
to 130 roubles per ton. Is it advisable to send the metal for casting
at the factory in town B?

For a wagon the loading capacity of which is 16-5 tuns, the saving
would amount to 16-5x (160 — 130) = 495 roubles. The expenditure
for the round trip of a wagon would be 2 x 500 = 1000 roubles (on
the basis of the o.d. valuation). The change is not advisable in these
conditions.

This is a tyvical example. When correct calculations of transport
costs are made, the co-operation of factories needing additional
transport of 1eavy loads over long distances appears frequently
inadvisable. As a result, the narrow specialization of factories (in
particular of rolling mlls) 1s often not advisable when it is calculated
on the basis of s ch co-operation and involves transport over long
distances. The incqrect calculation of such aspects of transport was

Y

N
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onc of the principle causes of unnecessary and superfluous specializa-
tion, instances of which have been noted already at the XVII Congress
of the Communist Party of the Sovict Union.

In many other cascs, however, specialization and co-operation are
fully justified in spite of the fact that this entails an increasc in the
load of transport. To solve this problem it is always necessary to
have a correct national economic valuation of transport costs.

(6) In town A there is a soap works operating on a large scale.
The cost of manufacturing a cake of soap amounts to 50
kopecks.

There is a proposal to set up a handicraft soap works in town B
(for the supply of the town and district) so as not to overload trans-
port. In other words, it is proposed to produce soap on the spot
instead of sending the raw material to the factory at town A. Thecost
of manufacturing a cake of soap by methods almost amounting to
handicraft would amount to 1 rouble. Is it advisable to organize
production in such a way?

The weight of a cake of soap is 100 g. Allowing for packing, it may
be assumed that the capacity of a wagon will represent 100,000 cakes.
The difference in their cost will be 50,000 roubles. The conveyance
of a wagon in both directions (according to the valuation) is 1000
roubles. Conclusion: the organization of a handicraft soap works at
B is inadvisable. Thus, if conveyance of the product and materials
does not involve overloading of transport, production costs should
be of decisive importance in the choice of location of production.
In particular, use should be made of the advantage of reducing costs
which mass production and specialization offer.

In spite of the undoubted advantages of specialization and con-
centration of production, such measures were not always taken for
various reasons. Frequently this was justified by the load on trans-
port and by the difficulty of transportation over long distances,
especially when this involved consumption goods.

Failure to allocate or to use transport in the case of such valuable
goods can in no way be justified. This can only be explained by the
absence of any sense of proportion. The reasoning is approximately
as follows. What is morc important, coal or buttons? Of course,
coal. Thisneans that a wagon of buttons should be allocated second
rank of importance. But meanwhile one forgets that in order to
supply a large town with buttons one wagon per year would suffice,
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for coal thousands of wagons are necessary and if it was a question of
one wagon of coal this could easily be replaced by wood.

It 15 advisable, therefore, to refer to another calculation which is
evidence of the justification for our conclusion.

Let us assume that the problem 1s to transport loads of a high cost
per unit weight both of producer goods and of goods widely con-
sumed. The supply 1s of great importance to the country: for the
normal continuty of production ensures the vital requirements of
the population, and furthers the mobilization of the population.
At the same time, the number of wagons necessary for the transport
of goods of this kind is insigmficant.

Let us consider expensive products the price of which is not below
10 roubles/kg (including packing and, for Light loads, allowing for
the volume taken up). On the average, their price may be assumed to
equal 15 roubles/kg or about 250,000 roubles per wagon. Then, even
if the aggregate cost of this type of load available for transport over a
year was assumed to amount to 30 billion roubles, the number of
wagons for loading this every 24 hir (in the whole Union) would
amount to 300 (30,000,000,000+ [250,000 x 360] = 330). Therefore,
even reducing this type of transportation by 50 per cent would result
in heavy losses to the country, but would in fact not alleviate the
operation of railway traffic to any noticeable extent (150 wagons
represent approximately 0-2 per cent of one day’s load).

In view of this, it would be inadvisable not to allocate transport
facilities to the categories of costly loads such as, for instance, small
mstruments, dyes and varnishes, footwear, cosmetics, books in small
editions.

{7) Carrymg out certain costly changes on the railways (improving
communications, mcreasing the staff of inspectors, speeding up
traffic as a result of a ion}, involves an I in the average
cost of transport to 210 roubles per wagon, but increases the capacity
of the ratlway to 1300 wagons per day. Should these changes be made?

The cost of transportation of an additional 100 wagons will
amount to: 1300x210—1200x 200 = 33,000 or 330 roubles per
wagon while the valuation 15 500 roubles per wagon. Consequently,
it should be realized that 1t is advisable from a national economic
point of view to introduce such changes.

Ths, of course, does not mean that there is no need to reduce
costs of railway transport. It is necessary to find measures which
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would make it possible to reduce costs but would not affect the
capacity of the railway; such possibilitics arc very important.

In this connection it is proper to turn our attention to the cconomic
advantages of large scale conversion to diescl-electric and electric
locomotive traction contemplated in the Seven-Year Plan which
become even more striking when the o.d. valuations of railway
transport are included in the cconomic caiculations, as the usc of
such traction results in a sharp increase in the capacity of the railways
owing to higher speeds and faster turnover of the rolling stock (how
this affects economic efficiency is clear from the calculations in the
example quoted). Usually, through economic valuation of transport,
it is possible to solve more correctly various problems connected with
the introduction of technically advanced means of traction (choice of
the type of traction, order of application, etc.).

(8) Let us also consider the following problem. In the vicinity of
B coal of high calorific value is mined and its cost is 1500 roubles per
wagon; this coal is being used at A. Would it be advisable to replace
it by clectricity gencration low-calorie coal mined in the neighbour-
hood of A, considering that the cost of the calorific equivalent of the
latter will amount to 1800 roubles? On the basis of the fixed railway
tariff this would appear inadvisable, but if we allow for the o.d.
valuation of transport, we se¢ that the cost of imported coal which
must be vatued at 1500+ 500 = 2000 roubles exceeds expenditure on
Jocal coal (1800 roubles). It is more advantageous to utilize local coal,

Let us now assume that the problem is the railway itsclf. The
section of this railway in the vicinity of A uses 20 wagons of imported
coal daily. Is it advisable to turn to local coal for the running of
locomotives? We must take into consideration that, as a result,
owing to the reduced speed of the locomotives, the increase in time
of getting fuel, cte., the capacity of the railway will be reduced by
5 per cent or 60 wagons. Let us calculate the effects of such a change.
The saving resulting from the substitution of local coal for imported
coal will amount to:

20 x (2000 — 1800) = 4000 roubles.

The loss of the hire valuation of 60 wagons owing to reduced
capacity of the railway will equal:

60 x 300 == 18,000 roubles.
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Such substitution is clzasly rot advantageous under these condi-
tions. As far os one can see, it is rarely advantageous.

It is evident that in practice it is generally quite realistic that even
ap iperease 1o consumption of fuel and with it 2n increase in the cost
of transport may prove advisable if this increases the limited capacity
of a line 1n heavy demand; and for such a line, for instance, electric
traction may prove more efficient than diessl-electric traction even if
this should entail 2 higher consumption of fuel.

Let us formulate the results obtained as follows.

Coxciesion 21, If the given loads do not fill the capacity of the
railway, the costs of transport {correctly calculated) truly reflect the
national economuc outlay on transportation. In the case where the
capacty is exhausted, the 0.d valuanon of transpert should be nsed
instead of the cost in crder to include also the rent from equipment
of the rmlway calculated per wagon in the account. Such valuation is
obtainad by taking mato d all the cond: the quantity
and nature of the load to be moved, the capaaty of the rzilway and
the possibilities of increzsing it With the 2id of such 2n o.d. valua-
tiog, the correct solution of the problem of advisability of any kind
of port 1s ob d by companag the saving per wagon (the
nat:onal econorme efficacy ) that can be obtamed by it with the above-
mentionzd valuaton.

The od. valuation of the load transported consists of the o.d.
valvation of sueh a load 2t the pount of despatch 2nd the od.
vzluztion of transport.

It should be poimntad out that the calculation made in this scheme
cannot be casily accomplished with the same precision in practice,
although methods have been developed for the calculation in very
complex cases. The reasons for this are enther the lack er incomplete-
ness of the pacessary data.

In vien of the fact that selling prices and costs do not reflect fully
and preasely national economic etpenditure on the output of a
product 2t every peint, calculations should be camed out by using
o.d. vatuations. Without them, howsver, we may be obliced to base
ourselves on cost d2ta. In such a case our conclusions will be mech
less preciss and well founded.

However, even very rouch 0.d. valuations of transport 2nd their
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usc would enable us to draw certain definite conclusions, which
would doubtlessly be useful in practice.

Let us assume that the economic valuation of transport per wagon
(for an average journey of the order of 1000 km and average demand
on the railways) is very rough, say, as lying within the limits of
400-2000 roubles. Then, on the basis of such a valuation, two practical
conclusions may be shown (in both cases, the average conditions
mentioned above are to be borne in mind).

(1) It is advisable to put into operation measures to reduce the
demand for wagons, or mcasures increasing the capacity of the
railways, provided expenditure amounts to less than 400 roubles per
wagon.

(2) 1t is always inadvisable to refrain from allocating wagons if
expenditure of a factory amounts to more than 2000 roubles for cach
wagon not allocated.

Let us consider the question of a rational conncction of production
points to consumption points where the volume of production is
fixed.

ExAMPLE 2. A certain load is produced at points A and C, and
consumed at points B and D. In the scheme below (Fig. 7) daily
production (+) and consumption (—) in wagons arc shown in
brackets. Cost of transport per wagon between cach of the two
points is also shown: if the railway is not used to capacity, this
represents cost; if capacity is excceded it is the o.d. valuation of
transport per wagon. An optimal transport plan has to be drawn
up such that the total expenditure on transport will be minimized.

In one of the possible plans of transportation (Fig. 7), all 50
wagons are sent from A to D, 30 wagons are sent from C to D and
30 wagons to B. The total expenditure on transport amounts to
50 x 700 + 30 % 200+ 30 x 400 = 53,000 roubles. How can onc deter-
mine whether such a plan is optimal?

To solve the problem, we shall once again use the method of o.d.
valuations. We shall try to find o.d. valuations per wagon of a given
load at all points. Let us assume that at A this valuation equals
a roubles, then at D it will equal ¢+ 700, since the load is being
transported from A to D (see Conclusion 21). When a load is also
sent to D from C at a cost of 400 roubles, then the valuation of a
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wagon at C should be 400 roubles Jess than at D, i.e. (a+700)—400
=a+300. Finally, as a load is sent from C to B, its valuation at B
should be (a+300)+200=a+500. At the same time, if a load
were sent from A to B, this would be obtamed at a lower valuation
(a+300).

The difference obtained at once shows that the plan of Fig. 7 is not
optimal. Point B has to be supplied from A. The appropriate plan
is shown in Fig. 8. Total expenditure on transport under this plan
comes to: 20 x 7004 30 x 300+ 60 x 400 = 47,000 roubles, or 12 per
cent less. This plan 1s optimal. If the o.d. valuation per wagon at
point A equals, say, 1000 roubles, then at D it will equal 1700 roubles,
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at C 1300 roubles and at B 1300 roubles. On the basis of such
valuations 1t 1s clear that 1t is not advantageous to supply point
B from C; and this 1s not done in the new plan. Such a system of
valuations accounts correctly for these aspects of transport, favours
transportation of loads that are advisable and does not allow those
which are not advisable.t

At present, a uniform price 1s adopted for many kinds of important
materials—known as “free at the station of despatch™. Such a price

1 A fuller account of this method of solving problems of the planning of
transport 15 given 1n a special study by the author 1n co-operation with M. K.
Gavurin: Problems of Increasing Efficiency in the Operation of Transport,
Academy of Sciences of the U S S R., pp. 110-38. This gives the computational
methods switable for any number of pomts and several types of load, allowing
for round trips (see also Appendices I and IT).
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system docs not cnsure an optimal plan of transport. At such u
price it is more advantageous for point B to obtain supplies from
C than from A, as point C is situated ncarer to B and the material
will cost less. But in this casc a plan is obtained, as shown in Fig. 7.
which was shown to be non-optimal. The same shortcomings arisc
with a uniform price—"frec to the station of destination™. There-
fore, a system of zonal prices, correctly drawn up by calculating a
rational plan of cconomic transport, should be looked upon as more
advisable.

Concrusion 22. To the optimal plan of transport corresponds a
definite system of o.d. valuations of loads at various points. This
system is conceived in such a manner that if a load is transported
from one point to another, the difference of the o.d. valuations at
these points cquals the expenditure incurred on transport between
these points; if nothing is transported between these points the
difference does not exceed expenditure on transport.

The existence of such a system of valuations shows that the
transport plan is optimal—it does not involve wasteful movements.
Conversely, when it is not possible to draw up such a system of
valuations, this is evidence of the plan not being optimal.

Other systems of valuations of loads, in particular a uniform
price—“free at the station of despatch™, do not help to remove
wasteful movements from the plan.

Similar methods may be applied in the analysis of the problem of
transport and the determination of the volume of production if the
latter is variable.{

Section 8. The Best Use of the Available Production
Base. A General System of Objectively Determined
Valuations and its Importance

General Propositions

In the preceding sections we analysed the problem of the role and
the advisable usc of various factors of production: labour (which is
the basic production factor), raw materials, other materials, natural
resources, factors upon the use of which will depend the efficiency of
labour (clectric energy, equipment, transport). Here the only source

1 An example of this type is analysed in Appendix I, pp. 336-41.
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of value was seen to be labour: in the form of the labour force, in

its material form or in the form of services. The effect of each of

these factors was analysed separately. However, the conclusions

obtained as to the optimal plan and the o.d. valuations hold also in

the case when all these factors operate jointly. With the above

results it 1s possible to note the principles of the method of solving

the whole series of economuc planning problems relating to the use

of the available production base.

The results obtained apply now not only to a limited production
aggregate but to the national economy as a whole.

All the problems of economic accounting and planning may be
divided 1nto two groups.

To the first group we assign the problems of the use of resources
provided by the avalable means of production {equipment,
machinery, transformed natural resources, the transport network and
sources of electric energy, specialized labour).

In such conditions the task is that of the best possible allocation of
existing means, and of the selection of methods of production which
are feasible under the given conditions, that is, those which do not
involve excessive time and derable capital investment for
completion. Theref the planning and all problems
envisaged here relate to comparatnely short periods of time (a year,
a quarter, a month)}—problems of short-term planning and of opera-
tional economuc solutions.

To the second group we assign problems in which the time factor
and the need for considerable new capital investment are essential:
the choice of the type of new factories, plans for road expansion,
plans for training specialized labour, etc These are problems of
long-term planning.

The problems of the first group also determine the task of rational
utilization of the available production base. They are the subject of
investigation tn the whole chapter and they are considered in this
section in their broader outline. The second group of problems is
discussed in Chapter I11.

The task of constructing a plan that ensvres the best utilization of
the available production base proceeds as follows. In the existing
situation and a given pertod, the composition of the final product
required is determined—its distribution by type of products. Ia the
final product are included the means of personal consumption of the




MAXIMUM FULFILMENT OF THE PROGRAMME 123

population, means of consumption for state requircments (army,
culturaland welfare organizations, housing, government, communica-
tions), means intended for the expansion of the production base—
for capital investment in industry, agriculture, road and municipal
building. Consumption or accumulation of reserves of raw materials
are also decided upon.

Starting from these requirements and the available means (the
labour force, equipment, methods of production in use or known) an
optimal plan has to be constructed, a plan which will ensure the
highest possible final output of the requisitec composition. Of course,
the fact that a plan is optimal does not mean that in the process of
completion it could not be over-fulfilled; this may be attained by
finding new resources, new production methods and new ways of
organizing production, by improving technical indices and working
methods. It has to be borne in mind that the available resources, the
known production methods and the targets reached must be calcu-
lated and correctly used in the preparation of a plan, otherwise it
could not be considered optimal.

As in the simpler special cases analysed above, an optimal
plan must also exist for the fuller and more complex task. The
problem of finding such a plan in practice will be further considered
below.

A definite system of objectively determined valuations is associated
with the optimal plan. This system of o.d. valuations incorporates:
(@) a valuation of labour covering various specializations and
qualifications, (b) valuations of production (final and intermediate),
(¢) valuations of various types of materials and raw materials, (d) a
valuation of electric energy, (¢) o.d. valuations of equipment (hire
valuations of movable types of cquipment and the planned profit-
ability of whole factories), (/) rent of natural resources, (g) valuations
of various types of services (transport, communications). At the same
time, all these valuations may vary in different economic districts.
Along with these general valuations, there may be valuations that
are calculated and applied chiefly within a factory: valuations of
individual components or of work performed on them, valuations of
semi-manufactures, valuations of fixed and specialized equipment to
be used. This system of o.d. valuations is related to the optimal plan
in a manner analogous to the special cases, as was pointed out above
on sceveral occasions.
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(1) At each factory, or in any production process, if a method of
production is used 1n the optimal plan the sum of expenditure must
equal the general value of production (and both are calculated on
the basis of o.d. valuations)—in other words, production must be
ustified by being profitable.t

For unused methods of production the valuation of
expenditure 1s higher than or equal to the aggregate valuation of
production,

(2) If some product appcars 1n One process as a raw material and
in another (at the same point) as a finished article, then its o.d.
valuation 1n both cases must be the same.

(3) The difference in the valuations of onc and the same factor at
two different places, where transfer from one place to the other is
possible, should not exceed the valuation of losses that such a transfer
entails. In particular: (@) the difference in the valnation of some
product at two points should not exceed the valuation of expendnture
on transport; (&) the diffe in the e valuation of
must not exceed the losses which may entail its possxble transfer
(transport, assembly after arrival, non-use during the time of transfer);
(c) the difference in the valuations of labour when this is mobile
should not exceed expenditure on transfer (transport, the time not
worked during moving, decrease in the productivity of labour during
the first period in the new location).

All the above refers only to those possible methods of production
and to transfers which were considered 1 the preparation of the
optimal plan

The system of an o.d. valuation s concrete, 1t relates to all the

1 The reader may be surpnsed to find that 1n applying the system of o.d.
valuations consideration 1S given only to the question of the justification of
production by its profitabitity which 1s equal to zero This 1s firstly due to the
conclusions being given for a schematized statement of the task and secondly
because the concept of profitability ts somewhat unusual, namely.

(a) Expenditure includes the hire valuation—rent—of an enterprise; in fact,
it represents in 1tsell a net income at the disposal of the state (in pracuce, a
portion of this must probably remain at the disposal of the factory and 1s in-
cluded in its income). The same applies to other deductions which appear as
expenduture, rent from land (Secuon 6), payment for the use of scarce types of
labour (Section 3, p 68).

{5) Only planned profitability 1s envisaged as zero. In fact, owing to the over-
fulfilment of the planned targets of production and the lowenng of standard
costs, the actuzl profit should be positne even after allowing for expenditure
mentioned under ().
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conditions which determine the planning task (composition of the
final product, the relations between available resources, technical
progress, the whole set of production methods used). Substantial
changes in these conditions cause certain changes also in the system
of o.d. valuations, basically for those factors which are particularly
affected by thesc changes. At the same time, valuations are to a
certain cxtent stable: single individual changes in the conditions
cannot cause significant changes in the system of o.d. valuations.

Further, o.d. valuations are realistic, their ratios correspond to
real relationships in economic costs and can in fact be realized.
If these valuations are converied to ordinary labour, then if the
valuation of a component equals 100 (man-days) it shows that the
plan can be changed so that an additional output of these com-
ponents is obtained by spending an additional 100 man-days of
ordinary labour for each component. Conversely, by removing from
the plan a certain number of these components, a corresponding
number of man-days of ordinary labour could be released.

The proportion of 2:5 in the o.d. valuations of two types of product
means that by reducing the plan by 2000 of the first component it is
possible to increase it by (approximately) 5000 of the second. The
position is similar with valuations of materials, services and equip-
ment. Against this, the existing system of prices does not produce the
realization of such relationships.

This is not so noticeable in an industry where monctary calculation
in the plan, as a rule, is registered by the corresponding movement of
material funds (if in the plan of a factory expenditure of 1,000,000
roubles is envisaged on raw materials, the supply of these raw
materials to the factory is ensured). However, in the construction of
capital goods, where the balance of material resources was not
planned with such precision, this had an adverse cffect. Although
the sums envisaged in the plan were allocated, a large part could not
be used; of those that could be used the actual cost of operations by
far exceeded that planned. The expected prices could not be realized;
it was impossible to obtain the necessary materials at those prices
(or cven to obtain the full quantity at all).

This explains to a large extent why the first and second five-year
plans of construction were not completed in time.
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Application of O.D. Valuati in the Analysis of the Economic
Efficiency of Production Methods

If the o.d. valuations were found, they could be applied to the
solution of numerous problems of the use of the available production
base that anse m the process of fulfilling and improving the plan.
In all such cases, a simple calculation on the basis of o.d. valuations
would enable one to select objectively the right solution while taking
into consideration the whole situation and also the interests and
requirements of other factories. To explamn how this could be done
and what changes such accounting entails in comparison with the
usual one, fet us quote a few examples. Practical details are used only
for greater clarity, and for this reason we shall not enter into the
techmeal details and take the data (in particular, the values of o.d.
valuations) quite arbitrarily.

ExaMmpLE 1. At one of the units of a machine-building factory a
whole senies of components 1s manufactured on a universal machine
tool. The transfer of a specialized machine too! to this unit would
result in a considerable increase in labour productivity for some
20 per cent of the total number of components manufactured,
resulting 10 @ halving of their cost. Is it advisable to transfer the
specialized machine tool to the given unit?

Let us assume that 500 components are manufactured per shift and
the cost of the manufacture of components on the universal machine
tool is 30 kopecks The hire valuations of the universaland specialized
machime tools at the gnen factory equal 35 and 60 roubles per
shift.

The tota) manvfacture on the universal machine tool is valved at:

500 x 0 3+ 35 =185 roubles.

The second variant will gine an expenditure of:

on the umversal machime tool  400x0-3 +35 = 155 roubles
on the specialized machine tool  108x0-15+60= 75 roubles
Total 230 roubles

The second variant is less economical and must be rejected. On the
other hand, with the usual approach starting from the calculation of



MAXIMUM FULFILMENT OF THE PROGRAMME 127

cost, it would appear quite advisable as it would seem to result in a
reduction in cost without any additional expenditure.

ExaMPLE 2. At another unit of this factory obsolete machine tools
are employed in the manufacture of components. Four hundred
components are manufactured per shift and the cost of manufacture
of a component is 0-45 rouble. The hire valuation of the machine
tool is 20 roubles per shift. Is it advisable to replace the obsolete
machine tools by specialized tools of the same type as in Example 1,
if the latter should result in an increase in productivity by one and a
half (or a reduction in cost of manufactured components by a third)?

Let us evaluate expenditure on the manufacture of components:

Obsolete machine tool 400 x 0-45+ 20 = 200 roubles

(400 components)
Specialized machine tool 600 x 0-30 + 60 = 240 roubles

(600 components)
Calculated cost for 400 components 160 roubles.

The net saving amounts to 40 roubles per machine tool for one
shift. Thus, the change is advisable and should be carried out. In
so far as the valuation of the specialized machine tools is realistic,
they should be released from another unit and supplied to replace the
obsolete machine tools.

Evidently, if both questions in Examples 1 and 2 were considered
together, then even on the basis of a simple comparison it would be
recognized that in the second instance the specialized machine tool is
more necessary. But in fact this does not happen: in solving one
problem (with the aid of the normal indices) it is in practice not
possible to calculate requirements elsewhere. However, the results of
calculations carried out on the basis of 0.d. valuations would show to
the management of a factory in the first instance that at some other
unit the specialized machine tool is more urgently needed since the
calculation showed the inadvisability of the transfer. In the second
case they would show that in spite of the scarcity (and the high hire
valuation) of specialized machine tools their use is advisable and that
the transfer should be carried out.

At present, in so far as the transfer appears to be advisable in both
cases under calculation of cost, both requirements will be justified

and it is highly likely that the first unit will succeed in obtaining the
6 DULER,
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specialized machine tool and not the second. In other words, the
available specialized machine tools will be far from being used at
their maximum efficiency. Without calculation it is not possible to
find the correct answers to siich questions on the basis of qualitative
considerations alone as with some data one solution is correct and
with other data another.

Of course, similar problems may arise in the allocation of equip-
ment on a much wider scale. In solving the problem of where to
direct new equipment a sovnarkhoz, let us say, must take into
ation 1ts hire val in diffi activities.

ExaMmpir 3. It ss planned to manufacture two articles by the
stamping method. Instead of 15 min working time, as previously
required for each article, the stamping method takes 5 min for the
first article and 2 min for the second one. Let us assume that as a
result the full cost of manufacture of the first article will be reduced
by one-haif and the second by three-quarters. However, the presses
are working to full capacity. In such a case, both suggestions will
probably be dered advisable, but imp ble at the time.

Companison of the previous method and the stamping method on
the basis of the o.d. valuations may show that allowing for the o.d.
valuation of the time previously taken by the metal cutting machine
tools and the high valnation (1n the hght of requirements) of the time
for the press operations, the total expenditure on manufacture will
increase for the first article and decrease for the second one. This will
show that 1t is not at all advisable to transfer the first article to
stamping under the given conditions and that the second should be
so transferred by relieving the presses from some other operation
(satisfying the o.d. valuation of the press). Here, the losses will be
smaller than the gamn.

ExampLE 4. By using less efficient machine tools, and increasing
the number of those in operation by 20 per cent 1t will be possible ta
increase production by 15 per cent; expenditure on materials per unit
output remains unchanged.

Is this advisable? On the basis of the cost of production calculated
in the usual manner, such a change would be disadvantageous.
Would it be advisable, however, 1f the question was considered from
the point of view of the general plan? This will depend upon the
0.d. valuations and other data.

Let us assume, for instance, that the o.d. valuation of a unit of
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output amounted previously to 10 roubles and that it was composed
as follows:

Materials and other related expenditure (excluding

labour) 3 roublcs
Fixed costs 1 rouble
Labour expenditure 3 roubles
Rent from equipment 3 roubles

(all on the basis of 0.d. valuations)

Output is 100,000 articles per month, expenditurc amounts to
1,000,000 roubles. By engaging additional labour, expenditure on the
output of 115,000 articles will be composed as follows:

Materials 115,000 x 3 = 345,000 roubles
Fixed cost 100,000 roubles
Expenditurc on labour (300,000 20 per cent) = 360,000 roubles
Rent from equipment 300,000 roubles

(equipment is the same)
Total 1,105,000 roubles

Hence the cost per unit production will amount to:

1,105,000
115,000 9-61 roubles
which is below the present valuation. The change is advisable.

At the same time, on comparing the usual indices an increase in
cost and a reduction in [abour productivity would be obtained, and
the change would appear inadvisable.

It should be pointed out that, in fact, measures similar to those
discussed are often taken even when this results in an increase in cost.
The criterion herc is the importance of production and the desirability
of increasing output. However, in such cases it is thought that the
measure is taken regardless of economics. In fact, if the measure is
advisable, an economic calculation that is correctly carried out by
allowing for existing conditions through the o.d. valuations should
show its profitability. The usual estimate of cost is one-sided—it
incorporates only visible expenditure on labour and does not
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account in an appropriate manner for such an important aspect as
the better use of equipment.

ExAMPLE 5. In mass production of articles on an automatic
machine tool waste strip 1s obtained which remains unused. It is
proposed, because of the need to save metal, to put this remainder
on to the usual machine tools and thus obtain one more item.
Is this advisable?

The solution will depend upon circumstances. Let us assume that
100 g of sheet metal1s used per item and that the o.d. valnation of its

ure on 10 12 kopecks per
item. In therr manufacture, 0 -5 of an hour of machine tool and
working time is necessary per item which is valued at 2 roubles,

Thus, to save 100 g of sheet metal, the additional expenditure will
amount to 2—~0 12 = 1-88 roubles. Even if the o.d. valuation of a
ton of sheet metal 15 2000 roubles, 100 g would still only amount to
0-20 rouble and the measure would be clearly inadvisable. It would
only be advisable with a quite extraordinary o.d. valuation of the
order of 20,000 roubles per ton of metal.

Of course, in the present case 1t would be more correct to use these
waste bands n repair shops or at other factories if they were not to
be re-smelted.

It should be pomnted out that any
the economy of a scarce matenal 1s recommended without .'my

) and to an d extent, even though only minute
amounts are saved at the cost of considerable outlay in labour and 2
reduction 1n output The practical solution of such questions is
largely determined not by the general situation but by the vagaries of
supply at a given factory I the supply of sheet metal were stopped
today, this factory would resort to such measures of which an ex-
ample was quoted. If the metal were supplied tomorrow the factory
would not incur an expenditure on labour to save even 2-3 kg of
metal (instead of 100 g), which would already be advisable.

Even if in individual cases such measures are advisable, their
systematc use may only cause harm, the more so since frequently
some materials are considered scarce which can be produced with
some extra expenditure of [abour if necessary. (This may be con-
siderably smaller than the expenditure of fabour required to econo-
mize on such matenals.}) Of course, these materials too must be
econtomized, but not at any price.
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On the other hand, many measures to save materials which by the
usual calculation show an increase in cost must not be considered
mercly in response to accidental difficultics, but must be applied
systematically.

The solution of these problems may be clarified by applying o.d.
valuations.

In connection with Examples 3-5 it may be relevant to consider
some of the present inadequacies, despite certain improvements, in
questions of the valuation and implementation of various rationaliza-
tion proposals and proposals for the organization of production.

First of all, as a result of the shortcomings in the valuation of the
cffects of rationalization proposals (undervaluation of a whole serics
of factors in the usual calculation of cost) many proposals furnish
considerable savings, but their acceptance is inadvisable under given
conditions (stamping of the first article in Example 3). As a result,
there arc among them other proposals which are not adopted and
frequently discarded, proposals which could furnish a real economic
saving (and which do not always coincide with savings as calculated).
Even if a proposal yields a considcrable cconomy as calculated it
does not necessarily follow that it would be adopted. A whole serics
of proposals is sacrificed, and although their benefit is undoubted
some time clapses before they are introduced.

Further, many important proposals leading to a saving in scarce
materials and an increase in the volume of production without
decreasing cost do not produce a saving on the basis of existing
calculations. In spite of this many of these may lead to a large
cconomic saving (Example 4). Frequently such proposals are looked
upon as temporary measures only caused by circumstances. That
valuation and also the system of incentives that existed stimulated
neither the introduction of such proposals nor their continued
implementation.

As a result of a one-sided valuation of contradictory elements it
appears that perhaps no proposal can be justifiably accepted or
rejected. The same applies to a certain extent also to inventions.

ExampLE 6. Additional mechanical enrichment of ores makes it
possible: (@) to reduce the smelting time by 10 per cent, (b) to reduce
consumption of coal per ton of metal by 10 per cent. It requires the
installation of additional equipment and increased consumption of
clectric power. Is this measure advisable?
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This will depend upon the o.d. valuations. Let us assume, for
instance, that the o.d, valuation of coal d in the prod
of one ton of metal is 120 roubles; 2 tons of ore (uot enriched)
are used per ton of metal. The hire valuation of equipment for
enriching ores amounts to 6 roubles/ton, the valuation of electric
energy consumed 1n the entichment of one ton of ore amounts to
2 roubles 50 kopecks. The hire valuation for a blast-furnace and other
equpment is calculated as 200 roubles per ton of metal (all on the
basis of o.d valuattons).

Let us carry out the calculation of the change in cost per ton of
metal. Additional expenditure for the entichment of two tons of
ore:

Equipment 6x2 =12 roubles
Electricenergy 2:50x2= 5 roubles
Total 17 roubles

The smelting time is shortened and thereby the hire valuation of
the blast-furnace 1s reduced by 10 per cent (by 20 roubles); conl
consumption 1s reduced by 10 per cent = 12 roubles, The saving will
amount altogether to 32 roubles.

As a result, the valuation of expenditure per ton of metal is
reduced to 32—17 =15 roubles, and hence the introduction of
enniched ores 15 advisable. Of course, such a result is obtamed only
with a given system of o d. valuati Under diffe
with no scarcity of metal, the metalfurgical equipment would not be
used to full capacity and correspondingly the hire valuation of blast-
furnace equipment would be lower and the result could be different.

The problems of intensificatton of production processes appear
similar to those idered—for the question of oxygen
blowing in metallurgy. At present, owing to the high cost of oxygen,
its application often leads to an increase in the cost of metal which
hampers the introduction of new techniques. It is known at present
that the use of oxygen leads to an increase of productivity by
20 to 30 per cent in Martin ovens and by § to 0 per cent in blast-
furnaces.

Without full data it is difficult to arrive at a definite conclusion on
thxs problem, but no doubt if the hire valuation of memllurgzcal

quip were i in the i , the
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(as in the example considered) would have shown a much higher
cconomic efficiency of the new technique in comparison with the
results obtained by the usual calculations.

It should be pointed out that in complex problems of this nature it
is proper to choose a solution mercly with the help of qualitative
valuations, and for this it is necessary to have uncommonly good
intuition. Jt may be objected that the managements of factorics, of
the Councils of the National Economy (sovnarkhozy) and of ministries
always apply such mecasures and do without this type of accounting.
However, this by no means proves that the adopted solutions are the
best (or approximately so) and that no better system of economic
solutions is possible such as might ensuic a higher output and its
speedier growth. Numerous Josses and unused potentialitics and on
the other hand examples of the operation of leading factorics show
that the advantages of socialist production are far from being fully
reaped.

The Iimportance of O.D. Valuations in Questions of Economic Account-
ing, of Operational Indices of Factories and of Price Formation

No matter how well a plan may be drawn up, its full use is only
possible in two cases:

(1) If in the process of fulfilling the plan changes are introduced
consistently with the changes that take place in world conditions.

(2) If the executives are given the necessary incentives to follow
the plan.

The solution of these tasks for the optimal plan is made casier by
the fact that the plan is accompanied by a system of o.d. valuations
of production and of its factors. We have already seen above how
it is possible by using these valuations to introduce changes in the
plan by changing the target—changes in the composition of output
as a result of the emergence of new methods of production which <o
far have not been allowed for. Meanwhile, the realistic nature of
o.d. valuations makes it possiblc to adopt solutions that take account
of the actual situation—for instance, of the scarcity or surplus of a

+ The exceptional importance of using oxygen in metatiurgy and the role of
the correct economic analysis of this problem were brought out in the specches

of A. 1. Gaev and L. I. Brezhnev at the XXI Congress of the Communist Party
(Repori, vol. 1, pp. 349 and 426).
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given type of The d; ic ch of o.d. valuations
enables one to follow the suuatmn with flexibility and to supply
factories with the necessary data for their guidance, which ensures
the mamtenance of the plan at its optimal level when changes occur,

However, providing a plan and o.d. valuations that enable
factories to make an economic choice of solution consistent with the
situation and the public mterest is very important, but not yet
enough. It 15 necessary also to introduce such changes into the
system of Lo and fi ing and into the statistical
and economic indices which charactenze the operation of the
factories as would sttmulate the awareness of factories and other
economic bodies as to the optimal plan and in correct economic
solutions.

The system of o.d. valuations furnishes the necessary data. Thus,
whatever the form of the o.d. valuation of using equipment may be
(lease or hire valuation, planned level of profitability), its inclusion
in accounting between factories (in the case of a temporary transfer
of equipment, method of work 1n the case of co-operation) will help
the most intensive and best use of equipment. The collection of an
additional payment for the use of scarce categories of labour will also
provide incentives for its best and fuilest use. The same applies to
rent for natural resources. Finally, the construction of basic indices
characterizing the operation of a factory on the basis of valuations
of net production and planned profitability (including the hire
valuation of equipment in costs) will arouse the interest of factories
and economic bodies 1n the best and most correct selection of the
composition of output in the plan of production and the volume of
output (see Example 4) and also in raising the plan and in obtaining
new orders; this will lead to overcoming prolonged unprafitability
of the factories.

The completion of the optimal plan which ensures the fullest and
the most advisable use of resources at all levels of economic manage-
ment simultancously 1n the whole country so as to achieve the
necessary output would lead to the drawing up of a general economic
system of o.d. valuations of all types of output. According to the
principles of their construction 1t is clear that these valuations should
then correspond fully to the economic expenditure on the manu-
facture of a unit output (in the current rational production plan) at
a given moment and under given conditions; in other words, they
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must correspond to the socially necessary expenditure of labour.
They also correspond to the cconomic efficiency in the use of a unit
output under given conditions.

In fact, in so far as the system of o.d. valuations must agree with
the real relationships of economic expenditure on various types of
production, these indicators should be included in the price forma-
tion.} In principle, prices should approximate to o.d. valuations.}
Of course, the foregoing refers only to wholesale prices operating
within the state-controlled sector; retail and other prices may sub-
stantially differ from them. As regards wholesale prices, they, too,
need not strictly agree with o.d. valuations since frequent changes in
these prices are for various reasons not desirable. However, cven an
approximate agreement of prices with the o.d. valuations would mean
that both prices and valuations should reflect hire cost, rent. cte.
Here it is essential to show that such changes in the price formation
are connected with two facts. In the usual price formation on the
basis of cost some essential types of expenditure are not considered
at all, and, as previously explained, these must be included. Thisis a
systematic structural distinction in the price formation. The second
difference consists in that the o.d. valuations reflect those deviations
which are due to temporary deficiencies or to the existence of reserves
of one type of equipment or another or to an abrupt increase in the
demand for the given type of output, etc.

No doubt, this would result in a change in price relationships in
comparison with existing prices—in particular, a certain relative
increase in prices for those types of output (and of services) in the
production of which large, specialized and also scarce equipment is
being used, namely, prices of metal, petrol, coal, cement and railway
transport. The question arises as to whether such increase in prices
of those types of output will cause difficulties in so far as they arc
uscd by state factories. Itis clear that this will not be so. The increase
in prices will be determined by incorporating in the valuation of
production a corresponding share of the hire valuation of equipment

+ The importance of price controls and of a correct solution of the prob-
lems of price formation on a uniform basis was stresscd by A. N. Kosygin
in his specch at the XXI Congress of the Communist Party (Repart, vol. 1, pp.
171-3).

IPziccs for which the approximation to o.d. valuations is of the highest im-
portance are those used in planning and in cconomic calculations. It is possible
that here the direct use of the o.d. valuations will be the most rational procedure.
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used. But in so far as the whole hire value constitutes state Tevenue,
this will signify only a reallocation of resources among the various
items of the budget.t

Such refative crease in prices of these types of output, consistent
with their real national economic value (and cost), in a sociafist
ecoriomy without crises m no way hinders the full use of the entire
possible volume of production. At the same time, in so far as such a
system of prices should promote a more appropriate use of the given
kinds of output, economy and their rational replacement by other
kinds and the growth of their output, the operation of such a system
would lead tn the final result to a reduction in prices although with
different relative values.

The above paragraph refers to that part of production of depart-
ment I winch is used mternally. However, this production is partially
used 1n the production of means of i This cir
and afso the appearance of new types of expenditure (hire valuations)
must result in some increase 1n the cost of consumer goods. However,
this should not cause an increase in their prices. The appearance of
new items of revenue (hure valuation, rent) which go to satisfy social
requirements and accumulation wiil aflow the redistribution of the
national income i the form of the turnover tax to be reduced
considerably. Because of this reduction the prices of consumer
goods will not be increased at all, in spite of increased costs. Mean-
while, a certamn reduction of the gap in the price levels of the two
departments wili follow.

Frally, bringing prices nearer to o.d. valuations wilf produce a
much more exact agreement between the material and monetary
balances—owing to the real and practicat nature of these valuations
—which will lead to rasing the function of the rouble in economic
analysts and economic solutions, The importance of economic
criteria in the valuation of the activity of factories and sectors will

1 Even the highest-paid citizens of the Soviet Union do not acquire for their
OWn various purposes excavators or rolling rmulls. For this reason it is impossible
to believe that a change m prices of the means of production could impoverish
or enrich anybody. Al 1t amounts to is a reallocation of means between the
categonies of state expenditure and income. Nesertheless, 1t 15 important to
know at what level prices of the means of production will be fixed: the choiwce
of economuc solutions may depend substantally upon 1t. But from the point of
view of the chowce of solutions which lead to the determtation of an optimal
plan we also have to consider the question of determining the prices of means
of production.
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also be increased. The profitability of factorics will become decisive
in such a valuation which must replace numerous and frequently
contradictory partial indices used for the valuation of the operation
of the factory, leaving to them only an auxiliary role. At the same
time, if the valuations of production of the factors of production
werce actually obtained, profitability calculated on the basis of o.d.
valuations would be consistent and harmonize substantially with the
higher profitability—the interests of the national economy as a whole.

The Influence of O.D. Valuations on the Changes in Production Tasks
and the Composition of Final Qutput

In the definition of the task of finding an optimal production
plan we assumed that the target plan was alrcady given. However,
after the production plan and the o.d. valuations showing the
distribution of economic expenditure on various types of production
are found they may furnish some indication as to the advisability of
certain changes in the production task itself.

Thus, if it were found that the production of some article at a given
factory is relatively expensive—having a high o.d. valuation—it is
essential to consider removing it from the plan and of transferring it
to other factories where expenditure is lower. 1t may prove that this
article may be taken out of production altogether as therc is a
possibility of replacing its use by others involving less expenditure.
Conversely, it may also be found that some article is given a lower
o.d. valuation than proposed (for instance, it is obtained as a by-
product from waste materials). In this case it is essential to increase
its output and usc. But now there must be a demand for it as any
expenditure must in the first place be useful.

Of course, in order to be able to assess correctly all these calcula-
tions it is important to know the valuation of production which
reflects exactly economic costs of production, or their o.d. valuations.

The same applies to the plan task for final production as a whole
by which the national economic plan is determined.

The basic structure of this plan—the relationship of its parts to
various requirements—is objectively the outcome of the gencral
economic and political target, and the actual composition of produc-
tion of the social and individual requirements and, among these, of
the demand of the population for the different types of goods.
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.

However, facts may i certain to
that composition. For instance, the proportion of meat and fish in
consumption will be dependent upon the possibilities of developing
meat production and fisheries, and the cost fnvolved in the supply of
these products. The same applies to the proportion of multi-storey
and low-storey building, or to the ratio between sanatoria and rest
homes,

When determining the plan for the production af goods for
individual consumption, which will depend upon the demand of the
population, cost of production is also of importance for the demand
itself will depend upon the price structure.

It is necessary, however, to stress that although in the choice of
methods of production economic factors will be of decisive impor.
tance and in particular the calculation of expenditure by means of
o.d. valuations, therr function in the question of compoesition of the
final output, while stdl of importance, will be merely auxiliary,
1t may be said briefly that relative costs—the valuation of costs—are
used basically nor for deciding what to produce but how fo produce.

However, the latter refers to final output; production and the use
of intermediary products are determined both by the composition of
the final output and the choice of production methods for its realiza-
tion. For this reason, the requisite volume of output of these products
and the ratio of indmvidual kinds (vanous categories of fuel, different
bulding matenals) will depend very substantially upon expenditure
involved tn their manufacture, 1.e. upon their 0.d. valuations.

The composition of the share of final output intended for capital
investment will also depend to a large extent upon the practical
arcumstances reflected tn the o.d. valuations. Thus, scarcity (and
the resulting high valuation) of metal and cement may be reflected
not only 1n the types of installations but even in the choice of items,
and through it also 1n the final allocation of the end products within
this sector.

Briefly, the ultimate solution of the problem of allocation of finat
output must be constructed in such a manner that “the useful effects
of various articles of consumption compared with one another and
with the quantities of labour required for their production will in the
end determme the plan™.t The approach we developed above aims

1 F. Engels: Anti-Dihring, Foreign Languages Publishing House, Moscow,
1959, p. 427 (English edition).
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at achieving this object. Here the use of o.d. valuations should help
in a proper valuation of labour costs.

Practical Ways of Obtaining O.D. Valuations

We have already said that as regards a production plan for the
economy as a whole, all the conclusions quoted above apply and that
there exists an optimal plan and a system of o.d. valuations.
However, it is hardly possible to find a plan and valuations by such
methods as applicd above to simplified and schematized problems.
This would require considering the valuations of tens of thousands of
products, and analysing simultancously thousands of factories and
numerous possible methods of production. Of course, this cannot be
accomplished owing to the difficulty of compiling and using the
necessary data.,

Without aiming at presenting a method for obtaining o.d. valua-
tions and an optimal plan on a national scale (since their preparation
presents a task calling for much research and practical work) we
should like to show possible ways of arriving at o.d. valuations even
if they arc only approximate.

Partial Improvements in the Plan and Approximate Valuations

First of all, let us note the great importance of an analysis aiming
at a more appropriate use of individual types of resources or of
resources of a given concern. Of this nature are the problems con-
sidered above: the allocation of the plan, the clectrical energy balance
and the balance of individual materials, the allocation of land for
crops, the planning of transport, etc. Besides the dircct value of such
an analysis for the purpose of improving the plan (increasing produc-
tion or reducing expenditure), the data used in it are essential in
dirawing up a general plan and its indicators.

It must be pointed out that in practice schemes of analysis of this
type can only rarely be applicd directly. This is duc to the necessity
of accounting in practical tasks simultancously for a very great
number of factors, and also to the fact that the conditions which we
postulated in analysing individual tasks (a clear division of expendi-
ture into two types in the allocation of the plan, Chapter I, Section 1;
homogenceity of loads in planning transport, Chapter 11, Scction 7,
etc.) are not always even approximately satisfied. Nevertheless, the
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methods of drawing up an optimal plan may find sufficiently wide
application provided an attempt is not made to apply these schemes
fiterally from their description here.

First of all, it is important that there should exist a sufficient
diversity of ways of fulfilling the plan. Next, it is essential that jt
should be posstble to allocate some main factors for which these
variants would differ so that the choice of a variant would show
nesther the influence on other indicators nor where these indicators
themselves would be inessential.

These conditions ensure some autonomy of a given system which
makes it possible to neglect the influence of other parts of the plan,
and to analyse the system by itself. At the same time, this autonomy
is usually only relative and incomplete. For instance, in the analysis
some 1nessential expenditures are not included directly but by costs.
Then, the corresponding items are found from the valuations used
(prices, cost, or o.d. valuations} of other factors, Requirements in
terms of resources, and the composition of the plan, are conditional
and may be changed by taking other units into account. Finally, the
basic imtial data of analysis are usually very approximate. In view
of this, both the solutions obtained from the analysis of the system
and the indicators of the plan (o.d. valuations) are only approximate
and would change by a more accurate calculation of the influence of
other factors and umits.

These vall are freq also i {(a valuation is
obtamned for the work on the manufacture of a component but it is
not a full valuation of the component); this type of valuation is only
of lacal and partial application.

Greater autonomy of the schemes and with it a broader basis for
the conclusions derived from their analysis may be attained by
extending and unifying them. For instance, it is advisable to consider
the problems of planning n transport not in isolation but together
with the problem of the volume of output and the allocation of the
programme.

To give this analysis a more practical appearance the initial
indicators must be more accurate and detailed; for instance, the
allocation of costs of a given component in a complex product.

In spite of greater accuracy and other improvements, the results of
the analysis of individual sets of problems will be unavoidably
approximate and relative,
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For this reason, in the application of such results there is no need
to follow literally the most advantageous allocation obtained: the
more so as the system of analysis—thec use of 0.d. valuations—enables
onc to perceive various solutions which approach it in their effect.
Taking this into consideration, it is possible in the choice of a plan to
bear in mind a whole serics of supplementary circumstances (such as
the desirability of retaining certain production methods used and
economic relations established).

At the same time, certain conclusions from this analysis—for
instance, of the economic advantages of one method in comparison
with another—are frequently found to be sufficiently definite to serve
as a basis for practical solutions. The ratios of 0.d. valuations derived
from such an analysis may already be reliable within certain limits if
it is possible to estimate the possible changes caused in them by
unexpected and external data.

We suggest that on the basis of analysis of individual problems it
is possible to obtain if not the national economic valuations them-
selves, at least some important data for their construction: the relative
valuations of operations in the manufacture of some types of goods,
rough estimates of hire valuations or extra transport charges for
individual types of production, etc.

Calculation of 0.D. Valuations on the Basis of Models

In addition to the relative valuations obtained from the analysis of
individual schemes of planning, it is necessary to have o.d. valuations,
even if only approximate ones, for basic kinds of output and its
factors on a national economic scale. The first path which appears
possible for this purpose consists in constructing a highly simplified
model of the economy. By taking the total of indicators and
commodity groups (grain crops, conventional fuel, ferrous metals)
we consider for each group of production some typical production
methods. For each of these it is necessary to cvaluate the total
natural outlays, the degree to which the method is actually applied,
and the likely reserves for its expansion. Bearing also in mind labour
resources and natural factors, the required model will then be
obtained. The calculation of an optimal plan for this modecl will
furnish rough o.d. valuations for thesc aggregated types of produc-
tion referred to and for the basic factors of production. Data
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approaching real conditions more closely would be obtained if the
analysis was carried out for large economic regions, including trans.
port and communications between them, and by taking into account
the capacity of the existing mam railway lines.

It must be mentioned that 1n order to follow this path it is necessary
to overcome considerable difficulties entailed both in the choice of
the model and 1n the finding and treatment of actual data necessary
for ascertarming the initral parameters of the model.}

Approximate Determination of Valuations on the Basis of the Analysis
of an Actual Plan

A second, perhaps more realistic way of arriving at approximate
guiding values of the o.d. valuations consists in the analysis of actual
econonuc relationships resulting from the working of our nationat
economy.

When constdering the schematized tasks, we saw that if in an
optimal plan the o.d. valuations are not given they can usually be
determined on the basis of the analysis of such a plan from the
solutions actually adopted by determimng the consistency or dis-
panty n these valuations (Chapter I, Section 1, pp. 16-18).

The thesis that there are o.d. valuations for an optimal produc-
tion plan should also hold 1n principle for real production plans, not
exluding the general plan for the national economy.

We may assume that the existing economic plan allows for actual
conditions and that 1t 1s correctly drawn up in its basic outline.
In other words, as a first approximation, 1t may be looked upon asa
rational plan. For this reason, the economuc solutions which were
firmly established in the working plan are typical and justified by long
economic practice. They may be utilized for extracting from it a
rough system of o d. valuations.

Let us give an illustration as to how o.d. valuations could be
constructed on a few simple examples. We shall be interested here
not 1n the absolute but only in relative values of these o.d. valuations.
The purpose of these examples is to give some illustration of the
method used 1n such calculations. For this reason all the numerical
data in the examples are taken quite arbitrarily.

1 The data relating to the co-operation between vanous branches of industry

may find only extremely limited apphcation for this purpose. For further details
see Appendix I, pp. 278-81.
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(1) Let us assume that in the northern provinces of the Soviet
Union lands producing grain crops of 8 quintals per hectare are
systematically cultivated. Let us say that labour expenditure per
hectare amounts to 10 days at 20 roubles per day, while the remaining
expenditure adds another 80 per cent to labour costs. The valuation of
a quintal of grain may be taken as cqual to 45 roubles [(18 x 20)-=8].
In the southern provinces a crop of 20 quintals per hectare is obtained
at an expense of 12 days per hectare and, including other expenditure,
of 20 days. Then, assuming the valuation of a quintal of grain to be
identical (transport costs may at first be disregarded) and adopting an
identical valuation for the working day, it is possible to determine the
o.d. valuation (rent) of 1 hectarc of land in the southern districts.
1t will amount to: 20 45—20 x 20 = 500 roublcs.

(2) In the southern regions cotton is grown. If the yield of this
crop is 15 quintals per hectare, if for the cultivation 30 days arc
required at 30 roubles per day, and if the remaining expenditure adds
100 per cent to the expenditure of labour, then the valuation of a
quintal of cotton may be taken as equal to (60 x 30+ 500) =15 = 153
roubles.

The use of irrigated and non-irrigated lands would have to be
considered separately in more detail.

(3) Coal is mined in the coal basin of district A in mechanized pits
at a cost of 50 roubles per ton and in less efficient pits at a cost of
80 roubles per ton; the latter pits are not being fully utilized and
extraction there could be increased. Here, the o.d. valuation of coal
in district A may be assumed to cqual 80 roubles per ton.

(4) At district B, situated 1000 km from A, low-caloric brown coal
is mined at a cost of 75 roubles per ton, which allowing for its
calorific value would be equivalent to the cost of 150 roubles of coal
from district A. However, because of the load on the railways, brown
coal is systematically used side by side with the coal imported from A.
This enables us to determine the o.d. valuations for the transport of a
ton of freight from A and B at 150—80 =70, roubles per ton (see
the previous cxample). This figure may prove to be considerably
higher than the cost of transportation and the current tariff.

Confirmation of this valuation may be found, say, in motor vehicle
transport operating systematically parallel with the railways—
because of their overload—at an cven higher cost, of the order of
100 roubles per ton.



144 THE BEST USE OF ECONOMIC RESOURCES

(5) In the same manner, o.d. valuations of metal may be obtained,
on the one hand by staruing from production condttions, for instance,
from the fact that obsolete factories are being utilized, resulting in an
expenditure considerably above average, say, at 750 roubles per ton,
or exceeding its price by 200 roubles (if the latter were to equal
550 roubles). On the other hand, because of the scarcity of metal, the
saving that could be achieved by more widespread application of
metal constructions 15 systematically igrored. In building, for
instance, wooden and remnforced concrete frames are widely used
although the use of metal would in many cases result in reduced costs
of building, of 300 roubles for ¢ach ton of metal consumed. Conse-
quently, the use of metal here would be justified even if its price were
300 roubles higher than the current price. Comparing both, we may
assume that the o.d. valuation of a ton of steel equals, say, 800
roubles.

(6) Starting from the calculated o.d. valuati of prod
valuations of indivnidual types of equipment may be denved ‘The
hire valuation 1n such a case may be determined not only for an
individual kind of equipment but for the whole factory. Let us
assume that we have a group of metallurgical factories with a
productivity of 300,000 tons of stee! per month. Let us assume that
the o.d. valuations have already been determined, for instance, at
800 roubles per ton of steel. Thus, the valuation of production for
the group of factortes will amount to: 800 x 300,000 = 240,000,000
roubles per month. Further, let us calculate its expenditure on the
basis of 0.d. valuations. Let us assume that it equals:

coal 400,000 tons at 120 roubles per ton 48,000,000
(90 roubles local valuation plus 30 roubles for teansport}

ore 600,000 tons at 50 roubles per ton 30,000,000
{mined Jocally)

limestone 200,000 tons at 40 roubles per ton 8,000,000

(10 roubles local valuation plus 30 roubles for transport)
workers’ earnings from production, and other earnings 38,000,000
(the labour valuation is tahen as roughly equal to earnings)
other expenditure 17,000,000
Total 141,000,000

The difference in the amount of valuation of production and of
expenditure is 240,000,000— 141,000,000 = 99,000,000 roubles per
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month and also gives the approximate magnitude of the hire valua-
tion of the whole equipment of the group of factories.

1f this hire valuation were included as a constant item (for some
length of time) in the total expenditure of the group of factories. the
actual profitability could serve as a sufficiently accurate index of its
working progress at a given period. By actual profitability is under-
stood the nct profit—the difference between the valuation of produc-
tion of a factory for the given period and the sum of expenditure
(including in the latter the constant hire valuation, as above). Then,
should the work of the factory remain unchanged, profitability will
cqual zero. In the actual realization of the plan, it may be exl;cctcd
that if a factory operates well as a result of intensification of processes,
a positive profit will be obtained. In particular, the following
measures will help: -

(1) By increasing output, even where the expenditure on an
additional ton of production would exceed the average, but would not
be higher than the o.d. valuation which equals 800 roubles.

The average valuation of cxpenditure per ton of steel is
141,000,000-+300,000 = 470 roubles, but allowing for the hire
valuation it is 800 roubles. For this reason, even if expenditure for an
additional ton amounted to 700 roubles, and provided the hire
valuation which has already been fully calculated is not added in
again the production of such an additional ton would increase
profit.

(2) By carrying out measures which ensure a reduction in expendi-
ture per ton, especially on raw materials and particularly by using
raw materials—for instance, limestone—from places situated near by.

It should be mentioned that these measures may lead to increased
profit only if their operation does not entail a reduction in output.

(3) By increasing the use of scrap metal in the composition of the
charge. In this case such an increase will prove profitable even if the
price of scrap considerably exceeds its present fixed price.

In determining o.d. valuations we started from the assumption that
the existing plan was optimal.

However, the plan operating in practice is not fully optimal.
In individual problems irrational solutions occur. For this reason,
already in the process of determining o.d. valuations tentatively on the
basis of the existing plan can contradictory results be found.
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This will reveal some particularly significant errors and disparities
in the plan, while at the same time it will become clear by what
changes and transfers they could be removed. It will also show the
possibility of mcreasing the volume of production or of making
improvements in the plan.

The valuations obtamed in this way will be determined within 2
Iikely error of 30 to 40 per cent. Such valuations may only serve for
tentative calculations although even their use may be of great
importance and may help to remove particularly bad shortcomings in
the plan.

Development of Methods for Drawing up an Optimal Plan and for
Obtaiming O.D. Valuations

The practical realization of the task of the simultaneous construc-
tion of optimal plans for all individual factories, economic districts,
sectors and of the national plan, and of a system of o.d. valuations,
presents a problem of the highest complexity and requires the
development of special methods. Such methods should be prepared
by the joint efforts of scientists in various fields of specialization and
of practical workers, and should include the construction of a system
of the necessary technical and statistical-economic indices, a method
of processing, co-ordinating and fitting of the data obtained, model
schemes as well as the necessary computational methods, planned
organization and sequence in the carrying out of this work. The
development of such methods is a task of the future. Here we
should only hike to note some considerations regarding its possible
properties and ways of approaching its construction.

Let us try to calculate the more important features of these
methods. 1t may be expected that such methods:

(1) will consist 1n the simultaneous drawing up of outlines of a
plan and of economic mdicators (0.d. vatuations);

(2) will be graduated, or calculated for the simul and
consistent carrying out of the planned work at various levels,
territories and sectors. at factories, in individual management of the
sovanarhhozy, at the level of an economic district as a whole, at the
level of individual sectors and on a national scale;

(3) will proceed by consecutive stages, by a gradual improvement,
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greater precision and consistency of the plans and indicators, and
also by co-ordination of short-term with long-term planning;
(4) will extensively usc data from the results of productive activity
of the preceding period; i
(5) will furnish planning solutions of a fiexible rather than a final
character. They should be adjusted in the process of plan fulfilment,
and be supported by economic accounting and a system of incentives.

This is not very far from the existing order of planning. The basic
difference which should be emphasized is the systematic aiming at
attaining the optimum of the plan and the simultancous determina-
tion of a system of o.d. valuations and with it the systematic use of
computational methods for the construction of an optimal plan.

The task of planning by such methods may be described approxi-
mately as follows.

As a starting point in the construction of the plan a fixed target is
set in terms of the composition of the final product for a given
period. General circumstances, social and individual requirements,
including the necds of expanded production, are borne in mind.

Further, it is necessary to find tentative o.d. valuations for the basic
types of production and its factors by making use of the methods of
approach described above, or by adjusting the valuations from the
preceding period.

Individual firms compile data of the probable growth of production
and of new types of output, including the necessary ecxpenditure.
Clearly uneconomical variants are rejected on the basis of the
preliminary figures of the o.d. valuations obtained. This also
determines basically all the possible methods of production.

Next, the total of the preliminary plans is carried out by local
associations of factories of each sector, setting an initial allocation of
the plan between factories on the basis of the data of their capacities.
Furthermore, local balances of labour, electric power, fucl, raw
material are compiled, while at the same time the o.d. valuations are
determined.

If it appears that the requirements for some type of service or raw
material exceed the volume of their production the use of such
material should be avoided at the point where it may cause the
lowest losses, and the increase in its output considered where this can
be achieved without an increase or with the smallest possible increase
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in cost per unit of product. The o.d. valuation of such type of
material or service increases correspondingly, Allowing for the
changed valuations, alterations in the plans and in their allocation
between the factortes are made. This leads to consistent local
balances; 1n individual cases the clear need and economic advisability
of increasing the supply of one or another type of raw material,
other materials and sometimes also of labour resources from other
districts may become evident,

Simultaneously with the draft plan individual systems of o.d.
valuations are established for various types of output and factors
within the boundaries of each economic district.

Next, established economic relations between the districts and
demand for transport are taken into account, and o.d. valuations are
determmed for transport services. Here it is already advisable to
carry out the analysis without reference to individual types of
production but with more aggregated data,

Then comes the analysis of the allocation of the programme by
means of the local o.d. valuations and those of transport, which may
prompt a certain redistribution of the plan among the districts. The
analysis of o.d. valuations may also show whether changes in the
allocation of raw maternals, other matenals, fuel, electric energy and
the establishment of different economic relations between the dis-
tricts are advisable,

As a result a general optimal plan may be constructed as a first
approximation and its o.d. valuations established.

Then, the plan will have to be made more accurate, starting by
adjusting the composition of the final output. The calculation of the
established valuations and of the possible growth of output will
suggest some change as weli as changes 1n its composition, and it wall
also make greater accuracy of the projected growth of the volume of
production posstble, and in particular of the volume of capital
investment achieved in the plan. Defining all the plans with greater
precision at the second stage may proceed in approximately the
previous order. Meanwhule, not only is greater accuracy of planning
achieved on the basis of more accurate o.d. valuations and of changes
in balances and relationships, but the initial technical data for the
types of production and its volume which were already considered
in practical terms are also improved. At this second stage the plans
are again substantially adjusted so as to make them more accurate.
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Further improvements in accuracy and adjustment in the plans must
take place in the course of their completion.

Of course, this represents only a bare preliminary scheme. The
drawing up of such a plan must present an cnormous and extremely
complex task. However, this work is fully feasible provided that its
mcthods, the order of its application, and the nccessary technical
and statistical indices have been fundamentally thought out and
developed,

In particular, consideration must be given to the favourable circum-
stancc that for the preliminary stages in the drawing up of such a
plan quite considerable time may be available, and that this work will
be conducted by a whole scries of government bodies. If carricd out
systematically it will be possible to utilize many technical and
statistical data found from the preceding period, and in any case a
method for finding them will exist.

The use of electronic computers for the processing of extensive
information and the performance of calculations necessary for the
construction of optimal plans and for the calculation of o.d. valua-
tions at individual stages will not only greatly reduce the time
required but will ensure the very feasibility of such work.

The methods of planning described here will be of value in so far as
they will make it possible to co-ordinate general planning with the
planning and economic accounting of individual factories more
casily and accurately. The analysis carried out in the drawing up of
the national cconomic plan will, as a result of establishing o.d. valua-
tions, furnish individual factories with a summary of the whole
situation in an extremely convenient form which should be used as a
guide. For instance, a metal works in solving the problem as to
whether it is worth substituting three tons of aluminium for one ton
of lead nced not analyse production and consumption of lead and
aluminium on a nation-wide scale, but be guided simply by the
o.d. valuations given and calculate whether such a measure results
in a reduction of expenditure. Should requirements not correspond
to the balance it will in turn be possible, on the basis of plans of
individual factorics, to carry out not a mechanical reduction of
requirements but that reduction which will be least painful by means
of 0.d. valuations. Moreover, the very necessity of such substitutions
will show that the o.d. valuation of a given factor was not determined
quite correctly.
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Control of the plan may be achieved by way of a corresponding
increase in the o.d. valuations and hence a review of the use of a
given factor.}

Consequently, the method of o.d. valuations will make it possible
to introduce changes 1n the plan with greater flexibility and effective-
ness 1n accordance with the requirements of the moment and of
circumstances, while keeping the plan practically optimal through-
out (relative to the new requirements).

‘We submit that the system of objectively determined valuations
should present a system of indicators that is consistent, simple in

1y untversal and co: ient to use, a system which
would furmish a synthetic economic characterization of the national
economy at any given moment. The use of these indicators, once
they have been compiled, will prove simpler and will facilitate the
search for an optimal solution as against the application of
numerous, often mutually contradictory, systems of indices which
are being used at present. The application of the system of o.d.
valuattons will enable us to utilize continuously all the available
productive capacity in the most efficient manner.

Thus, the importance of the principles of drawing up an optimal
plan by having recourse to o.d. valuations consists in the organic
combination of the balance and the value approach. In planning
these two usually become separated.

The process of gradually mecreasing the accuracy of o.d. valuations,
by taking into account the balance of a product as described above,
is outwardly reminiscent of the process of competition in the
capitahist world. Of course, 1n actual fact the one differs radically
from the other, Here the problem, instead of the actual competition
on the market, 15 one of competitron among plans and methods in
the process of planning calculations. Thus, the process is being ac-
comphshed without any material losses and may be brought to a
balanced optimal plan which will be realizable. The process of
capitalist competition is linked with continuous oscillations leading
to constant disproportions and large losses (over-production, in-

plete use of eq . ploy ), and to the periodic
appearance of crises.

Consequently there can be no question of consistent balances and

 See the description of the method of adjusting valuations (multiphers) in
Appendix II, p. 322, et seq.
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a planned utilization of resources in the interests of the national
cconomy in a capitalist system. A socialist system, on the contrary.
makes it possible in the process of preparing a plan to find the best
agreement between the needs for a given product and its production,
which ensures the highest development of productive forces and the
maximum satisfaction of the material and cultural needs of the
members of a socialist society.

For this reason, further improvement of planning, the transition
to a system of optimal planning with valuations of production
corresponding to the full national economic costs. should lead to a
fuller realization of the advantages of a socialist system and to
further increases in the rate of growth of its productive forces.

The unfounded propositions of individual economists {from some
People’s Democracies regarding “improving” the planning system by
allowing elements of spontaneity and competition between factories
are due to their underestimating the enormous progress already made
in planning and the development of socialist countries and also to
their underestimating the great potentialities of further improvements
in planning and of the economy that are inherent in socialist methods
of production—the most highly developed in the history of mankind.



CHAPTER III

PROBLEMS CONNECTED WITH THE
EXPANSION OF THE PRODUCTION BASE.

EFFICIENCY OF CAPITAL
INVESTMENT

THE problem of the efficient use of means for capital investment 1s of
primary importance in the development of the national economy.
The speed of development of productive forces, the progress of
Soviet industry and agriculture and the full realization of the
ad of a socialist system will depend upon a correct
solution of this problem. A profound and practical analysis of the
importance of a proper choice of objects for capital investment for
the rate of development of the economy was made by N. S. Khrush-
chev in his speech at the inauguration of the Volga hydroelectric
power station named after V. I. Lenn.

The diversity of possible technical solutions and modes of develop-
mentinp t-day industry, interdepend between various sectors
within the nattonal economy and the close connection of the problem
of capital investment with other fundamental economic problems
together with questions of technological policy, make this an ex-
tremely complex task. It is difficult to think that 1t could be satis-
factorily solved in theory or in practice by old-fashioned methods.
A thorough and comprehensive scientific analysis is required.

Under capitalism the efficiency of capital investment is deter-
mined on the basis of the maximum profit obtained; this is calculated
from the system of prices formed spontaneously in the market and
from normal profits.

In a planned socialist economy problems of the efficiency of
capital investment are solved in the process of drawing up the plan

of development of the national economy and of adopting particular
152
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cconomic measures as part of this plan. The central problem in the
allocation of means of capital investment and the choice of individual
investments is to ensure the best possible development of the national
cconomy in conformity with the tasks and requirements of socicty.
Although the national economic plan and the cconomic indices
utilized in drawing it up are bascd on the decisions of planning and
cconomic organizations as a whole, neither the measures nor the
indices are arbitrary. They are objectively determined from the state
and the tasks of the national cconomy and the totality of economic
laws governing a socialist society. The task of Soviet cconomic
science is to discover these laws and the mechanism of their operation
and to utilize them in solving the economic planning tasks confrount-
ing socicty.

The correct and most eflicient choice of objects of capital invest-
ment is of quite cxceptional importance considering the enormous
sums, running into astronomical figures, spent by our country on
capital investment: “In the years 1946-1958 alone, the volume of
capital investment by the state at current prices amounted to more
than 1,600,000 million roubles. During this period, approximatcly
twelve thousand large state industrial factories and a large number of
medium and small factories were put into operation.” ¥

“The volume of state capital investments will increase in the years
1959-1965 to 1,940,000-1,970,000 million roubles, or by 1-8 times as
compared with the preceding seven years. This almost equals the
volume of capital investment in the national economy since the
Soviet government came into power.”'}

The determination of the efficiency of capital investment under
socialism differs radically from the solution of similar problems under
capitalism. It would, therefore, be inadmissible to transplant
mechanically the methods of calculating efficiency as utilized in a
capitalist economy; an accurate and direct analysis of this problem
in a socialist society is nccessary.

An attempt is made in this chapter to develop a method of
calculating the efficiency of capital investment under socialism from
the analysis of an optimal investment plan.

+ Official target figures of the development of the national cconomy of the
U.S.S.R. for the vears 1959-65. Report of the X' X1 Congress aof the Cammuinist
Party of the U.S.S.R., vol. 11, p, 466,

1 Ihid., p. 501,
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‘We first consider problems relating to short-term investment for
production and give a few numerical examples of their analysis
{Section 1). We then consider carefully the problem of the extent to
which the conclusions thus obtamned may be applied to long-term
investments (Section 2). We further consider the problem of the
ways and means of using the methods arnved at in practical planning
(Section 3). Finally, we compare the proposed method with other
proposals for the calculation of efficiency (Section 4).

Section 1. Short-term Investments. Normal Efficiency

In order to ensure the growth of the volume of production, it is
essential, besides improving the use of the available production base,
to expand this base by capital investments. For this reason, a certain
portion of final output is set apart each year for capital investments,
to meet depreciation and for further expansion of the production
base. “The Communst party attaches paramount importance to the
most effective movement of capital investments which would make it
possible to increase productive capacity and industrial output with
reduced expenditure on means, i the shortest possible time, by
rapidly raising labour productivity and lowenng costs of produc-
tion.”f

‘What 1s the criterion to be adopted 1n constdering whether a given
capital mnvestment, such as the use of a given machine or device, is
advisable? The first necessary condition 1s that the use of the
machine during its entire period of operation should produce a
saving 1n Jabour amounting at least to the cost of labour entailed in
1ts manufactore.

However, the number of such machines and, generally, of objects
which may become the aim of capital investments, is extremely large,
while the resources available for this purpose are limited. Conse-
quently, out of all possible objects those must be chosen in which
the use of available resources would produce the maximum effect.
How should this problem be approached? Furst of all, the valuation
of the saving achieved in the national economy by equipment
obtained as a result of capital investment is of great importance.

't Target figures of the development of the national economy of the USSR,

for the years 1955-65. Stenographic report of the XXI Congress of the Com-
munist Party, vol. I1, p. 501.
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However, this question was discussed in Chapter 1, Section 5. where
it was shown that the magnitude of such saving was given by the
hire valuation of such equipment.

The principle of solving this problem can now be easily stated.
Let us assume that we have two machines with an objectively deter-
mined valuation of their manufacture of 100.000 roubles cach.
The hire valuation of the first is 5000 roubles per month. that of the
seccond 12,000 roubles per month. It is, therefore, clear that means
must first bc made available for the sccond machine since by putting
it into operation a monthly saving of 12,000 roubles is achieved,
while the operation of the first would only produce a saving of
5000 roubles. Consequently, in solving the problem, the competing
positions of the investments must be arranged in the order of
magnitude of the efficiency of investments, which equals the ratio of
the valuation of hire (the saving to be achieved) to the necessary
expenditure on resources (in the example, this is 5 per cent for the
first machine per month and 12 per cent for the sccond). It therefore
follows that means should be secured for those investments for which
the cfficiency is highest. This will give the greatest possible rise in net
production.t Broadly speaking, this conclusion also furnishes the
correct solution to the present problem. Without any fundamental
reservations, it may be applied to solve problems of investments which
can be completed or recovered within a short period. For longer
periods, the analysis of the problem becomes complicated for a
number of reasons. The chief one is the fact that investments assume
a definite form and may only be transformed into some other form
of investment at a great loss or not at ali, if the form in which they
were made ceased to be efficient. For instance, in the course of time
changes occur in the system of o.d. valuations (in particular, the
valuation of hire of a given type of equipment may change substan-
tially) as a result of which the degree of efficiency of the investment
also changes.

Further, it should be taken into account that for investments

th
N

+ The following doubt may arise: could this increase in output fail to corre-
spond to the production required? Such a doubt is not justified. 1, with the aid
of the machine put into operation, a certain type of product can be increased
by 12,000 roublcs, an increase which we do not require, the output of this product
may be maintained at its previous level as it affords the fulfilment of the o.d.
valuation, and by rcleasing manpower, materials, ctc., produce g corresponding,
amount of some other product that is required.
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involving a longer period of service, the recovery of costs and the
achievement of saving frequently covers so long a period as to render
the tnvestment inadvisable on some occasion. Finally, the investment
itself requires a certain time to be carried through. When solving the
problem of the advisability of investments, the future position must
be taken into consideration since the investment starts yielding a
saving only after the appropriate machine or equipment has been
completed.

‘We shall show by examples how the influence of some of these
factors may be accounted for; and from them the problem will be
further analysed. The first of these examples relates to the case of
short-term investments n production planmng,

ExampLE. In a metal-working factory a large quantity of instru-
ments, tools and punches are necessary in order to ensure that current
output 15 mamntained and increased in the future. All the tools
required are divided inito groups according to their kind (Table 37).
The saving effected by each tool or the corresponding losses caused

TABLE 37 SAVING IN CURRENT EXPENDITURE, COST OF TOOLS AND

NET SAVING
Ir;sntautrg:;:s Saving in current Cost of Net saving
expenditure per month tools as percentage
(1n roubles) (in roubles) | 1n roubles ‘of cost
Type | Number
I (calculated per tool)
1] 10 800 500 300 6
n 100 1200 1000 200 20
1 ‘ 500 300 100 200 200
v | 1000 56 | % 16 40
V| 200 250 200 S0 25
VI ’ 30 2000 1 1000 1000 100

by 1ts absence are also shown n the table. We suppose that in both
cases thus figure is obtained in accordance with the o.d. valuations of
the basic production. A month is taken as the period of service of all
the instruments and tools and the saving achieved is also calculated
for this period. These tools and instruments are produced in a proper
instruments workshop of the factory. The table gives the cost of
each tool on the basis of the o0.d. valuations.
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Further, on subtracting the cost of the tool from the saving effected
in production, the net saving resulting from its usc is obtained.
In all cases this saving is positive. Therefore, the use of all the tools
seems advisable. The total cost of these tools and instruments is
310,000 roubles, the saving that may be effected by their usc is
516,000 roubles, and the net saving 206,000 roubles. However, the
sum that may be invested in tools is limited to 150,000 roubles, so
that this figure determines the productive capacity of the instruments
workshopt for the given month. Thus, not all the instruments and
tools ordered can be manufactured. In order to sclect those which
should be produced, the efficiency of each investment is calculated.
For this, a ratio is established between the net saving resulting from
its use in production which agrees with the hire valuation {(Conclusion
19) and the magnitude of its cost of production (o.d. valuation of
expenditure for its manufacture). The value of this efficiency, ex-
pressed as a percentage, is given in the last column of Table 37.

TABLE 38. WORKING PLAN OF THE INSTRUMENTS WORKSHOP
First month Second month
Tools | { | Savin f | savi
g aving
_and Number! Co;t i in } Net Numbcri CO;“ in l Net
ments | O | pro- | Cument | i 1 of f R jeurrent)
tools duction cxl%izd"; tools ducuonf ih;t)s::: ‘
|
I { 100 !50,000} 80,000 30,000 100 i 50000t 800003 30,000
mi — - — —_ —_
I 500 | 50,0004 150,000 { 100,000 S00 ! 50000 15()000 100000
IV | 500 {20,000} 28,000 8,000 1000 40000 56,000, 16,000
Vol - — — -~ 150 30000‘ 37, 5()0} 7,500
VI 30 30,0003 60.000§ 30,000; 30 k 30000 60000‘ 30,000
Total 1150,000| 318,000 | 168,000 | 1750 j

1130

200000 383,500 183 500

Thus it can be seen that an expenditure of 100 roubles (and consc-

quently. the allocation of a corresponding portion of the productive
capacity of the instruments workshop) for the manufacture of tool
I gives a net saving in basic production of 60 roubles per month,
while for tool 11 this figurc amounts to only 20 roubles. It is clear,

+ We assumie that in this case the volume of output of cach item expressed in

money reflects with sufficient accuracy the portion of productive capacity
ntilized in the instruments workshop on its manufacture.
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therefore, that first the tools should be manufactured in the following
order: 111, VI, I, and IV. It is found that they (not all of IV) already
exhaust the productive capacity of the instruments workshop. Its
plan for the first month 1s drawn up on this basis (Table 38).

Although we are only able to meet approximately 50 per cent (by
volume) of the demand for instruments and tools, by an accurate
(best) selection, we have achieved about 80 per cent of the possible
total net saving (168,000 roubles out of 206,000 roubles),

The plan for the second month 1s drawn up in a similar manner,
on the assumption that the productive capacity of the instruments
workshop s planned to be increased to 200,000 roubles. All the tools
1V as well as a portion of tools V are completed for this month.
The appropriate plan s given in Table 38,

Normal Efficiency

While selecting investments consecutively according to their
efficiency, we stopped (for the first month) at tool IV, the efficiency of
which 15 40 per cent. This magnitude constitutes for us the measure
of the advisability of an investment which leads to an optimal plan.
By making tnvestments the effictency of which exceeds 40 per cent (I,
111, and VI), and reframning from those with less than 40 per cent, we
arnve at the best plan. We shall call this magnmtude the normal (or
objectively determined) efficiency of investments. It is one of the
forms of the o.d, valuations. The fact that normal efficiency equals,
say, 40 per cent per month shows that an additional sum for capital
investment can be used with the efficiency referred to, i.e. the alloca-
tion of an additional 100 roubles for mvestments affords a net saving
of 40 roubles in the course of a month; in other words, an increase in
production or a saving in expend of 140 roubles will be achieved
in the course of a month, Briefly: 100 roubles assigned to investment
today will yield 140 roubles within a month. On the other hand, a
reduction in the means of investment by 100 roubles today will result
in a reduction of output of 14G roubles for the next month, Thus,
normal efficiency characterizes the extent to which, under given con-
ditions, the presence or absence of means of investment may influence
the progress of labour productivity in the future. More precisely, it
shows the saving that could be achieved in the future by an
expenditure of labour now.
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Normal cfficiency like any o.d. valuation is concrete. This is
cvident from the example already considered. An increase in means
of investments lowers normal efficiency in the second month to
25 per cent (efficiency of investments in type V tools). It displays
equally the other properties, such as stability and realism. The above
may be formulated as follows.

ConcLusioN 23. With limited means for short-term investments,
there exists a definite normal efficiency of investments, If this were
adopted as a guide, if an investment was made when its efliciency
(the relationship between the net saving per month achieved as a
result of the investment and the amount of the latter) exceeded the
normal, and not made when its efficiency was below normal, then an
optimal investment plan will be obtained. The latter means that
such a plan produces the largest total saving in expenditure that can
be achicved with the given means of investment. Normal efficiency of
investments is practical. It is determined by all the conditions: the
volume of means of investment, the possibilities of using investments
and their efficiency. This efficiency diminishes as the means available
for investment increase, and conversely rises as the latter diminish.
Normal efficiency shows to what extent, under given conditions, the
presence or absence of means of investment may influence the
progress of productivity of labour in the future.

It must be mentioned that our conclusion that a single measure of
efficiency should be used in ascertaining the advisability of an invest-
ment was substantially based on the fact that both saving in produc-
tion and the volume of investment are determined according to the
o.d. valuations. We emphasize this reservation, as the application of
this proposition is unfounded when using current prices or prime
cost in the calculation. An attempt to apply it in such a form leads
sometimes to incorrect conclusions which may arouse doubts as to
whether the proposition is valid at all.

For instance, it may be argued that a particular instrument docs
not produce a considerable saving, yet it must be manufactured, as
without it it is impossible to manufacture certain components, and as
a result the output of some type of production may have to be cut
down. However, if we calculated correctly the losses due to the lack
of a given instrument, allowing for the fact that if the component in

question is in short supply its valuation rises sharply and with it the
7 B.ULR.
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hire valuation of the corresponding instrument, 1t will be found that
the efficiency of this investment is unusually high and will certainly be
included in the plan.}

Another possibility. although a particular tool may produce a con-
siderable saving and operate at an efficiency above normal, it cannot
be ured as its f: e would involve the use of scarce
matenals or because it would entail the use of machines in the instru-
ments workshop which are already working to capacity. In this case,
taking 1nto consideration the high o.d. valuation of scarce materials
together with the high hure val of the machine in operation in
the instruments workshop, the calculation of the cost of the given tool
will show a considerably higher figure (and a considerably lower one
of 1ts efficiency) than that obtained by the usual calculation. Should
the efficiency be below normal its use under the given conditions
would indeed be 1nadvisable. Should it prove to be higher, the use of
the tool would be advisable and 1t should be manufactured jrrespec-
tive of the difficulties mentioned, and both the materials and the
machine should be made available at the expense of some other work.

We do not know whether such a calculation has actually been
applied in such and similar problems; 1t is indeed difficult to apply
it without o.d. valuations. The use of cost of production in their
place would furmish inadmussible results chiefly because 1t does not
account fully for the load factor of the available equipment. How-
ever, such a calculation 15 very important for solving this kind of
problem.

If normal efficiency 1s not taken into account, demands for
instruments and tools the use of which appears profitable usually by
far exceed the capacity of the instruments workshop. The lack of
method which would provide an objective valuation and comparison
of the effects of each of these instruments has the consequence that
these demands of faccories are reconciled with actual capacities
largely by a mechanical or acaidental reduction; or else if they are
maintamed, the instruments workshop leaves part of the assignment
dehiberately unfulfilled. In the first instance considerable losses are
meurred 1n comparison with wheXtent t¢ have been expected had
the problem been suitab]\'ﬂ‘z\o:;meaﬂs of inample, with a uniform,

tivity in the futu,
 Nevertheless, absolute demand\ o achieved could be excluded from the
analysis from the very begmning, as wne example of unconditional
loads in Section 7 of Chapter II.
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mechanical reduction in the demands, the net saving from tools
would constitute 101,000 roubles instead of 168,000 roubles of the
plan in Table 38. and instcad of 206,000 roubles which could be
achieved if production by the instrument workshop had not been
Jimited). Inthe second case, the discrepancy between the assignments
and the capacity of the instruments workshop may often lead to
delays in the delivery of instruments and tools by the latter, causing
stoppages and interrupting the work of the main workshops.

Increased demands on the instruments workshops frequently re-
strict basic production. The fullest possible utilization of the capa-
city of the instruments workshops and the choice of a plan for this
purpose following the method given above could reduce the losses
due to insuflicient productive capacity.

In considering the example quoted the idea naturally comes to
mind that whilst it is not possible to take all the measures that would
cnsure a considerable saving it is advisable to expand the instrument
workshop even if this has to be donc at the expense of current
production: if the given machine should yicld less than 100 roubles’
worth of basic production, it could—ifl used in the instruments
workshop-—produce 100 roubles’-worth of instruments which would
in turn provide 140 roubles’-worth of production (at the same
expenditure) instead of the previous 100 roubles. However, such
rcasoning will not always hold. The fact is that 100 roubles’-worth
of production can be obtained immediately, while a production
worth 140 roubles could only be achieved in the coursc of one or one
and a half months. It is quite possible that if production is re-
quired for immediate use or its delivery is necessary to ensure the
operation of other factorics, it may be more important to have 100
roubles’-woith of production immediately than even 14 times more
in onc or two months. For this reason, the advisability of expanding
the instruments workshop at the expense of the remainder is not
absolute and will depend upon practical conditions. However, it 15
indisputably important to use its available productive capacity in
the best possible manner.

The reasoning given should also be applicd to other problems.
For instance, although the construction of a new railway or sidings
for a factory may cnable production to risc and thus to recover the
expenditure incurred with interest, this additional production will
only be achicved after some months or a year, while the metal for the



162 THE BEST USE OF ECONOMIC RESOURCES

Tails must be used immedzately and is not available for other activities
where it might be required. This is not always possible or advisable,
and hence not all the investments which may afford an increase in
production can be realized. Only a definite proportion of final
products is allotted to capital investment as determined by the general
situation. These means cannot be increased indefinitely and must be
utihized in the best possible manner.

The analysis of the problem carried out on the example is general,
and therefore the conclusions obtained here on the basis of the
analysis of the investments plan are of general significance.

In other words, the solution of this problem in a general case is the
same and 15 based on the same derations as in the l
quoted. The normal efficiency of investments is determined by a
given concrete situation (available means of investment, possible
ob_lects) ata gwen pcnod which should be taken as a guide in the

of individ bl In particular, with two possible
investments, that mvestment of which the efficiency is higher should
be secured first of all. In fact, if an investment of 1000 roubles was
contemplated 1n the plan for the manufacture of product I with an
efficiency of 20 per cent, but meanwhile the possibility was discovered
of investing 1000 roubles in the manufacture of type I at an efficiency
of 100 per cent then generally speaking, it would be feasible and
advisable to change over from one to the other. In view of the
practical nature of the o.d. valuations, material resources of the
value of {000 roubles for the first investment can be replaced by other
matenal resources of the same value that are suitable for the second
mvestment. In turn, products of type I obtained 1n the following
month due to this investment and valued at 2000 roubles can be
replaced by products of type I to the same amount. As a result,
without any change in expenditure for the given month, a larger
quantity of the required production will be available after a month.

This reasoning shows that the proposition about normal efficiency
is applicable in so far as substitutions by equivalents are admissible,
determined as a rule by o.d. valuations. This does not apply to very
large investments which change fundamentally the conditions and the
system of valuations.

Thus, there exists at a given moment an objectively determined
normal efficiency of investments. Its magnitude is so determined
that all the objects of investment with an efficiency exceeding the
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normal one can be realized with the means allocated for the purpose
which, in turn, arc exhausted by these investments. Normal cfficiency
may differ in various sectors of the cconomy, but only insignificantly.
It should also be adopted as a guide when solving particular problems
relating to the use of the means of investment.

These propositions may be used, under appropriate conditions, by
the various units that have to determine an optimum investment
plan: a group of factorics, a scctor, an cconomie district.

Accounting Technique Using Normal Efficiency

The possible magnitude of such a measure of cfficicncy will be
considered below. We shall assume now that the normal cfficiency
has been determined for the economy as a whole (or for an economic
district, sector, factory) for the present and for subscquent time
periods, and we shall show how various calculations relating to
investments can be carried out with its aid.

Basically, the calculation is as follows: if normal cfliciency at a
given moment is 20 per cent per month (quarter, year), then there
cxist unused possibilities where an investment involving an cxpendi-
ture of 100 roubles now will lead to an increase in production to
120 roubles in the following month. In other words, cxpenditure on
labour made rationally in the given period will afford a considerably
greater saving of labour in the subsequent period (by increasing its
productivity). This also provides a starting point for converting the
expenditure of the next period to the given period. Thus, the sum of
100 roubles today cquals the sum of 120 roubles after a month.
If normal cfficiency remains unchanged in the next month, the sum of
100 roubles will correspond to the sum of 144 roubles (120 roubles +
20 per cent) or roughly 140 roubles (100 roubles+2x 20 per cent)
after two months. Conversely, the sum of 100 roubles after a month
corresponds to 100+ 1-20 = 83 roubles now. This should, therefore,
be the starting point. Let us consider a few examples.

ExaMpLE 1. In the example considered above a tool with a two
months’ period of service is proposed. Its cost is 2000 roubles, and
the monthly saving 1400 roubles, Of course, its cost is fully

+ An cfficiency of investments of 20-40 per cent per month which appears in
the examples is fairly seldom met in practice. However, such a level of efficiency

makes the example more obvious, while the method of calculation does not
depend upon it.
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recovered, but 1s its manufacture advisable when normal efficiency is
taken into account, when other possible objects of investment are
considered ?

We carry out the calculation by converting everything to the last
month of the period under consideration (the third month) and
alfowing for normal efficiency (40 per cent for the first month and
25 per cent for the second—see pp. 158-9). We obtain:

for the sum of mvestments:
2000 x (140 40) x (140 25) = 3500 roubles,

for the sum of saving:
1400 x (1 4-0-25) + 1400 = 3150 roubles.

Thus shows that this investment is not justified.

Thus, both the extent to which an investment made is recovered
and the trme within which this is achieved (the period of service) are
of paramount tmportance.

Thus, if normal efficiency each month 1s 30 per cent, an investment
of 1000 roubles that gives a monthly saving of 300 roubles and will
therefore be recovered almost twice over within six months will prove
inadvisable. In practice, the calculation can be carried out with a
sufficient degree of accuracy by using simple instead of compound
interest.

The average peniod for the recovery of expenditure is three and a
half months. Therefore, at the given normal efficiency (30 per cent),
we should arrme at 1000x 3 5x0 30 = 1050 roubles of net saving,
but we only have 6x300— 1000 =800 roubles. The investment is
1nadvisable since there will be more efficient investment possibilities,

Examrrr 2 Normal efficiency is 20 per cent per month. A tool
costs 1000 roubles, the perod of service 1s four months, the monthly
saving 400 roubles, the time necessary for its manufacture two
months, while the initial expenditure is incurred in the first month.

After two months, at the moment when 1t enters into opera-
tion (in the period of the third month), its cost should be 1000 x
(1+2x0-20) = 1400 roubles. Subsequently, the (mean) period for
the recovery of expenditure is one and a half months. It should pro-
duce, therefore, a saving of 1400 x 15 x 0-20 = 420 roubles. In fact,
the saving amounts todx 400— 1400 = 200 roubles. Thus, if a saving

is not achi diately after the has been incurred,
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the efficiency of an investment must be considerably higher before it
can be recommended.t o

Let us note that calculations similar to those given above may be
given a somewhat different form. We could enter for cach month an
appropriate valuation (coefficient) in order to convert the sums (of
production or expenditure) of the given month to the first month on
the basis of normal cfficiency. It is then sufficient to calculate the
effect of the investment and the expenditure involved in it in accor-
dance with these valuations in order to determine whether it is
justified or not or whether it is cfficient enough under the given con-
ditions. Thus, in the example under consideration and with a normal
cfliciency of 20 per cent. these conversion cocfficients have valucs as
shown in Table 39.

TABLE 39, COEFFICIENTS FOR CONVERTING EXPINDITURE AND
LCONOMIC LFFECT TO THL INITIAL PERIOD (THE FIRST MONTH)

! 1

Months [ 1 ' 2 13 4,5 6 7
Conversion | | j | I !
coeflicients | 100 | 0-83 | 0-69 | 058 | 0-45 : 040 ; 033

In fact, 100 roubles in the second month correspond to
100+ (1490-20) = 83 roubles in the first month, and in the third
month to 100+ (14-0:20)* = 69 roublcs. ctc.

By calculating the saving obtained and the expenditure in the given
example and by converting them to the first month as in Table 39.
we obtain 400 x 0-69 +400 x 0-58+400 x 0-48 + 400 x 0-40— 1000 x
1-:00 = — 140 roubles, i.c. the investment is not justified and should
be rejected as not efficient enough (this is somewhat different from
the preceding calculation in that it was carried out with simple
percentages and by taking average values).

t The calculations given may remind one of the usual calculations of standard
profit (as a percentage of capital). The main difference consists in that we do not
look upon investmients as capable of yiclding a new product by themselves, as
do some bourgeois cconomists, but only as a means which increase productivity
of tabour, reduce the costs of production and thereby cause @ certain rise in the
cfficicncy of labour. Surplus value could perform such a function both under
capitalism and socialism. The difference between capitalism and socialism does
not lic in the fact that surplus value performs this function and is accounted for
in the cost of production, but in the fact that under capitalism this surplus value
is turned into capital which is the private property of capitalists and is used as
an instrument of exploitation.
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ExampLE 3. Normal efficiency is 20 per cent. Twenty-five fnstru-
ments of a certain type are required each month, and these require-
ments are unconditional. If a batch of 25 instruments is produced,
the cost of each will be 40 roubles, for a batch of 50 it will be 35
roubles and for a batch of 100, 32 roubles each.

‘Which batch stze would be the best to choose?

To produce an additional 25 instruments in the given month,
50 x 35— 25 x 40 = 750 roubles will have to be spent. If they were to
be produced after a month, the expenditure involved would be
25 x 40 = 1000 roubles, i.c. 33 per cent more, Since normal efficiency
is 20 per cent, a batch of 50 instruments would be better than one of
25. Again, passing from a batch of 50 instrumentstoabatch of 100, i.e.
producing an additional 50 pieces, we shall spend 100 x 32— 50x 35 =
1450 roubles mstead of 50x 35 = 1750 roubles after two months,
The efficiency is 300:1450 =21 per cent for two months, which is
insufficient when the normal efficiency per months is 20 per cent.

Thus, under the given conditions, the batch of 50 is the best choice.

It should be emphasized once more that in calculating the efficiency
of investments, the outlay on nvestment and the saving achieved
must be determined by taking into account the o.d. valuations, and
the normal efficiency must be applied according togivenconditionsand
the existing situatron. Otherwise, 1f an arbitrary value or one derived
under entirely different conditions were adopted as normal efficiency,
the whole calculation would turn into a meaningless play with figures.

We have now shown the apphication of the method of calculating
the efficiency and advisability of investment in more complex cases
than envisaged in Conclusion 23, We shall describe this method in
the following conclusion.

ConcLusion 24. If the normal effictency and the system of o.d.
valuations are known for all intervals of time into which the period
under consideration has been divided, then in order to ascertain the
advisability of a certain investment 1t is necessary: (1) to calculate the
expenditure involved in the completion of an investment and also the
efficiency achieved as a result of its use in each interval of time on the
basis of 0.d. valuations; (2) to convert all these sums to one common
interval of time by means of normal efficiency; (3) to compare the
sums of expenditure and the general effect, or the total saving
(theoretically, compound interest should be used in the conversion to
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a common time interval, but in practice it may be possible to confine
oneself to simple interest).

Note 1. Let us note that in the particular instance when an
investment is completed in the following period. that is, under the
conditions of Conclusion 23, Conclusion 24 furnishes an identical
criterion. Indeed. if n designates the value of nermal efficiency, C the
amount of investment and D the net saving attained (the gross
saving = C+ D), then using the conversion cocflicient 1/(1+n), the
comparison of the sum of expenditure with the efficiency achicved
gives the formula

Cc=g (C+D)1—_:—,—I, or -gg n.

Note 2. Another important simple case occurs when normal
cfficiency and the saving arc constant and the object of investment
docs not depreciate (has a very long period of service), or where the
cconomy achieved coincides practically with the net saving. In this
case, the criterion of choice is that the cfficiency of an investment
must not be below normal. In fact. with this notation, if D represents
the annual net saving. the comparison of expenditurc and the total
saving converted to the first year gives the condition:

c<ptap( Y4 —pt 1 D
1+n t+n) 77 Tl4n 1=({/1+n) n’

or

Olo
H‘/

The ratio D/C again represents the efficiency of the investment.

Note 3. When the final period of service of an investment equals k,
and the cost of completing the object of investment at the end of the
period of service is designated by C*, the condition for the justifica-
tion of an investment may be expressed in the following form:

1 ~ 1 1
SD—+...+D +C*
C"Dl+71+ + (1+n)* (1 +n)t

where C is the volume of an investment and D the yearly saving.
This may be rewritten as:

17 n - c*
c= (I+n)“—] c /)

V
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Particularly, 1n the case where there is no depreciation of the

investment (C* =C), the second term disappears, and we have the
same expression as in Note 2 (here D= D). If, on the other hand,
the cost of completron can be disregarded, C* =0, the condition
becomes;

E n

E‘g "+(1+n)‘—1'

Usually, the term for the efficiency of investment in the final period
of service 1s used (starting from the normal efficiency or from the
standard period of recoupment) in the form given under Note I,
wherein D denotes the net saving, 1.e. the annual saving less deduc-
tions for recoupment (for remewal). In other words, we take
D=D—C/k. Consequently, the conditron showing whether an
nvestment 15 yustified 15 given in the form:

D=5_CM =n or ggn#-l:

c [ c k

This condition differs from that obtained above (which is more
accurate) and provides an approximation to the latter only if kn is
small, or the period of service is short in comparison with the period
of recoupment, or 1f kn 1s very large. Thus, for more accurate
calculations the last condition cannot be used. The calculation of
expenditure on capital reparrs made by equal annual deductions
suffers to a lesser extent from the same shortcomings. It would be
more accurate to compute all the costs by the period of its realization
and to convert them to a single point of time,

Nott 4. The concept of efficiency of a given investment may also
be mtroduced in the case where the period of service is not unlimited
or when annual savings are not constant. We shall understand by
efficiency of a given investment the highest attainable value of normal
efficiency at which the given imnvestment is justified. In the cases
considered in Notes 1 and 2, this concept agrees with the previous one
since the highest value of normal efficiency is:

5
i
als
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As anillustration, we shall calculate the efficiency of the investment
described in Example 1. Its value is obtained from the equation
(all converted to the first month):

1 2
2000 = 1400——+ 1400 (——]—») .
l+n

14+n

By solving this quadratic equation. we find # = 0-257. The cflicicney
of investment is 25-7 per cent.

Nott: 5. When normal efficiency varies from year to ycar, the
condition for the advisability of an investment assumcs a morc
complex form, namely:

*
cs Dy D, +... D¢
T+n, (T4+n)d)(14+n,) (T+n)...(14+n)

=I‘1 Dl+r2D2+..-+r"(D‘+C')

where D, is the saving in the ith year, n; is the normal efficiency from
the (i—1)th year to the ith, r; is the conversion cocfficient of the ith
year to the initial year (year zero).

Note 6. For the same purpose of calculating the efficiency of
capital investment, the method of determining the period of recoup-
ment of additional capital investments is widcly used. If with one
mcthod of producing a given output, current (annual) expenditure
amounts to C,; and capital investment to K,;. and with another
method C, and K, respectively, the period of rccoupment of the
additional investment is expressed by the formula:

Kz"K( _1
Cj"'C'a o

The comparison of the efficiency of various additional investments is
made on the basis of this period: by taking it as the normal one the
admissible level of efficiency is determined.

If the period of service of capital investment is very long and il
current expenditure and capital investments arc evaluated accurately
(in accordance with o.d. valuations), then in so far as capital invest-
ment (K, —K,) affords a yearly saving (C; —C,), the efficiency of a
given investment as stated above (Note 2) would equal:

H=—=
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it would represent the inverse of the period of recoupment. For this
reason, the comparison of recoupment periods and their normaliza-
tion under such conditions are equivalent to a comparison of
efficiency and the setting of a normal efficiency. For instance, a five-
year period of recoupment would correspond to & normal efficiency
of 20 per cent. The fundamental distinction (and shortcoming, in our
view) of this method in comparison with the method described above
(Conclusions 23 and 24) consists in the following: (a) its application
becomes difficult for short periods of service, by the changes in the
value of efficiency over several years, when capital expenditure, etc.,
effected at different times has to be taken into account; (b) it relates
to supplementary and not to basic investments; {¢) usually the normal
period of p 1s fixed conventionally and not objectively,
depending upon the conditions of the situation, in a manner similar
to normal efficiency; (d) the values of C,, C,, Ky, K are calculated
on the basis of cost or of current prices and for this reason they do
not always reflect accurately the actual national economic expenditure
so that a change in that respect could completely alter the value of £.

Calculation of Change in 0.D. Valuations

When the relative o.d. valuations change in the course of time
these changes must be allowed for in the calculation of the efficiency
of caprtal investments,

To gwve an llustration as to how an analysis should be carried out
in such a case, let us turn back to the example of the manufacture of
instruments and tools which we shall now consider under more
complex conditions. We shall assume that the manufacture of the
necessary instruments involves the use of some scarce material the
possible expenditure on which is hmited to 68,000 roubles for the
first month and to 88,500 roubles for the second month, The data
for the expenditure on this matenal and the optimal plan that
allows for this condition, are given in Table 40.

Owing to the necessity of observing the limit for the expeaditure
on the scarce material some changes had to be made to the plan as
compared with Table 38 by substituting to some extent method IV
for method I which involves a smaller expenditure on the material in
the first month, and by substituting method II for method V for the
second month. The extent of the saving is consequently somewhat
reduced.
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In order to verify that the plan shown is optimal, it is sufficient to
determine the existing relative valuations. We shall show that the
following valuations can be adopted for the first month: 0-76 for the
conversion coeflicient of the saving achieved (realized in the second
month) to the first month, and 1-27 for the scarcity coeflicient of the

TABLE 40, PRODUCTION PLAN OF THE INSTRUMENTS WORKSHOP
(ALLOWING FOR SCARCE MATERIALS)

! ! | .
i Number Cost of instru- . i
Cost of Net i of ! ments, including | h,:;!miilg)g
Tools {instruments! saving instru- . the material | (roublcs)
and 1, including | on one ments } (roubles)
instru- scarce instrg~ j—-- ! e T
ments matcrials ment Month
(roubles) | (roubles) [-—-— - s e e
st {20d| st | 20d | s | 2nd
1 500 300 80 | 100 40,000 ; 50,000 | 24,0007 30,000
(400) (32,000} ; (40,000} |
1 1000 200 | — | 200 ~ 120000} — | 4000
(200) (4,000)
151 100 200 500 { 500( 50,000 | 50,000 ; 100,000 ¢ 100,000
45) (22,500} 1 (22,500} :
v 40 16 750 110001 30,000 | 40,000 12,0001 16,000
(10) (7,500) | {10,000)
\Y 200 S0 — 50 — 10,000 — 2,500
(120) (6,000)
Vi 1000 1000 30§ 30 | 30,000 { 30,000 { 30,000} 30,000
(200) (6,000) | (6,000)
Total E 150,000 | 200,000| 166,000 | 182,500
% (68,000) | (§8,500) !

material in short supply. In other words, production at the instru-
ments workshop amounting to 100 roubles should ensure a saving in
the following month of 100 : 0-76 = 132 roubles; an increase in
expenditure of 100 roubles on the scarce material should correspond
in efficiency to 127 roubles of other expenditure.

We shall not deal with the determination of these valuations;f to
establish that the plan is optimal for the first month we shall verify

+ The methads given in Chapter 1 {pp. 16-20) should be used, The valuations
may be obtained by balancing production and expenditure for methods that are
not fully utilized in the optimal plan. Designating these valuations by the

letters r and ¢/ we shall find them from the equations: 1004004 == 800r (1);
30--104=56r (1V); hence r =076; d = 1:27,
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that in accordance with these valuations the production of tools
included in the plan for the first month is justified: the given valuation
of expenditure does not exceed the saving. For instance, for tool I:

(100 x 1)+ (400 x 1-27) = (5004 300) x 0-76;

for tool II:
(55 % [)+(45x 1:27) < (100+200) x G 76.

Similar valuations for the second month give: a conversion co-
efficient of the saving obtained (achieved in the subsequent third
month) of 0-84 against the expenditure in the given (Second) month;
the scarcity coeflicient of the matenal equals 11,

All these valuations can be converted to a single unit—expenditure
in the first month. Thus, the saving achieved in the third month will
be converted to the expenditure of the first month with a coefficient
of 076 x0 84 =0 64. As regards the materzal for the second month,
the expenditure for which as related to all other expenditure in the
second month has a conversion coefficient of 1-], and from it we
obtain as converston coefficient 1-1x0-76 =084, in terms of
expenditure 1n the first month.

In the final account we arrive at the system of valuations given in
Table 41 (the figures 1n brackets are explained below).

TasLE 41, RELATIVE VALUATIONS CONVERTED TO THE

FIRST MONTH
; Months
f
| 1t ' 2ne 3rd
)
Valuation of expenditure l |
and saving 100 (1 00) | 076 (1-00) | 064 (1-00)
Valuallcn of material 127 (l 27) 084 (l )] -

With these valuations 1t 1s easy to solve the problem of the
advisability of one or another method of production on which
expendijture1sincurred and which becomes effective at different times.

Let us assume that a tool costing 2000 roubles (including the cost
of the scarce matenial of 800 roubles) can be manufactured in the
course of two months (50 per cent of costs in each month), and will
save 3000 roubles in the course of the third month. Is such manu-
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facture advisable? Converting the expenditure and saving to the
first month we have:

expenditure:
600 x 1-00 4400 x 127 4-600 x 0-76 -+ 400 x 0-84 = 1900 roubles
saving: 3000 » 0-64 = 1920 roubles.

The vse of the tool is advisable.

This calculation can be carried out in another form, namely, by
starting from the valuations for each period and calculating the
expenditure and efliciency for cach period on that basis, and there-
after convert the net cffect to a common period by the same conver-
sion cocfficients. Thus, adopting a rouble of expenditure and saving
as a unit for each interval of time (besides the searce material), we
obtain the figures of the relative valuations for each month as given
in Table 41 in brackets. The cocfiicients for conversion to the first
month will be: 0-76 for the second month, and 0:64 for the third
(0-84 when the values of the third month are converted to the
second). These cocfficients correspond to a normal efliciency of
32 per cent (1:0-76 = [-32) for the first month and 19 per cent
(1:0-84 = 1-19) for the second.

The calculation of the expenditure and saving will then appear as
follows:

cxpenditure:
(600 % 1-004-400 % 1-27) + (600 % 1-00+-400 x 1-1) x 0-76
= 1900 roubles

saving: 3000 x 0-84 x 0-76 = 3000 x 0-64 = 1920 roubles.

It should be noted that where in the present case relative valuations
change, the coeflicients of conversion of expenditure to one period or
the corresponding level of cfficiency of investments will substantially
depend upon the choice of unit of valuations for each period. Thus,
in the given example expenditure (of 1 rouble) was chosen as a unit
of the valuations excluding the scarce material: with the choice of
another unit, the value of the coeflicients of conversion and cfficiency
would have been different.

The method of calculation given here may be applied in the analysis
of short-term investments when changes in the relative valuations
have to be taken into account.
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The problem of the efficiency of short-term investments is directly
lLinked with the preparation of an optimal production plan for
several periods of time which takes into consideration the available
resources of productive factors and the required composition of
output. The difference here as against the tasks of production plan-
ning for a single period is that methods of production have to be
considered in which # portion of the expenditure is made within one
interval of time {capital investment) and the output is obtained at
other intervals, Both the conditions of the availability of the
resources and the demands for the output obtained are also connected
with these periods. Of course, it does matter in which period a given
kind of output will be produced. For this reason each type of
productive factor and of output in each period must be considered
by itself. Then, the task of drawing up a production plan for a whole
series of periods will be found to be similar to the usual task of draw-
ing up an optumal production plan in which the number of types of
output and of productive factors is multiplied by the number of
planning periods. Therefore, 1t is natural that here too the optimal
plan should be characterized by a system of valuations determined
for each type of production and of factors (which differ for each
period), and that when these are taken into account the methods of
production used n the optimal plan must be justified.

These valuations will be interrelated and willinclude the conversion
of various types of production and expenditure to a common
equvalent together with the conversion of expenditure and efficiency
to a common time period. It 15 possible to proceed in a different
manner. choose an tdentical measure for all the periods, adopting for
instance the valuation of some single product, factor or of some fixed
set of products as the umit for each period, and change proportionally
the valuations of all the products and factors accordingly. Then the
method must no longer be judged directly on the basis of the valua-
tions obtained, but coeffictents for converting all periods to one
period must be worked out, or, what comes to the same thing, the
values of normal efficiency of investments when passing from one
period to another must be determined. These conversion coefficients
represent nothing but the valuations of the standard set in the original
system (and will consequently depend upon the choice of standard).
An example of two such systems of valuations was given above
(Table 41).
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We summarize the above analysis in the following conclusions.

ConcrusioN 25. An optimal production plan drawn up for a
serics of periods (capital investment plan) is characterized by a
dynamic system of valuations, i.e. by a system of valuations of all
types of output and factors of productien for cach period. These
valuations, generally speaking, change both absolutely and relatively
on transition from one period to another. They can be given in two
forms: cither converted to a common period, or in the form of
relative valuations for each period, showing the common cocflicients
for conversion to one single period (which is equivalent to deter-
mining normal efficiency on transition from cach period to the
next).

In accordance with these valuations, all the production methods
(calculated for a series of periods) used in the optimal plan are
justified (profitable), and those which are not used are no more than
justified.

ConNcLusioN 26. If a dynamic system of valuations characterizing
a given plan has been determined, then in order to judge the
advisability of applying some method of production, as calculated
for a series of periods (usually relating to capital investments), it is
sufficient to compare expected production for the whole period as
well as planned expenditure, and to convert them to one period in
accordance with the dynamic system of valuations. The calculation
of output and expenditure can also be made by starting from the
valuations of each period, converting thereafter the data obtained to
a common period in agreement with the conversion cocflicients or
the norms of efficiency. In the case where the relative valuations may
be considered constant, the calculation becomes simplified and can
be completed when only the norms of efficiency and the valuations
for one period arc known (compare Conclusions 23 and 24).f

Further Examples of the Calculation of the Efficiency of Investments

We shall give some further examples of the analysis of short-term
investments in which it is assumed that the value of the normal
efficicncy or, where necessary, the dynamic system of valuations are
known in one way or another. ’

+ A mathematical analysis of these problems is given in Appendix I {pp. 284-
287) and an example of the calculation in Appendix I (pp. 336-31).
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ExaMpLt 4 A boiler operates on oil supplied from a long
distance, consuming 20 tons of oil in twenty-four hours. It js
contemplated to replace 1t by a boiler working on gas, consuming
25,000 m® of gas in twenty-four hours. The expenditure on the new
botler and 1its tstallation amount to 250,000 roubles {on the basis of
o0.d. valuations); the period for the completion of the work is four
months. The o.d. valuation of o1l mcluding delivery is 200 roubles
per ton, that of gas 20 roubles/1000 m?. Normal efficiency is 10 per
cent per month. The advisability of such a replacement is to be
determined

Monthly saving according to the o.d. valuation is 30 x (20 x 200 —
25x 20) = 105,000 roubles. In view of the great length of service
of the boiter the gross saving will here in practice correspond to the
net saving. The valuation of the expenditure on the boiler at the
moment of putting it into operation is 250,000 x(1+4x0-10)
= 350,000 roubles. The efficiency of the investment at this moment
is 105,000 350,000 =30 per cent. The replacement is clearly
advisable,

If the valuation of gas was 120 roubles per 1000 m® for instance,
and if the gas was used entirely by the chemical industry, the measure
would prove mefficient.

ExaMpLE 5. The structure of expenditure for some articles at a
given machine-building factory s as follows: materials 25 per cent,
expenditure on labour and operating expenditure of the factory 25 per
cent, hire valuation S0 per cent.

The butlding up of two weeks’ supply of articles and the consequent
introductron of continuous working make it possible to increase
output by 10 per cent without additional Iabour and without any
change in the expendsture of the factory on work and operating costs,
but with a proportional increase in the expenditure on material,
At what value of the normal efficiency is this change advisable?

Let us assume that monthly production of the factory amounts to
1,000,000 roubles. After the change has become operative it will be
1,100,000 roubles. There will only be an increase in the expenditure
on matenals by 25,000 roubles  Thus, we shall obtain a net saving of
75,000 roubles/month. The cost of the two weeks’ supply of articles
which is somewhat less than the cost of two weeks’ finished produc-
tion (since articles enter stocks at the initial stage of processing)
constitutes, say, 350,000 roubles. Then, the efficiency of the change
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wiil.bc 75,000:350,000 = 21 per cent per month. Consequently. it is
advisable to put the change into operation if normal cfficiency doecs
not exceed 20 per cent per month,

This example was taken with arbitrary, but sufficiently realistic.
figures. Of course, at many factories normal stocks of articles are
lacking and the crcation of thesc could substantially increase output.t
Indeed, as shown by the calculations, the investment of resources in
such conditions is many times more cfficient than many other invest-
ments which were made and arc being made. For this reason. the
possibility of these resources being immobilized is unjustified.

Frequently direct instructions were even given as to the necessity
of building up normal stocks and in many cases such stocks were
actually created at the factories. However, very often they were
consumed by the end of the month to ensure the fulfilment and over-
fulfilment of the plan. As a result, at the end of each month and at
the beginning of the following onc the work did not proceed
normally. The cause of this was not only the interruption of supply,
but also the mcthods of calculating the fulfilment of the plan.
Doing this only by commodity production favours such consumption
of stocks.

Of course, it is an advance in comparison with the calculation
by gross production whereby in individual factories an unlimited
accumulation of semi-finished and incomplete products may occur.
However, more precise than both these methods would be an
account in which the movement of semi-finished production were
linked with commeodity production, but only within the limits of
planned stocks. Such an account of semi-finished products within
the framework of the plan could also be madce when passing from the

¥ For instance, in 1956, at the factory Baku Worker, owing to discontinuity
of operation, output was reduced by 16 per cent in some months and the cost of
production of certain articles increased by 2-6 per cent to 1061 per cent (see
A. M. Alibckov: “The influence of continuous opcration on the cost of pro-
duction™, in the collection Organisation and planning of steady work at machine
producing factories, Mashgiz, 1958, p. 130). Greater possibilities of expanding
production by improved planning arc also recorded in the statement of V. 1.
Gorbunov at the XXI Congress of the Communist Party: *“It may be asserted
with complete certainty and without any exaggeration that the timely delivery of
stocks of components, assembly parts, equipment, metal and other materials will
make it possible, in accordance with the plan and charts, to increase the produc-
tion of ships by 20-30 per cent, without any additional capital investment at the

same shipbuilding yards and with the same number of workers™ (Report, vol. I,
p. 372).
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index of commodity production to net output, the advantage of
which was noted in Chapter I, Section 1.

A similar problem is at present that of taking whole units out of
operation for reparrs and for preparatory work even when these

entail some reduction in the output of the current period.
In such a case, when the given short-term investment also covers loss
of production, even though its value is taken into account by adopting
a high o.d. valuation, we usually still obtain an investment of very
high effictency. A faure to do so at a time when 2 whole series of
investments is completed at a much lower efficiency can in no way be
justified and may lead to great losses in the near future. At the same
time an incorrect solution of these problems is sometimes still
encountered in the activities of individual factones. Thisis also partly
due to some shor ings m the operational factory indices: the
preparatory work carned out is not reflected in commodity produc-
tion or in gross output.

Finally, 1t is often essential to stock a certain supply of finished
products for some time in order to ensure the operation of a given
factory or factories. The gain thus achieved of meeting requirements
in a more satisfactory manner may frequently exceed the damage
caused by the immobilization of these means. A typical example
of this 15 when the type of a book is kept for printing additional
copxes if this should bccome necessary after the book has been

hed. The il ion of possible Iosses {osverstocking

with too big an edition, or an msufficient supply of the book to

readers who may need it in the case of an insufficient edition) wilt

exceed many times the losses entailed 1n the immobilization of metal

for a few months. Even with a very high valuation of type metal the

d effi y of ined type will consti at least a few
hundred per cent per month.

EXAMPLE 6. The construction of a thermal power station may be
mmcd out in one or in two years. Rapid construction entails some

i (building in winter, providing material for a
greater numbc! of bulders, ete.), but then electricity generation will
begin one year earlier. The data of expenditure and production for
the two variants are given in Table 42.

It 1s sufficient to make a comparison of the variants over a period
of three years as after that period the station is in operation at full
capacity (from the second year after completion of the construction)
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TABLE 42, EXPENDITURE DATA ON THC CONSTRUCTION OF AN fLECTRIC
POWER STATION AND THL GENERATION OF ELTCTRIC FNERGY

i - . .
i Expenditure on generation |

Expenditure on ! of electric energy .
building and ‘ : : ?mm‘mof
. cquipment Coal | Otheroperating] ¢icClric power
str?x(c)?ion {thousand roubles) | (thousand ; costs (lhousand§(m°“5md kwh)
variants ; tons) i roubles) ;
Year
Ist 2nd ‘2ndi 3rd§ 2nd | 3rd { 2nd 3rd
One year | 110,000 | — 1300 | 500 | 10,000 | 15,000 |600.000'1,000,000
(30,000)t .
Two years| 50,000 | 50,000 | — 300‘ — |10000] — | 600.000
(20,000) {(20,000) |

+ The figures in brackets show costs of hire valuation for construction
machinery.

under both variants, and further results of its activity are practically
identical.

To complete such an analysis it is necessary to have dynamic
valuations of the types of expenditure and production listed here.
We shall assume that these data are known for the whole cconomy
(or for an cconomic district) and are given by the figures of Table
43,

TaBLE 43. DYNAMIC VALUATIONS

Valuations converted to the Ist year
and conversion cocfficients
Types of production and s

expenditure Year
Ist 2nd | 3dd
Coal per ton — | 80(100)t | 64(100)
Electric energy per 1000kWh — 84 (105) 61{95)
Construction and operating costs |
_ (roubles) (conversion cocflicients) | 1-00 (1-00) | 0-8 (1-00) ! 0-64 (1-00)

+ The figures in brackets show the valuation and coefficients for the
given period.
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Table 43 shows valuations converted to the first year, consistent
with a normal efficiency of 25 per cent per year (the coefficient of
converston to each preceding year is 0-8), and the valuations for each
year in brackets. The data of the table for electric energy show a
reduction of its valuation (a lesser scarcity) from 105 roubles to
95 roubles. Conversion coeflicients to the first year are given for
expenditure, expressed in money terms.

Starting from these figures, as was done above, we shall calculate
the expenditure on construction and the planned profitability of the
operating station for both variants by converting everything to the
first year.

Construction costs

Variant I: 110,000 thousand roubles = 110 million roubles
Vanant II: 50,000+ 50,000 x 0 8 = 90,000 thousand roubles
= 90 million roubles

Planmed profit for three jears
VariantI* 2nd year.
600,000 x 84 — 300,000 x 80— 10,000,000 x 0 80 = 18,400,000 roubles
3rd year-
1,000,000 x 61 — 500,000 x 64 — 15,000,000 x 0-64 =19,400,000 roubles
Total 37,800,000 roubles
Variant I1- 3rd year:
600,000 x 61 — 300,000 x 64— 10,000,000 x 0 64 =11,000,000 roubles
Total 11,000,000 roubles

It may be seen from the calculation that by increasing the con-
struction costs 1 variant I by 110—-%0=20 million roubles, as
compared with variant 11, ats planned profit is 37-8—11-0=268
mullion roubles higher (all the sums have been converted to the first
year).

Thus, in these conditions, accelerated construction 1s preferable.

In this calculation, on the basis of dynamic valuations which
include normal efficiency, the basic iderations which are essential
in the choice of such a solution are reflected : the factor of immobiliza-
tion of means of production, the importance of speedier generation of
electric energy (taking 1nto account that it is in particularly short
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supply in the earliest period). Such accounts make it possible (if the
necessary data arc available) to calculate in an objective and gquantita-
tive manner all those details which are usually allowed for only
qualitatively. It is possible that the solution of a faster construction
might have been adopted without such a calculation, but then it
would have been thought that it was accepted on the basis of the
above considerations even though it was unprofitable. A correct
calculation (which allows for the efficiency of capital investments and
other factors) shows that in reality speedy construction is more
profitable.

It should be noted that if the analysis is to be accurate it is not
cnough to take into account normal efficicncy of investments alone:
the use of the o.d. valuations is also important. Otherwise. the fact
that electric power is in short supply and has a high o.d. valuation
would not be included; and without that the results of the calcula-
tions would be quite different. Even the cost of the investment would
be different. Thus, in the calculation for the construction of variant
I it was assumed that, apart from the larger expenditure on other
items, expenditure on the hire valuation of construction machinery
would be less. This is natural since in the speedier construction the
machinery is used the whole year round and more intensively. Inthe
usual calculation, which does not take the hire valuation into account,
the speedier construction would prove less profitable. The calculation
of the norms of cfficiency of investments (which is covered by the
given calculation) is, of course, also of fundamental importance in
the solution of similar problems since it reflects the immobilization
of means of production and the possibilitics of utilizing them clse-
where.

The example quoted is typical although worked with arbitrary
data. As was shown in the resolutions of the party and government
on problems of construction, the importance and consequences of
accelerated construction for the national cconomy were very
frequently underestimated, and the great damage caused by the
immobilization of means as a result of their dissipation on many
objects under protracted construction was not taken into considera-
tion. The application of accounting methods based on the calcula-
tion of normal cfficiency of investments and also the dynamic
valuations would further a more accurate determination of the
periods of construction and the scquence of objects, together with
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the advisable allocation of means so as to attain the highest economic
effectiveness.

In this connection it is appropriate to say that the popular view
that 1 the solution of a probl ics must often be ignored is
greatly exaggerated. As an example, it is argued that very necessary
investments must be completed in the shortest possible time regard-
Jess of economics. In reality, in all such cases accurate economic
accounting leads to the same conclusions. For instance, it is known
that the first electronic computers produced an anaual contribution
of the order of hundreds of million roubles, not to mention those
effects that cannot be evaluated economically.t For this reason it is
clear that even an increase 1n the cost of manufacture of 50 to 100 per
cent, or of some mullions of roubles, was fully justified if it made it
possible to put them into operation half a year sooner. Only with a
very superficial analysis (based on the cost of production of electronic
machines) could it be found to be uneconomical. An accurate
analysis (stmilar to that provided above) would prove that in this
case an investment leading to shortening of the period of production
shows an efficiency of some thousand per cent per year!

Section 2.  Long-term Investments

Features of Long-term Investments

Until now we have considered short-term investments, or such
investments for which the means invested are fully recovered within
a short interval of time. For this reason it is possible to confine the
analysis to this short interval in assessing the result of their use.
Investments producing results also after the period under considera-
tion and which may be justified even by the analysis of their results
over a short period of time (Examples 4 and 6) can be considered on
the same bases as short-term investments. An interval may be
considered short if there is no radical change in the situation and, in
patticular, in the nature of the planned task—the allocation of final
output and of methods of production.

1 For 1958, the saving resulting from electronic machines 1 operation has
already amounted to about 1000 nuflion roubles. See the speech of F, R. Kozlov
at the XXI Congress of the Communist Party (Repor?, vol. I1, p. 135).
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From a theoretical point of view, the analysis of problems of long-
term investments does not differ substantially from the analvsis ;)f
short-term investmeats. In particular, Conclusion 24 in the écncml
form in which it is stated holds again fully in the cvaluation of the
advisability of long-term investments, as we shall sce below. However,
in practice its application presents considerable difficulties.

Particular solutions involving an analysis of the efficiency of capital
investments cannot be applicd separately but must be related to the
overall national economic plan. For this reason, in analysing a given
capital investment we must be guided by such indicators of the
national economic plan as the o.d. valuations and the normal effi-
ciency determined by the plan for the national economy as a whole.

With short-term investments where no radical changes took place
it was possible to utilize the o.d. valuations and normal efficiency
valid at the moment, or to anticipate approximately the changes
which they may undergo within the short period of time considered.
As regards long-term investments, it is immeasurably more compli-
cated to do this with any satisfactory degree of accuracy and
rcliability, and for this reason the calculation of the efficicncy of
investments is much more difficult.

The fact is that the values and the dynamics of the o.d. valuations
are fundamentally tied up with all the conditions, in particular with
the nature and the allocation of the planned task by types of the final
output. The latter will depend upon many circumstances, including
the political decisions adopted and the general situation.

The socialist path of industrializing the country calls for the
development of large-scale industry and in the first place of heavy
industry—of the means of production—Dby the country’s own means,
and determines the large cconomic requirements for metal and its
high valuation. For this reason, the investment of resources in the
ferrous metal industry during the period of industrialization was not
only unavoidable, but on an accurate cconomic analysis would have
been found both very effective and profitable, even though the
calculation based on current prices which did not correspond to the
situation may have shown them to be unprofitable at the time.

Only by bearing in mind the decision on the collectivization of
agriculture was it possible to foresee a sharp rise in the demand for
tractors and other agricultural machinery in the years 1931-3. Asa
result they would have carricd a high economic valuation in the
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calculations, and therefore investments made in the years 1928-30 in
factories making tractors and agricultural equipment would have
proved to be very eflicient, given the appropriate calculations,

From the foregoing 1t is clear that the efficiency and the o.d,
valuations of production are, as other cost indicators, not a regulator
determinmg the movement of capital investments, but on the
contrary, are themselves determined by economic tasks and objec-
tively obtained on the basis of the general situation and by the basic
economic measures necessary for the fulfilment of such tasks. Or, as
aptly expressed by A. F. Zasiadiko, the criterion of efficiency should
not be looked upon as a regulator but as an operational, well-based
and accurate mechamsm in the planning of the national economy.t

For this reason, the data of economic accounting obtained on their
basis do not only not contradict the decisions referred to but, on the
contrary, furnish the best means of turning them into reality,

It may be briefly stated that if economic accounting is of secondary
mmportance in questions of what to produce (final production}, in a
question of how to produce, of the choice of the most economic
methods of achieving the required output, these indicators are
essential.

Thus, the basic character and movements of long-term investments
can only be determined within the framework of general political and
economic decisions.

At the same time, in the process of fulfilling the plan as set by the
general party hine, the calculation of efficiency must play a very
mportant role—in particular, when more specific, although still
fundamental, problems of the kind such as the choice of the kinds of
raw material betng utilized and the technological processes, the type
of factory, the degree of concentration and specialization are con-
sidered—and these problems too must be solved with the general
plan in mind.

If the calculation of efficiency cannot be carried out with great
accuracy, then even a rough calculation of o.d. valuations, and in
particular of normal efficiency, would have helped in avoiding a
whole series of mistakes that occur frequently in problems of this
nature, viz, that the plan included a whole series of investments of
low efficiency, recovered only in the course of many years, whereas

'r7 Report of the XXI Congress of the Communist Party of the U.S S.R., vol. 11,
p. 77
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mecanwhile many possibilities of investing with an extremely hieh
cfficiency were not being made at all or only very slowly ecause of
the shortage of resources. The fact that some old factorics were
preserved cven after considerable means had been made available
and that some newly built factories were found not to be working
to capacity is evidence of the presence of such unsuccessful invest-
ments.,

The proposition that in solving the problem of the cfficiency of
producing a given object the magnitude of the necessary capital
investments is of importance as well as the cost of production was
hardly seriously disputed by anybody.

But contradictory opinions and different practices were encoun-
tered in the question of the extent to which the volume of capital
investments was essential and how it should be taken into account.

Opinions were also expressed that capital investments are in-
cluded in the cost of production by calculating depreciation and
that this synthetic index reflects fully this aspect of the problem.
However, to the majority of economists and technicians it was clear
that including depreciation of an object does not reflect fully the
time factor and the load factor of the means employed in capital
investments. For this reason, in addition to the cost index, an index
of individual capital investments was usually worked out, but it was
frequently given seccondary importance or clse was allowed for only
qualitatively. This procedure made the determination of a correct
and objective solution extremely difficult, for in solving any particular
problem it was cumbersome to consider the whole econoniic situa-
tion and all the other possibilities of investments simultancously, and
therefore the attractiveness and efficacy of one aspect or another of a
project could overshadow the economics of the problem.

In a quantitative analysis, the problem of the principles of using
indices for each separate capital investment became particularly
acutce if the comparison of cost and of individual capital investments
led to contradictory conclusions. Of course, at the same time efforts
were made towards establishing an objective approach so as to unify
these indices in one form or another into one synthetic whole. Such
attempts werc made on many occasions.

At one time, for instance. a fixed percentage of the investment
involved was added to the cost of clectric energy when the efficiency
of a hydroelectric power station was determined. However, its
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magnitude was taken quitearbitrarily (2-5 or 6 per cent) rather than on
the basis of a general analysis of the problem of efficiency of invest.
ments in the country. For this reason, such a calculation brought,
unfortunately, more loss than benefit as it gave the impression that
the full effect of itting means for inv had already been
allowed for when in fact this was not so.

This type of accounting was applied in the planning of railways.t
Many planning organizations used the index of the recoupment
period for the additional capital investments in their analysis of
variants {on this index, see above, p. 169).} This method found muck
wider recognition 1n recent years when detailed recommendations for
its use were introduced.

From the foregoing it is clear that the basic initial data for the
drawing up of a capital investment plan are the volume of resources
available for capital investments as well as the total and the composi-
tion of the final output, and with 1t the general direction of capital
investments.

The problem of the efficiency of capital mvcs!mems cannot be
analysed in isol from other p of 2t

First of all, the problems of cmcxency of capital mvestment and of
the comparison of some 1nvestments with others can be accurately
analysed only 1 conjunction with long-term planning as a whole,
Of course, on the one hand a general long-term plan is drawn up in
the final account from particular decisions on capital investments,
On the other hand, in an 1solated analysis of any one capital invest-
ment it 1s not possible to ascertain the need for such an investment
and its practicability compared with other possible solutions; nor is
it possible to take into consideration the balance of avaifable means
for capital investments and the need for them.

In the calculation of the efficiency of capital investments current
planning data cannot be disregarded since only with their aid is it
possible to ascertain to what extent the available means of production
are utilized fully and correctly, what needs there are for their
expansion in a given direction and what results they will produce.

Finally, in order to assess the economic effect of a capital invest-
ment and the output achieved by it, as well as the expenditure

1 See M. M. Protod'yakonov: Surveying and Planming of Raituays, 1934,
$ We return to this and the with our p! on
p. 236.
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entailed in its realization, it is important to arrive at an accurate
. national cconomic valuation of individual types of production and
services. Consequently, the problems of capital investment are more
closely related to problems of calculating national economic expendi-
ture, the valuation of production and the problems of price formation.

However, the problems of capital investment are, above all,
connected with the structure of the long-term plan of development of
the national economy.

In a socialist society, a long-term national economic plan aims at
the development of productive forces, ensuring the highest possible
growth of output and of productive capacity in accordance with the
task of meeting the requirements of the society in the best possible
manner by the fullest and most appropriate use of resources—it
should in principle represent the optimal plan.

The nature of a socialist system of society makes it possible to
ensure the fullest and most rational use of resources. For this reason,
such an optimal plan emerges as an attainable reality and the
consistency of an optimal plan represents real economic conformity
with the laws of the national economy.

Schematically, the problem of drawing up a national cconomic
plan may be represented in broad outline as follows.

The resources at the beginning of the planning period are known.
On the basis of the general political and economic situation, the tasks
confronting the national economy lie in studying social requirements
and hence in determining the allocation of the final production for
consumption by individuals and for the needs of society as a whole,
as well as for accumulation. On the basis of known technical and
production data plus data of the possibilitics of developing produc-
tion—in particular, on the basis of forecasts of further developments
of technology and exploitation of available resources (prospecting
for useful minerals, etc.)—it is possible to describe quantitatively the
existing methods of production. On the basis of all these data a plan
should be drawn up which would provide for a faster growth of
production and productive capacity in the required direction in
future, while ensuring the necessary current consumption as deter-
mined in accordance with the needs of the socicty.

It is clear that in such a situation the problem of long-term
planning is in the main similar in character to the problems of
production planning of short-term investments, analysed in the
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preceding section, which leads to the idea that the analysis gven
above could be used here, The far-reaching character of this
problem, the enormous quantity of 1nitial data, the immense number
of concervable methods of production, the practical difficulty of
obtaming information about afl these matters, the need to foresee
further developments 1n technology and the organization of produc-
tion, the relationship between needs and the plan, determined by a
whole series of non-economic aspects (especially where final produc-
tion 15 concerned), all these do not permst us to rely here on a direct
and lteral application of the scheme of accounting and of the
construction of a plan and of the related valuations, as described in
Section 1 (we shall return to this problem).

Nevertheless, 1t may be expected that the characterstic features of
the solution of the problem of optimal planning over time—the
existence of numerical valuations which characterize an optimal
plan, as explained above tn the analysis of the practical problems of
short-term planning—must be preserved in the much more complex
situation under consideration as here too the solution represents an
optimal plan over time.

In view of the foregong, the may be ed

ffi ly sut d: that d with the optimal long-
term plan there exists a definite dynamic of objectively determined
valuations as well as a unique value of normal efficiency of capital
nvestments, which may change in the course of time.

They may be introduced as above in two forms: the dynamic
system of valuations converted esther to one common period or to
one umt 1 each period together with the introduction of normal
efficiency (which depends upon the choice of such a umt),

Furthermore, 1f the valuations change relatively little, it may be

ffh for an appr ha 1zation of the optimal plan to
obtain only one system of valuations for the production together
with the value of normal efficiency on transition from each period to
the next. The characterization of the optimal plan becomes still
simpler when normal effi y can be dered

Assuming that a long-term national economic plan is under
consideration and that its basic economue indicators (in particular, the
dynamuc valuations and the value of normal efficiency) have been
determined, we shall show how 1t 1s possible to carry out the analysis
of the efficiency of individual capital investments and to arrive at a

)
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conclusion as to their advisability by starting from such indicators
(comparc Conclusions 23-0).

This analysis becomes particularly simplified if the dynamic of
relative valuations can be disregarded and (approximate) caleulations
made by taking into consideration the valuc of normal efficiency
alone. ’

In the majority of examples quoted below this is preciscly the
assumption used, and normal cfficiency is also assumed to be
constant.

Examples of the Calculation of the Efficiency of Investments

We shall show on several examples of long-term investments how
the problem of the advisability of an investment can be approximately
solved.

ExaMPLE 7. Two types of machines of a given capacity are avail-
able. For machine A the initial expenditure is 500,000 roubles and
the length of service five years. Operating costs amount to 500
roubles per day. For machine B the initial expenditure is 1,000,000
roubles and the period of service ten years. As regards operating
costs, machine B is 20 per cent more cconomical than machine A.
It is necessary to determine under what conditions it is advisable to
usc one or the other machine, and also the conditions in which it
would be advisable to replace machine A if already in operation by
machine B.

At first sight, it appears that machine B is always preferable, for
capital expenditure averaged over the length of service is identical
in both cascs and the operating costs in the second instance are
considcrably lower.

To solve the problem in a more detailed manner, we shall carry
out the calculation for several values of normal efliciency.

We shall take normal cfficiency as equal to 20 per cent per year.,
First of all we calculate the annual saving. It will amount to
360 % 300 % 020 == 36,000 roubles. We then calculate the difference
in the investments in the course of ten years by converting them to
the initial point of time. Seclecting machine B, the investments
constitute 1,000,000 roubles. Taking machine A, they amount to
500,000 roubles now and 500,000 roubles after five vears, which, con-
verted to the present. comes to 250,000 roubles (since 100,000 roubles
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today at a normal efficiency of 20 per cent correspond to 200,000
roubles after five years),T altogether 750,000 roubles.

Thus, 250,000 roubles are saved in investment. An investment of
this size with a normal efficiency of 20 per cent produces a yearly
saving of 50,000 roubles. For this reason, with a normal efficiency of
this magnitude, the expected saving of 36,000 roubles is not enough,
and quently it 1s more advisable to use machine A.

If machine A is already in operation aud the question is to replace
it by the better machine B, the expenditure for the construction of the
first machine A need not be included, and the difference in invest-
ments will be 750,000 roubles. This shows that, at a normal efficiency
of 20 per cent, such a change is highly inadvisable. Carrying out 2
similar calculation for other values of the normal efficiency (or an
algebraic analysis) we arrive at the conclusion that the solution of the
problem set will depend upon the value of normal efficiency. Namely:

(1) If the normal efficiency exceeds 16 per cent it is more advisable
to use the machine of type A.

(2) If the normal efficiency is below 16 per cent but more than
6 per cent, then it would be more advisable to use the machine of
type B in new mstallations. However, the replacement of the existing
machines A 1n good working order by machines B is inadvisable.
Thus, althougt hine A 1s obsolete it is advisable to inue using
it where available.

(3) If normal efficiency 1s less than 6 per cent, it is advisable to use
machine B not only 1n new installations but to substitute it for
machine A,

Let us note in connection with this example that owing to inade-
quate understanding of the function of normal efficiency the use of
very complex and expensive equipment was {requently advocated,
even though 1t produced a relatively small absolute saving in labour
or matenals. Even if the efficiency was calculated, a magnified value
was frequently obtained because the cost of equipment was not fully
allowed for in the ealculation and the sh, of ials, elc., was
not borne 1n mind. Frequently the use of such equpment by some
leading factories abroad was taken as a basis which can in no way

11t would be more accurate to use compound interest. However, allowing
for the probability of some reduction i normal efficiency in the course of time,
we would arrive at approximately the same result.



EXPANSION OF THE PRODUCTION BASE 194

be considered as adequate. 1t should be mentioned that the actual
cfficiency was found to be even lower when such equipment was not
uscd to full capacity.

Further, on the grounds that such equipment was being used for
new factories some were inclined to support the needs of quick
replacement and the dismantling of old types of cquipment as
depreciated. As the example quoted shows, one conclusion can in no
way be taken as a basis for another.

However, it should be mentioned that these endeavours of indivi-
dual managers met the proper resistance from central bodies, and
in fact dismantling was carried out only to a comparatively minor
extent. The inadvisability of dismantling too soon was confirmed
in particular at the time of World War II, when much of this
obsolete and even dismantled equipment was successfully put into
operation.

Thus, at present, in spite of the change to diescl and eclectric
locomotives, the use of available steam engines is looked upon as
well founded for many years to come (mainly on lines with less
intensive traffic).

Such problems can be solved correctly only by allowing for the
value of normal efficiency.

ExaMPLE 8. There are two variants of a projected bridge: a
wooden one and a stone one. Both meet the technical requirements.

The cost of the wooden bridge is 1,000,000 roubles, the period of
service is ten years, and the cost of repairs 20,000 roubles per year on
the average. The cost of the stone bridge of the same capacity is
2,500,000 roubles, the period of service fifty years and the cost of
repairs 5000 roubles per year.

Under what conditions is one or the other project more advisable ?

Let us calculate the cost involved in one year’s service for both
variants:

the wooden bridge:
(1,000,000 4 10 x 20,000) = 10 = 120,000 roubles/year,
the stone bridge:
(2,500,000 + 50 x 5,000)+ 50 = 55,000 roubles/year.

The advantage of the stone bridge seems undoubted.
In reality the problem is not so simple and its solution should

depend upon the value of normal efficiency.
8 BATER,
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Let us take, for instance, an annual normal efficiency of 10 percent.
Let us compare costs: (1) of a stone brrdge for a period of ten years;
(2) of construction of a wooden one at a given moment, its immediate
use, and the construction of a stone bridge in the course of ten years.

In both cases we shall obtain approximately the same result in
meeting needs.

When comparing costs, they must be converted to the given point
of ime. We obtain:

In the first case

the cost of the stone bridge 2,500,000 roubles
cost of repairs 50,000 roubles, converted to the
initsal instant} 35,000 roubles

Total 2,535,000 roubles

In the second case

the cost of the wooden bridge 1,000,000 roubles
cost of its repairs 20,000 roubles, converted to
the imual instant 140,000 roubles

the cost of the stone bridge 1n the course of

ten years 2,500,000 roubles, converted to the
mmtral instant 1,250,000 roubles
Total 2,390,000 roubles

If the value of the normal efficiency were greater, the advantage of
the wooden bndge would be even larger, Thus, if the normal
efficiency is 10 per cent or more, the proper solution at that moment
will be to construct the wooden bridge If the 1,500,000 roubles
saved today were used, for instance, to make a new mine which
could not be started because of the lack of means, and if the efficiency
of investment in the mune 1s 40 per cent, the additional production
resulting from this 1n ten years will exceed several times the costs
involved in the construction of the stone bridge in the course of
ten years. We are not prepared to conclude from this that wooden
bridges rather than stone bridges should always be constructed.
Of course, the ratio of costs may also be different, in which case the

'+ These are average costs incurred 1n the course of five years And the sum of
35,000 roubles today with a normal efficiency of 10 per cent 1s equal to 50,000
roubles after five years A more accurate cakculation may be made with the axd
of compound mterest.
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construction of the wooden bridge may not prove the most econo-
mical on the basis of the present calculation; also, a most important
fact is that the wooden bridge will often not mect the same technical
requircments as the stone one, which may force one to forgo the
wooden bridge even if it were more cconomical. However. in the
latter case, when sclecting the stone bridge variant (or one of metal or
of rcinforced concrete), it must be taken into account that it is less
cconomical and not more (as was shown in the initial calculation),
and these cconomic losses should be compared with the technical
advantages. 1t may be generally noted here that the enthusiasm for
gigantic solutions without any particular need from which many of
our planners suffer is harmful as it deprives the other more efficient
investment outlets of the necessary means. One of the causes of such
inaccurate solutions was incorrect economic accounting which failed
to include normal cfficiency.

The lack of due attention to the cconomic side of the operation and
an unsatisfactory analysis of it were onc of the causcs of excesses in
the ficld of architecture.

We shall clucidate the nature of efficiency accounting on the basis
of dynamic valuations on the following example.

ExampLE 9. Let us assume it is nccessary to determine the
cfliciency of a capital investment aiming at an expansion of the
productive capacity of articlc A by 100,000 units per year, this being
achicved by cquipping a new workshop for a certain production
process. The cost per unit of article A with this process cntails
ten units of material B and ten days® work. The efficicney of the given
investment has to be determined, given the general long-term optimal
plan and the dynamics of the relative valuations. They are given in
Table 44.

It should be pointed out that the valuations in this table have been
converted to a common period (the first year). Thus, the reduction
in the valuation of labour by no means signifies a reduction in its
remuneration. In reality, since the valuations of production decrease
considerably faster than the valuations of labour, the data in the table
show that a significant rise in the productivity of Jabour is expected.
which of course makes it possible to foresce @ certain increase in real
carnings.

Such a reduction in the valuation of labour is, in actual fact,
consistent with the statement that a rational expenditure of labour
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today enables one to obtain 2 much higher saving of labour in the
future; and hence one must assign a higher valuation to a unit of
Jabour for any given year than for the following one.

Let us note that the value given for the valuation of the equipment
in the workshop after five years does not show the cost of its pro-
duction at that moment but the valuatlon of the eqmpment
already used up, taking into ideration its physical and
depreciation.

TABLE 44. VALUATIONS CONVERTED TO THE FIRST YEAR
(VALUATIONS FOR EACH YEAR IN BRACKETS)

Years
Product or factor
1st 2nd 3rd 4th 5th
Article A (per umit) 500 420 (503) 350 (507)} 280 (465) 200 (380)
Material B (per umit) 10 8096 | 66BN | 466 | 3 (58
Labour (per unit) 20 |18 (21316 (23 H|1s @121
Equipment of the
workshop (roubles) | 70,000,000 — —_ — 15,000,000
(29,000,000
Normal efficiency (1) 20 20 20 15 15
Cocfficient for conver~
s10n to the first year 10 083 069 060 052

We must also mention that we assume, for simplicity, that costs
for a given technological process are constanx

In order to calcul as indicated above we calculate the
total saving (profitability) of a given workshop for the period under
consideration (five years) converted to the given instant—the first
year. Subtracting from the valuation of production the cost for each
year, adding these and multiplying by the number of units we have:
100,000 x [(500— 10 x 10—10 % 20)+(420— 10 x 8—10 x 18)+
+(350-10%x6—-10x16)+(280—-10x 4—10x 14)+-(200—~10x 3~
—10x12)] = 100,000 x (200 + 160+ 130+ 100+ 50) = 64,000,000

roubles.

At the same time the cost of investment amounts to 70,000,000~
15,000,000 = 55,000,000 roubles.

Thus, the calculation shows that this investment yields a positive
efficiency.

A similar computation could be made using the valuations for each
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period and converting these subsequently to a common period by
means of conversion coefficients or normal-cfficiency values.

Let us note that here too the accuracy of efficiency calculations does
substantially depend upon the use of o.d. valuations. Thus, if, for
instance, the cost of production or the price derived from it were
taken in the usual manner instead of the o.d. valuation of the article
(which included the hire valuation of the equipment used as well as
the relation between its demand and the volume of production)
the result of the calculation of efficiency would be different. The
investment might turn out to be quite inefficient or barely cfficient.

The problem of the efficiency of capital investments can only rarely
be solved on the basis of an isolated analysis of the given problem.
As a rule, it is related to the gencral economic situation and the
cconomic plan for the country as a whole. In the preceding examples
this was taken into consideration by using the economic indices (of
normal cfficiency and of the dynamics of valuations) of the overall
national economic plan. In other cases, consistency with the general
plan may be achieved by planning the targets of a given sector (out-
put, supply, amount of resources for capital investment). Stating the
problem in this manner may be practical if no long-term plan for the
cconomy as a whole nor a system of indices (normal efficiency and
o.d. valuations) cxisted as yet, or if it were a question of improving a
plan drawn up carlier for the given sector. In such a case, it is
neccessary to set up an optimal plan for the given scctor directly,
while allowing for initial conditions.

When drawing up such a plan, the system of valuations or the
value of normal efficiency are determined intrinsically within the
limits of the given sector (group of factories). These valuations can be
used to adjust the plan within a sector. Morcover, the comparison of
these indicators with similar oncs for the national cconomy as a whole
or for other sectors (groups of factories) may even give risctoarevision
of the planning problems (a redistribution of targets and resources).

We shall consider an example of this nature.

ExasmreLe 10. In a branch of the mining industries of a given econo-
mic district processing is carricd out by simple means. The number
of workers cmployed is 2000. Annual extraction per worker is
1000 tons of ore, the annual carnings of a worker 10,000 roubles.
The local price of one ton of ore is 20 roubles, i.c. the valuc of the
annual production of one worker is 20,000 roubles. To increase
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extraction it has been decided to mechanize it. The initial investment
funds allocated amount to 80,000,000 roubles; further investment in
machines must be made by the sector from its own funds. The number
of workers employed in the sector remains unchanged. Two types of
machies A and B arc available for the mechanization of extraction
with the relevant data given in Table 45.

TaBLE 45, TYPE OF MACHINES AND EFFICIENCY OF THEIR USE
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Al 10 | 800,000] 60,000] 5| so0000! 80000 200 | 200 | 400
B| 20 |3,200000| 60,000|20{8,000,000] 160,000| 81 | 125 | 206

Which type of machine should be chosen in order to carry out the
mechamzatton? It may be seen from this table that, as regards
productivity of labour and the cost of production, machine B is
superior to machine A. Apparently it should be given preference.
However, such a solution of the problem would be superficial as it
ignores the more important matter—the volume of investment on
machine B. In this case, normal effictency is not given but, since
total means of investment are fixed, it can be determined. We calcu-
late the hire valuation and the efficiency of each machine. For
machine A we have: 10 workers servicing the machine when operat-
ing with simpler means would produce 10x 20,000 = 200,000
roubles’-worth of production, Thus, the cost of the additional pro-
duction obtamned as a result of mechamzation will be:

800,000 200,000 = 600,000 roubles.

Annual costs:
160,000+ 60,000 = 220,000 roubles

(recoupment and operating costs, excluding wages).
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The net saving (and hire valuation) resulting from the use of
machine A is: 600,000 - 220,000 = 380,000 roubles per year.

The cfficiency of investment is 380,000:800,000 = 47 per cent.

For machine B the additional extraction is:

3,200,000 - 400,000 = 2,500,000 roubles.

The net saving (hirc valuation) is:
2,800,000 — 400,000 — 60,000 = 2.340,000 roublcs.
The efficiency of investment is therefore
2,340,000:8.000,000 = 29 per cent.

To simplify the calculation. we did not convert recoupment to a
common period of service as otherwise we would have had to caleu-
late it in a somewhat different form. However, this would not have
madc any substantial difference. The result obtained shows that the
proper solution in this case would be to start mechanization by
putting machine A into operation. 100 units of which may be thus
acquired and thus represent a mechanization for half the number of
workers., One thousand workers will continue to work with simple
cquipment. Since the possibilitics of more efficient investment in
machine A are not exhausted, normal efficiency will be 47 per cent.
Annual accumulation (without allowing for deduction on recoup-
ment) will constitute 1000 % 20,000 + 100 x §00,000 — (2000 x 10,000+
100 % 60,000) = 74,000,000 roubles. This will enable the sector to
acquire another 90 machines A and to equip with these 95 per cent of
the scctor. In the following vear, accumulation will cnable it to
acquirc machine B. From the moment when the possibilitics of
investment in machine A will be exhausted normal efliciency will
become 29 per cent. Thereafter, the sector will begin to be re-
equipped with the superior machince B.

It would not be right to begin the conversion by introducing
machine B at once. Only 10 of these machines could be acquired.
and 1800 workers would have to continue extraction with simpler
cquipment.  Annual accumulation would be: 1800 % 20,000+ 10 x
3,200,000 — (2000 x 10,000 + 10 x 60,000) = 47,400,000 roubles; the
process of re-cquipment of the sector would proceed much more
slowly than in the first instance. It may be casily found that, starting
by introducing machines A, the complete re-cquipment of the sector
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with machines B in the first instance will ultimately proceed faster
than if machines B were introduced at once.}

An examination of this example shows that where the sources for
investment are scarce one should not be influenced too much by
particularly large and efficient units which are complex and expen-
stve. This important gain in productivity of labour which will be
achieved where such equipment js wsed cannot provide as much
production as could be obtai: i

d from the equip Isewhere with
an inferior and less efficient but cheaper machine, if the most
primitive means continue to be used in numerous other sectors which
cannot be supplied with the better machine. As may be clear from
the last calculation, such consecutive carrying out of mechanization,
starting from less capital-intensive means, ensures both a more rapid
nise in output in the early years and its faster growth in future.
Of course, this qualitative conclusion is not universal and should be
checked in every case against the results of economic accounting that
takes 1nto consideration the value of normal efficiency.

In the present example capital investment per unit output was
higher for machine B than for machine A. It should be mentioned
that even if a large unit or factory should not be found in a worse
posttion in this respect than a medium one 1t should not always be
given preference. This is particularly due to the fact that a farge
factory 1nvolves a large number of indirect mvestments which must
also be allowed for in the calculati The fi g ideration:
must, therefore, be borne in mind in this context.

(1) The period of equipping and of putting into operation a large
factory 1s much longer than that of a small or average one.

How this helps to lower the efficiency of investments was seen
above in the analysis of Example 2.

Moreover, the longer construction period of a large factory does
not enable it to meet the requirements for a given production in the

t The calculations for this example could be made more accurate by taking
mto consideration the change in the value of o.d. valuations and normal effi-
ciency m the course of time, 1n accordance with Conclusion 24. In the present
case such improvement tn the accuracy of the calcufatron would not influence
the results of the analysis very much = A mare accurate calculation of recoup-
mentis also essentral, Here 1t was taken as proportional to the cost of myvestment.
In a more accurate calculation, if the necessary data are avaxlable, depreciation
must be included in the account of planned costs of capital repairs and renewal,
taking 1nto consideration the periods of their reakzation and converting the
costs to a common pomnt of ime (compare Note 3, p. 167).
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carly years when the demand for it may be most acute and its o.d.
valuation particularly high.

(2) While a small and medium factory may start operating after a
short time and base its operations on available auxiliary resources
(supply of clectric power, means of transport, housing fund, muni-
cipal network), a large factory nceds large auxiliary investments
simultancously.

(3) Inalarge factory or unit it is difficuilt to cnsure a constant and
full load (for instance, at certain periods for meat packing plants,
individual hydroelectric power stations). and it is more difficulty to
adapt its planncd capacity; and with plants not working at full
capacity cflicicncy drops sharply.

(4) More transport nceded for large factories increases production
costs greatly (if the o.d. valuation of transport is high), and thereby
reduces their cfficicncy.

(5) Since the period of achieving the possible economic cffects is
usually much longer for a large factory it is more difficult to ascertain
the changes in the situation and technology which may take place
during the period of realization (possible reduction in the demand
for a given typc of output, the introduction of new techniques for
the given type of output or for its substitutes, etc.).

The resolutions of the XVII Party Congress condemning the
mania for gigantic factorics were adopted at the time chicfly because
of these considerations.

Economic accounting which allows for normal efficiency would
have confirmed the validity of thesc conclusions at that time and
would have furnished the means of calculating the most appropriate
size of factorics.

The caleulation of the efficiency of a given capital investment and
its implications may, in accordance with Conclusions 23-6, be
obtained on the basis of the dynamics of economic valuations, if the
changes connected with the inclusion of this investment are so small
that they do not substantially influence the system of o.d. valuations
and its dynamics. However, it is often found that the incorporation
in the plan of a given investment at its appropriate size does influence
perhaps not the national economy as a whole and the entire system
of valuations, but the position of some scctor, the production of a
product everywhere or in a given cconomic district, and hence some
of the o.d. valuations. Thus, the new production on a large scale of
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some article in a given district may significantly change the cost and
the balance ratio for this article as well as its 0.d. valuation. The
above applies in particular when a given investment, by its nature,
cannot be broken up-® a large hydroelectric power station, a canal,
an irrigation installation, a new railway, etc.

For this reason, with large capital investments one must not begin
the calculations immediately from the existing system of valuations,
1t is necessary to allow in one way or another for the changes which
will result from the inclusion of such mvestments in the plan, Hereit
is necessary to compare the optimal plan in 1its initial form with the
changed optimal plan drawn up so as to incorporate this investment.

However, in such a case there is usually no need to reconstruct the
whole plan; changes can be confined to those aspects which the given
mvestment strongly affects, and also to the valuations of factors and
products concerned, while for the rest the previous values can be
used.

The following example may give some idea of this kind of
calculation.

ExampiE 11. The problem of the construction of a railway linking
points A and B 1s under consideration. For a single-track railway the
carrying capacity of the line will be 600 wagons per day, the cost of
the permanent way and rolling stock being 350 million roubles; fora
double-track railway the carrying capacity will be 1000 wagons per
day and the full cost 480 million roubles. In both cases the direct cost
of transportation amounts to 200 roubles per wagon. The period for
the construction of the railway 1s one year, and normal efficiency 1s
30 per cent per year.

To solve the problem, it is necessary to assess the goods traffic the
hine will have to carry 1n the first years. This goods traffic is given in
Table 46. The saving achieved by the line is also calculated. The
third column shows the saving made 1n other sectors of the national
economy as a result of transporting one wagon on the railway, the
fourth—the net saving (after the deduction of cost).

Thus, type I of goods 15 in fact moved at present by motor transport
at a cost of 2000 roubles for the transportation of one wagon. The
transfer of this goods traffic to the projected railway will give a net
saving of 2000—200 = 1800 roubles per wagon per day. If a single-
track line should be constructed, the carrying capacity will make it
possible to transport altogether the first three types of goods. The
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annual saving will be 64-§ 4+ 64-8443-2 = 1728 million roubles. The
cost of the railway is 350 million roubles, hut taking into considera-
tion that the construction will take a vear. its cost at the moment of
entering into operation must be considered 30 per cent higher (normal
cfficiency cquals 30 per cent), i.c. 455 million roubles. Consistent
with this value of the normal efficiency, the annual saving for such an
investment will be 455 0-30 = 137 million roubles. The calculation
proves that the investment is entircly advisable.

TanLe 46, GOODS TRAIFIC AND SAVING

! Net saving

i (
i Volume of ; Saving
i transport
{
!
i

Types

!

of nspor | ’pcr iPcrwngonf On the total goods traflic
oods | PEFCAY o WAROR 4 erday | T o T
E (wagons) | (roubles) | n e | Perday ! Peryear
. ;(rouvm)i (roubles) i (roubles)

1 | 100 | 2000 | 1500 | 180000 | 64,800,000

;200 L 1100 900 | 180000 | 64,800,000

| 300 | 600 | 400 | 120000 © 43,200,000
IV | 200 | 400 200 | 40000 ! 14,400,000
V.| 200 { 300 ; 100 ; 20000 : 7,200,000

A double-track railway would make it possible to include trans-
portation of goods of types IV and V which would give an additional
saving of 14-4+7-2 = 21-6 million roubles per year. The necessary
additional investments will amount to 130 million roubles, which at
the moment of opening the railway should be calculated as 169 million
roubles. The saving for such an investment, with a normal efficiency
of the order of 30 per cent, should constitute approximately 50 million
roubles, but an economy of 21 million roubles only is obtained.
This leads to the conclusion that the immediate construction of the
sccond track is not advisable; but it may become appropriate in
future if the demand for the movement of goods should increase or if
normal cfficiency should decrease, i.c. if the possibilities of more
cflicient investments become exhausted.

However, it would be correct 1o carry out a fuller calculation, bear-
ing in mind, besides the possibilities envisaged of using the railway
for the factorics already in operation, such new factories the construc-
tion of which would become advisable and cfiicient after such a
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railway starts operating, and to calculate the additional economic
effect which could help to justify them in relation to normal efficiency,
Such a calculation must be carried out tentatively both for the given
year and the subsequent years.

In particular, allowing for the additional goods traffic, the construc.
tion of the second track could be found advisable even now or aftera
shorter period of time.

Let us note that generally in the evaluation of efficiency of large
objects of capital investment which cannot be broken up, we consider
1t admissible to include mn the calculation also those related projects
which can be carned through because of the main object. In many
cases this may rightly increase the value of the efficiency of the latter,
since 1ts economuc effect may be raised by the economic effects of the
related investments as far as it exceeds the effect corresponding to
normal efficiency.

We stated above that although normal efficiency is of an entirely
different nature than the profit norm in a capitalist society, they may
be compared in so far as both are of importance in problems of the
allocation of investment,

It 1s necessary to underline the radical difference in principle
between normal efficiency and profit norm as regards their origin,
social meaning, manifestations and function in the economy.

The first 15 determined by an objective planned calculation; it
represents an objectlvc numencal indicator of one of th: 1aws of
soctalist ly applied in
and planning, and enables us to show the most efficient economic
use of capital investments in order to achieve a fast rise in the pro-
ductivity of labour,

The second 1s determuned in the capital market in the pursuit of
the highest profit; 1t represents a numerical index ofthe law of average
profit norms, formed spontaneously in the process of capitalist
competition, and acts as a regulator in the distribution of the surplus
value among vanous fi ial groups. It i itself in the
movement of capital from one sector to another; and not only does it
not afford efficient use of surplus value but on the contrary, it is
the direct cause of over-production, continuous disequilibrium, and
crises leading to the dislocation of productive forces.

It must also be emphasized that there is a radical difference between
them not only in principle, qualitatively, but also a quantitative
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difference, affecting the numerical results of the calculation and the
conclusions derived from them.

This becomes apparent in the analysis of the last example. Let us
assume that an industrialist or a joint stock company in a capitalist
state is considering the problem of efficiency of investing in the
construction of a railway under the same conditions. Supposing that
the profit norm of 30 per cent is the same as the normal efficiency
above. The fundamental difference in the calculation consists in that
the industrialist would not calculate the saving for the national
economy resulting from the investment, which is of little interest to
him, but the profit he could make by carrying out a given investment.

The ratio of this profit will depend upon what tariff is fixed. The
highest tariff at which a single-track railway will run at full load is
600 roubles.

The profit on each wagon moved will be 600 —200 = 400 roubles,
altogether 600 x 400 x 360 = 86-4 million roubles per year. For an
investment of 455 million roubles, the profit should amount to
137 million roubles at a standard profit of 30 per cent, i.e. the
investment will be found unprofitable by private capital.

It is of interest that the profit obtained is somewhat higher with the
second tariffi—1100 roubles. At such a tariff, the railway will carry
only goods of types I and II (300 wagons per day), i.e. 50 per cent of
the load, but the profit will be found to be higher, amounting to
900 roubles per wagon or 300 x 900 x 360 = 97-2 million roubles,
which is still insufficient.T Let us note in passing that this is one of
the fairly frequent cases of economic anomaly in a capitalist society
where it is quite possible that only half the carrying capacity of the
railway is used, while the transport of some goods, however desirable,
does not take place as it is not worth while at the current high tariff,
whereas the low tariff produces a smaller profit for the owner of the
railway.

The example quoted is typical. A large number of investments
which could be made in a capitalist society and which are efficient
from the point of view of the whole economy (even if the current
profit norm is taken into account), are not being realized; for with-
in the framework of private property it is not possible in practice
to secure the whole national economic benefit in the form of private
profit—the only result in which the capitalist is interested. This

1 We do not allow for the possibility of differential tariffs for various loads.
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applies above all to various social and cultural measures and to the
construction of large mnstallations such as roads, canals, large hydro-
electric power stations, housing construction, irrigation work, affor-
estation, etc.

Furthermore, with the national economic need to increase the
production of many dities and notwith ding the actuat
possibilities for such an expansion, the latter often cannot be
realized under capitalism since no market can be found for the
available goods as a result of the low purchasing power of the
population. Under socialism such a situation cannot arise.t

Thus, if normal efficiency and profit norm are the same, many
possibilities of 1nvestment which are unprofitable (which do not
ensure normal profit) 1n a capitalist system, may be found advisable,
i.e. they show a high enough efficiency (above normal), in a socialist
system.

It should be mentioned that this important proposition was ex-
pressed by many 1n a much more general form, viz. that in a capitalist
society investments which can be realized are limited to those which
ensure normal profit while 1n a socialist society any investment which
gives a positive saving of labour is advisable.

Of course, 1 this form the proposttion is incorrect as it does not
take into consideration that investment funds are limited and that it is
necessary to find the most efficient way of using them. Also, it isin
practice harmful as 1t may lead to the immobilization of funds in
objects of low efficiency.

Turming back to the example considered, 1t is important to note
one more property of large mvestments of such a nature,

The completion of such an investment often makes it possible to
meet both the more necessary and acute needs for a given type of

1 Thus, a group of British engineers describing the Soviet metallurgical
wndustry write i their report published 1n the yournal Steel Review:

*“This mdustry owes 1ts success 1n many respects to one factor alone which
may be obviously considered umque The metallurgical industry was evidently
planned in Russia . The Soviet steel smelting industry enjoyed over the whole
peniod a ready outlet for 1ts production, and there was always a stmulus both
1nside and outside compelling 1t to strive for the maximum development of pro-
duction and productivity. The capital necessary for new mstallations 1s forth-
coming without difficulty and the growth of foundries i1s accompanied by the
supply of all posstble means of transport and also of power and raw matenals
Under such conditions each unit 1s ensured a full load, and with such a combina-
tion of circumstances these brilhant achievements may be considered a naturat
result.” (See Kommunist, 1958, No. 6, p 83.)
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output or services and also the less important ones, the satisfaction
of which would in itself not justify the investment. Hence, in
meeting these needs as well (the latter is advisable), the hire valua-
tion for the completion of the installation, which is derived by
taking into account the low efficiency of such investments, may be
found to be very small, and sometimes if the possibilities of its use
are practically unlimited (such as a canal, a bridge) it may be near
zero. Nevertheless, the appropriate investment may have, as we saw,
the necessary efficiency if its effect on the national economy as a
whole is considered.

However, here it would be inadvisable to attempt to realize directly
the effect of the investment (corresponding to normal efficiency) by
increasing the hire valuation, by incorporating the hire valuation in
the value of production, etc., as this would make it impossible to
obtain all the possible efficiency.t

Thus, in such cases a commercial approach to the realized
efficiency of capital investment is inadvisable.

In a socialist society capital investments must be justified directly
both for the sector in which they are made and in the national
economy as a whole (or in an economic district). Let us note in
passing that the number of projects of subsequent investments in a
given sector need not necessarily be made in accordance with the
accumulation realized in this sector.

Level of Normal Efficiency

If the degree of economic development and of total means of
investments are the same, the number of possibilities for investment
at a high degree of efficiency are much greater in a socialist society

+ A typical example of this is the principle of fixing prices of books in the
U.S.S.R. In spite of the great difference in the cost of production according to
the number of copies printed books of a certain type are sold in our country at
approximately the same price (calculated per folio) irrespective of the number of
copies printed. This may be explained by the fact that in our country the problem
of the edition of a book is not solved by such considerations as profitability.
For instance, the national economic efficiency of the issue of an educational,
technical scientific book is not essentially determined by the sum received from
the sale. If the question of publication has already been decided and conse-
quently the editorial and publishing costs can be excluded from the calculation
as well as the payment for type-setting the cost of a copy of a book will only
slightly depend upon the number printed.
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than n a capitalist one where the system of private property holds
back the development of productive forces. In view of this the level
of normal efficiency in a socialist society must be much higher than
the profit norm in a capitalist society at the same level of economic
devel Hence, gh some im some types of
machines used 1n capitalist countries ensure there the current profit
norm, it may be inadvisable to use them in socialist countries where
many other possibilities may exist offering still higher efficiency which
could not be achieved under capitalism.

1t is necessary to emphasize that when speaking of the efficiency of
capital investments, we have m mind their efficiency calculated on
the basis of o.d. valuations and not of current prices or of cost of
production, The change to o.d. valuations alters radically the usual
ideas of profitability and efficiency, and furnishes a new valuation of
production and the volume of capital investment. The relative
efficiency changes too. More efficient investments as determined by
the usual calculation may in fact be found less efficient (as deter-
mined by the use of 0.d. valuations); the opposite may also occur.

It 1s essential that an accurate computation (on the basis of 0.d.
valuations) should not show reasonable investments in the heavy
industry to be less efficient than investments in the light industries.t
Thus, the proposition that the calculatton of a high level of efficiency
may hinder the reahzation of these investments is not valid. All the
more so because, as already d on several i the
movement of capital investments and the allocation of means to
sectors of mdustry are basically predetermined by the planning of

+ Thus, when computing the annual hire valuation (rent on the hire of equip-
ment) of a metallurgical group of enterprises (p. 144) we obtained the value
12 X 99,000,000 = 1188 muilion roubles If the cost of construction (o d. valua-
teon) of the group of enterprises amounts to 3 billion roubles, or 4 billion foubles
1f the period of construction 1s taken mnto consideration, its effictency will be
1,188,000,000:4,000,000,000 =29 7 per cent Thus an electric power station with
an annual output of electric energy of 5 bilhon kWh and requiring 1 billion
roubles of capital mn alled atacost
of 9 kopecks/kWh, then with a price of 10 kopecks/kWh, uts efficiency will
be G 01 x 5,000,000,000: 1,000,000,000 =35 per cent. I the od. vafuanon of
eIcctnc energy 1s determuned by accounting for its productive efficiency and the

ofa volume of energy at less efficient power
stations and is equal, let vs say, to 18 kopecks/kWh, then this efficiency of
investment will already represent 45 per cent; if on the basis of o d. valuations
the cost of the electric power station should be found to be even higher, say
1:5 billion roubles, the efficency would stilt be 30 per cent.
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final production, and the calculation of efficiency serves only to choose
the best system of solutions for the completion of this task.

This shows that in a socialist society there exist possibilities of
much faster growth than in a capitalist one even in a period of
prosperity of the latter. Evidence of this is the unprecedented growth
of industrial production in most sectors which was attained in our
country both in the years of the five-year plans before World War II
and recently, in particular, the growth contemplated by the target
figures for the next seven years.

The potentially realizable growth may in practice be attained only
with accurate planning and plan fulfilment. This is confirmed by the
fact that in certain sectors where economic management was weak
the growth over many years was insignificant.

Even of those sectors in which production was growing fast
enough, it is in no way possible to say that all the possibilities offered
by the most progressive method of production, the socialist method,
were utilized. The use of improved methods of planning could ensure
a faster growth. This is confirmed, in particular, by the results
obtained from the reorganization of management in industry
following the formation of economic districts.

It should be mentioned that although the importance of debiting
means for capital investments was to some extent allowed for
qualitatively, a certain apparent similarity of the calculations of
efficiency and of interest on capital was a barrier to a systematic
quantitative account of this basic factor, and more systematic
discussions of this problem have begun only in recent years.

Meanwhile, there are no real grounds for such fears. In practice
the introduction of such computations will promote the growth of
productive forces and can in no way change the nature of a socialist
society. The presence and great importance of normal efficiency in
our country is only a feature of the enormous possibilities of develop-
ing the productive forces and for this reason it should be stressed to
the utmost.

Doubtless, owing to the great need for capital investments, the
great possibilities of their very effective use on the one hand, and the
shortage of means for this purpose on the other hand (in so far as
investment had to be confined to internal accumulation), normal
efficiency in the U.S.S.R. during all the years of reconstruction, and
industrialization of the five-year plans preceding World War I would
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have exceeded several times the value of the profit norm in capitalst
countries and in pre-revolutionary Russia. During World War I1 jt
should have been even higher since with the extreme scarcity of
means of investment and the need for supplying a very high part of
output to the front, more important resources would have been
required for the reorganization of the industry and the reconstruction
of the districts destroyed.

Normal efficiency remained at a high level also during post-war
reconstruction. Further, the satisfaction of the most urgent needs
and the carrying out of some of the most efficient investments as well
as the growth of accumulation as a result of the development of
production which enabled the country to use considerable resources
for capital investment (since 1n our country there is no unproductive
consumption by the “idle” classes), should have led to a certain
reduction n the value of normal efficiency and justified objects of
investment of longer recoupment. Meanwhile, the fast progress of
current technology and the reorganization of many sectors by auto-
mation which open up the possibility of particularly efficient capital
investments at comparatively small costs produce a rapid increase in
productivity and a nise in the value of efficiency. This leads one to
think that in our country the value of normal efficiency continues to
remain fairly agh.

‘We shall refrain from giving even an approximate indication of the
level of normal efficiency at present as this requires the selection and
analysis of the corresponding data but we shall return to this problem
later 1n the book.

Setting a definite level of normal efficiency means that as a rule all
the mvestments of a higher efficiency should be carried and those of a
lower efficiency should not be undertaken.

However, the pninciple of a single normal efficiency was not
apphied widely enough n planning practice.

In fact, some mvestments of very high efficiency were often not
made for a long time even though this efficiency was known to exceed
the normal one.

Simultaneously, a whole series of large investments are realized
for which the calculation showed a very low degree of efficiency.
As to these investments, 1t should be mentioned that for many of
them an accurate computation taking into account o.d. valuations of

q

pr ion (taking into ideration its significance, the demand for
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it) would show a much higher real efficiency of these both at the
moment of construction of the given objects and in subsequent
years.

These investments (for instance, the Magnitogorsk group of
factories) have justified themselves brilliantly. Other investments for
which an accurate calculation would have furnished a low percentage
of efficiency were not justified (the giants of the fishing industry,
certain hydroelectric power stations which in the course of many
years were little used, etc.).

It should be mentioned that the high value of normal efficiency has
not always been taken into consideration in our country by the
planning bodies. The immobilization of means in constructions
taking many years and showing low efficiency is to a large extent
bound up with this fact.

A correct economic computation which takes account of a
realistically high normal efficiency would be of assistance here, since
it could show the harm of such planning solutions.

Another important problem must be considered, in which failure
to use a single normal efficiency in the accounts leads to considerable
losses. This is the problem of allocation of means for capital invest-
ment between long-term and short-term investments.

While for long-term investments resources were frequently allo-
cated even if their efficiency was not great, of the order of 5-10 per
cent per year, the circulating capital of factories was greatly reduced
which hampered the creation of normal stocks, a normal supply of
materials which would ensure uninterrupted work, the realization of
numerous temporary improvements in production involving even
comparatively small costs. As a result, many investments that could
have been made with an efficiency of 10-20 per cent per month were
not carried out because the necessary means, monetary or material,
were lacking. We mentioned one of these matters above when
discussing Example 5, namely, the supply of normal stocks.

A systematic computation of the normal efficiency would help to
remove in time bottlenecks and disproportions. In the first place, it
would allow investments to be directed to the most retarded sections
which hold up the development of the remaining ones, to correct the
disproportions between branches and to increase the production of
those branches in which a particularly great shortage is felt, since
precisely for these cases the efficiency obtained by including o.d.
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valuations should have been particularly high.t Similar considera-
tions were decisive in the allocation of means for capital investment.
However, qualitative considerations supported by a scientifically
based analysis and computation would promote a more accurate use
of means.

Let us summatize our conclusions.

CONCLUSION 27. When solving problems of the advisability of
long-term investments, the principle of the comparison of their
efficiency with the normal one remains valid. However, in distinction
from short-term investments, in the calculation of long-term invest-
ments it is strictly necessary to allow for changes in the ratio of
o.d. valuations and normal efficiency during the period of the
operation of the investment. Such a calculation can and should only
be carried out on the basis of the general political and economic
solutions contemplated for the period under consideration,

CoNcLusION 28. Normal efficiency differs fundamentally from the
profit norm in a capitalist soctety, although both relate to the
problem of capital mnvestments. The results of the calculation based
on the profit norm differ also sut ially from the calculation of
normal efficiency.

If the degree of ic devel of a and a
soctalist state is the same, the profit norm in a capitalist system is
lower than the normal efficiency in a socialist system because of the
greater possibilities of development of productive forces in a
socialist society than in a capitalist one.

Normal Efficiency and Valuations of Production

In Chapters I and 11, when considering the problem of short-term
optimal planning, we separated it from the problem of long-term

1 Thus, for mnstance, suppostng that for a ralway working at full capacity the
hire valuation for transport 1s 850 roubles per wagon. The carrying capacity of
the railway is restricted to one junction. The rebuilding of the junction at an
investment of 10 million roubles would increase the carrying capacity of the
whole railway by 100 wagons per day. Then the saving that could be attained
by the investment will be 360 x 850 x 100 =30,600,000 roubles and its effictency
would be of the order of 400 per cent per year. Without taking into consideration
the o.d. valuation of transport, this exceptional efficiency characterizing the
urgent need and timehiness of a gm:n measure could disappear among the other

and n d with being scarce it could be found
that this measure could not be carried out.
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planning. Such an approach, on the assumptions adopted there
(resources, and in particular productive capacity, and more or less
accurate targets of the composition of final production and the move-
ment of supplies being given), is legitimate. This is confirmed by the
fact that the analysis carried out was shown to be soundly based.
It was possible to arrive at useful economic indicators of the optimal
plan—the o.d. valuations characterizing the relative costs and
efficiency of the productive use of various types of output at a given
moment.

Such an analysis is not complete. A plan for a given period, when
not limited by such strict conditions, is linked to other periods.
The available productive capacity will depend upon the resuits of the
activity of preceding periods and the output produced in a given
period determines the resources of the subsequent one. The plan for
the current period aims to a large extent at the production of means
of production intended for use in future. Thus, if the setting of the
planned task were included in the current planning of a given period,
it would be impossible to draw up this plan without taking the long-
term plan into account. The same applies to the movement of
supplies.

In turn, when objects of capital investment in long-term planning
are chosen, the general direction of economic development is
important as well as the results of the analysis of the state of the
economy and of the data for the current plan so as to show the
requirements for particular kinds of output or productive capacity,
and the valuation of the costs involved in their manufacture by
various methods of production.

The indicators of the current and long-term optimal plan are also
interdependent. An analysis of this relationship helps one to under-
stand more profoundly the character and meaning of the o.d. valua-
tions. Thus, while the data of valuations at a given moment may
be determined in the analysis of the current plan, their dynamics
and trends can only be revealed by relating them to the long-term
plan.

In Chapter II we showed that the o.d. valuations of production
must substantially differ from the cost of production which basically
reflects only the direct outlay on labour and ignores the indirect costs.
This difference is linked above all by the inclusion in the o.d. valua-
tions of rent (when using limited natural resources) and of the
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hire valuation (when using equipment in short supply). While the use
of limited natural resources 1s not essential for all kinds of production
the use of equip is always fal. It is therefore necessary
that the hire valuation should be 1ncluded in the o.d. valuations of
production quite systematscally. At the same time, when we speak of
such an adjustment in the price formation, there is no question of
relating the level of pnces for means of production more closely to
prices of consumer goods; the tevel of prices for consumer goods, and
in particular of retail prices, we do not touch upon at all. Basically,
the problem is the desirability of changes in the price structure of
various means of production in such a manner as to ensure their
closest agreement with national economic costs.

The level of the hire valuation of equipment is determined by the
actual sitwation as a whole and this fact becomes evident in the
drawing up of the optimal current plan. Howeser, by bringing into
the analysis of this problem the long-term plan and the analysis
of capital investment it is possible to arrive at some important
general conclustons

If the hire valuation of a certain machine is so large that the
investment tn this machine 1s advisable even when normal efficiency
is taken into account the facture of such hines will be
increased 1n the optimal plan Thus, the o.d. valuation of its output
and 1ts hire valuation will decrease. As a result, further investments
1n this machime will not yreld an efficiency exceeding the normat one
which will, as a rule, prove the inadvisability of further increasing its
production under the plan, and then the level of the hire valuation for
the gnnen machine may be considered normal. This normal value is
equal to that cost of manufacture of the given machine which
corresponds to the magnitude of normal efficiency.

In this manner we obtain the first fundamental conclusion, that
the necessity of including the hire 1al of equi in costs
does not represent i 1tself an isolated phenomenon caused by a
temporary special shortage of some type of equipment to be over-
come soon. On the contrary, 1t is constantly determined by the
operative real economic factor of limited means of capital investment
in comparison with the objects for which they could be used, the
quantitative characteristics of which is normal efficiency. Further-
more, we have reached the second fundamental conclusion, that the
level of hire valuation 1s to some extent determined by the value of




EXPANSION OF THE PRODUCTION BASE 213

this normal efficiency. More precisely, its average (normal) value is
determined by normal efficiency to which the hire valuation should
tend in principle. This normal value equals nK, where » is normal
efficiency and K the volume of capital investment in the given
machine.

The hire valuation (per unit output) enters into the valuation of
production and for this reason the average value of the latter will
approximate some value which may be called the normal valuation.
The normal valuation of production includes, besides direct costs,
the proportion of capital investment per unit of the given production
(corresponding to the value of normal efficiency). In other words, the
normal valuation of a unit of production is determined by the
formula p = C+nK, where C is the cost of production and X the
particular capital investment. It is to be borne in mind that the
va}uation of the materials used, raw materials, etc., were constructed
on the same principle; the volume of capital investment should also
be calculated from such valuations. The structure of this normal
valuation is reminiscent of the cost of production but differs funda-
mentally from it in that it includes instead of the profit norm,
normal efficiency which is of an entirely different character.

With the best possible allocation of means of investment, a con-
stant value of the normal efficiency and a constant composition of the
final production the o.d. valuation should approach its normal
magnitude as shown. This normal valuation itself changes with the
change in the value of normal efficiency and with the introduction of
new technical processes. In this respect it is also to a certain extent
similar to the cost of production.

However, in an actual optimal plan the o.d. valuations will
systematically deviate from these normal values.

Although the conditions stated above, for instance the stability of
the value of normal efficiency,{ are, as a rule, not observed, there are
many causes, both permanent and temporary, which in reality
operate systematically and which produce considerable deviations
of o.d. valuations from the normal values.

+ The latter circumstances and also the complex interdependence of normal
valuations renders the very concept of a system of normal valuations and of a-
method of their computation far from simple. We shall refrain from defining
this problem more precisely, and we shall not deal with the change in the concept
of normal valuation when normal efficiency is not constant.



214 THE BEST USE OF ECONOMIC RESOURCES

The permanent causes of the deviation of o.d. valuations from
their normal values shown are as follows:

(1) The influence of the factor of the lmitation of particularly
useful natural resources, of the varying efficiency of resources actually
used and of the necessity of allowing for this effect by including the
rent in the cost, which makes the valuation deviate from the normal
one in those kinds of production which involve the use of such
resources {coal, o1}, ore, timber, grain, cotton).

(2) The basic fi of the infl of the dy ics of
relative valuations on the valuations of certain types of production,
in particular the calculation of a certain relative increase in the
valuation of labour and with it the relative increase of the valuations
of types of production, in the production of which human labour is
extensively used.

(3) Particular features of the valuations of production and their
determination where single large investments are involved which by
their nature are indivisible (irrigation and shipping canals, bridges,
railways and highways, hydroclectric power stations). In this case, in
spite of the Jarge-scale investment, the o.d. valuations of services or
of production may even be equal to zero (bridges). To some extent,
the above 15 of significance in the valuation of production of large
factories which have already been constructed and in the production
of components 1nvolving large costs of setting up.

(4) The supply of products, the processes of which are inter~
d dent and )] istry, ores ing more than one
metal, timber and 1ts by—products, steel, cast iron, scrap metal,
electric and thermal energy). The o.d. valuations of these products
are also interdependent and the ratio of these valuations will depend
in particular upon the ratio of requirements for such products.

(5) The need for reserves of productive capacity for certain kinds
of output which in rormal times exceed requirements. This resultsina
systematic reduction of the hire valuation of this capacity as com-
pared with the normal one together with the reduction of the
0.d. vahnation of production which is used in its manufacture.

In addition to these permanent causes of deviations, there are
many temporary ones such as the situation arising in the course of
economic development and the structure of the national economy as
well as many others, in particular:
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(1) Freely available productive capacity of a given kind or its
shortage. For instance, the availability of considerable capacity for
the production of aluminium after the war must have reduced its
hire valuation and also the o.d. valuation of aluminium which was
consistent with the economic advisability of its wider utilization.

(2) The relationship between the productive possibilities and the
objectively justified economic needs for some product at a given
moment.

(3) Shortage of a certain kind of labour needed for a given
product or the availability of reserves which cannot otherwise be
used to their full value.

(4) The appearance of a substitute for a given product of a much
lower normal valuation.

(5) An increase or reduction in the need for the given kind of
product.

(6) The effect of local conditions (in addition to natural ones).

Usually, such divergences should gradually disappear in the course
of a few years. However, their existence is an objective fact which
cannot be ignored. It is all the more essential to take them into
account since their emergence must be considered an unavoidable
phenomenon which occurs systematically and particularly so in the
present situation.

These divergences are consequences of a whole series of causes,
such as changes in the composition of final product brought about by
changes in existing conditions; the appearance of new requirements;
the appearance of new products replacing old ones; the appearance
of new and improved techniques which, while not put into general
application immediately (Section 2, Example 7), reduce the hire
valuation of previously manufactured equipment (moral deprecia-
tion).

Further, we obtained the very concept of normal valuations by
assuming that the plan has already been optimal for a long time.
In actual fact, however, the use of resources for capital investment is
still far from perfect. But even in applying a system of optimal
planning a plan actually in operation over a number of years will
inevitably not be optimal since changes in the situation and new
data require continual changes of plan, and therefore the planned
solutions already operating are frequently not optimal.
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Since economic decisions must be taken in a given practical situa-
tion and not for some idealized conditions we cannot ignore all these
factors which cause deviations of the o.d. valuations from the normal
values. For this reason, when drawing up an economic account for
the current plan we counsider it inadmissible to replace the o.d.
valuations by their normal values, although the construction
of the latter may be useful. The direct use of the system of o d,
valuations is also necessary in the analysis of the efficiency of capital
investment.

1t is important to know these valuations when selecting objects of
investment. The excess load in the balance of electric energy in a
given district, characterized in particular by its o.d. valuation, will
enable one to solve the problem as to whether a new electric power
station should be built in a given year or the following one, by the
usual or by a speedier method. By computing this valuation in the
calculation of efficiency the account will reflect this overload in the
balance which will assist in the choice of a correct solution,

A knowledge of the o.d. valuations of building materials, of
different categories of labour, of the hire valuations of construction
equipment will help to choose the correct variants of the solution and
the right methods for its realization.

It is also necessary to calculate the changes in the valuations which
are a result of the expected mcrease in productivity and the reduction
in the cost of operations as a result of their mechanization. When
calculating the efficiency of the organization of some industry it is
essential to allow for the possibilities of the future appearance of
cheaper types of substitute product.

The inclusion of rent where natural resources are involved is of
paramount importance in the calculation of the efficiency of capital
investments and is 1n no way reflected in the normal valuation.
Would it be possible, without taking rent into consideration, to
evaluate accurately, for instance, the efficiency of capital investment
for the irrigation of land?

It is also essential to change relative valuations systematically, and
in particular to increase the relative valuations of labour and labour-
consurning products,

At the same time, 1n view of the impossibility of forecasting with
some accuracy the dynamics of the valuations, the calculation of the
effect of an investment over a prolonged period is particularly com-
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plex and unreliable. For this reason, we consider it here permissible
to use normal valuations instead of the dynamics of o.d. valuations.

Since in the case of normal valuations it is easier to forecast the
dynamics of a single indicator such as normal efficiency, it would
appear that more soundly based values could be obtained.

The question could arise in what respect the relations determining
the o.d. valuation differ from prices in a capitalist society. Without
raising the general problem which requires independent and com-
plete investigation we shall restrict ourselves to a single comment.

Although the valuations have a different meaning and origin,
namely, that they must be computed on the basis of the analysis of
an optimal plan, as against prices, formed spontaneously on the
market, both are objectively determined by the conditions of
production and by production costs.

Despite the radical difference in the relations of production under
capitalism and socialism the quantitative relationships which deter-
mine both the o.d. valuations and the market prices have one feature
in common. Both are determined by the necessary expenditure of
labour though they do not coincide directly with it but show devia-
tions. Under capitalism prices oscillate round prices of production,
while with an optimal plan in a socialist society the o.d. valuations
approximate on the average to the normal valuations.

It was noted above that it is not enough to replace the o.d. valua-
tions by their normal values, but that it is strictly necessary to find the
o.d. valuations by a direct analysis of the optimal plan. At the same
time, in analysing the economics of a capitalist society where market
prices constantly diverge from prices of production, Marxist political
economy does not deal in detail with these deviations. It seems that
this distinction is justified and is due to two causes.

Firstly, by the subject matter of the analysis. In a spontaneous
capitalist market price oscillations are of so random a character, and
are caused by so many factors that their accurate scientific investiga-
tion is hardly possible. “Under capitalist production, the general law
acts as the prevailing tendency only in a very complicated and
approximate manner, as a never ascertainable average of ceaseless
fluctuations.”f On the other hand, in a planned socialist economy
an accurate analysis is possible in so far as the deviations of o.d.
valuations from the normal ones can be calculated.

1 K. Marx: Capital, vol. I, p. 159, English edition, Moscow, 1959.
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Secondly, by the aim of the analysis. Marxist analysis of the
capitalist cconomy aimed at a more general, fundamental investiga-
tion of capitalist production and the study of its basic laws, and for
this reason could, of course, abstract from all the temporary transient
factors and influences.

Economic accounting {and analysis) in a socialist economy serves
as a basis for practical solutions and for this reason it must be more
accurate and detailed. It must take into consideration the concrete
situation including temporary and accidental circumstances,

Section 3. Ways of Realizing Optimal Long-term
Planuing

The Problem of Constructing an Optimal Long-term Plan and its
Indicators

The values of normal effi and thedy icsy of
necessary i the calculation of the efficiency of capital investment are
rep d by the ic indi which ch ize an
optimal plan for the national economy; and for this reason their
deter ion 1s directly d with the setting up of this plan.

The construction of an optimal national economic plan is a
problem of exceptional complexity, and the working out of methods
for its solution involves extensive and intensive investigations and
practical work.

We shall endeavour here to describe the possible approaches to
this problem, 1ts general character and its stages, while abstracting
from those immense difficulties and complications which their fulfil-
ment entails. Simultaneously, we refer only to some special considera-
tions of the possible ways of a practical realization of certain stages
of this process and of a rough, preliminary determination of the
indicators of the plan.

As previously mentioned, the problem of long-term planning may
be represented schematically and in the abstract as follows: (1) data
are available of all types of resources which are at the disposal of the
country and of the prospects of the growth of labour and natural
resources; (2) the various possible technological processes of produc-
tion and methods of orgamzation of production are known, for the
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existing basis of production as well as for its expansion and for capital
investments: for these too accurate data are available ‘as to the
necessary costs and the volume of output attained; (3) similar data
are available for technological processes which will be used later in
the course of the planning period; (4) from the study of the require-
ments of the society in the light of the actual situation (at the present
moment and in the future) the following have been determined: the
composition of final output for consumption by individuals and by
society, the riecessary volume of productive capacity for certain kinds
of output and the requirements for their location (in particular cases),
the movement of stocks and also the share of output allocated to
capital investment at every interval of time during the planning
period.

It is required to draw up an optimal long-term plan which would
ensure the most rapid development of productive forces and the
maximum volume of production.

If all the data mentioned were actually available the construction
of an optimal plan would represent a problem similar to the one
considered above for which definite methods of solution are given.
For this reason, if we were not limited by computational means an
optimal plan corresponding to the numerical data and the tasks
could be drawn up with a determinate system of dynamic valuations
(for all kinds of output and factors of production, for each interval
during the planning period, for each place), and the value of the
normal efficiency of capital investments at each interval could also be
determined.

Of course, the practical realization of such a plan directly in the
form described is inconceivable: it is not possible to obtain accurate
data for all types of resources, for the many millions of conceivable
technological processes possible in the production of hundred
thousands of products, including those processes which will emerge
during the planning period; it is not possible to indicate and assess
accurately the demand for all types of output over a longer period,
all the more so as the data of costs of production and of the realized
volumes of output, etc., must be allowed to influence allocation
by type of output. If it were possible to obtain all these data,
their compilation and computational treatment would hardly be
technically feasible even if modern computational techniques were
used.
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And finally, if such a plan were constructed for the whole period,
it may encounter in its realization quite considerable difficulties since
the emergence of new and unknown circumstances would each time
require a fresh computation and a change in the whole plan.

However, despite the practical impossibility of carrying through
such a scheme to the letter, its presentation and, in particular, the
speaific knowledge of the data which it may be desirable to have, the
propertes and characteristics of such a plan, may substantially help
and gve directton to the practical determination of a plan and its indi-
cators as well asin the understanding of particulareconomic problems,

An optimal long-term plan can hardly be constructed straight
away in sts final form. It is evident that its construction must repre-
sent a process of successively drawing up and improving the plan,
consisting of a whole sertes of stages at which the plan itself and its
indieators together with the mitial data and tasks are simultaneously
refined.

The ultimate improvement of the plan must take place in the
process of its realization.

Some Features of Long-term Planning

Without attempting to grve a method for the actual construction of
an optunal plan and 1ts mdicators let us only note certam aspects
which show possible ways of removing the obstacles to such a
construction.

(1) In order to deterrmine roughly the outline of the plan and its
mam 1ndicators such as the level of normal efficiency and the
dyaamic system of valuations, a simplified model of the national
economy may be used. Such a model constructed for a combined
group of products and services (conventional fuel, metals, machine
tools, electric energy, individual types of productive capacity, trans-
port services), on the basis of data obtained by averaging and
sarupling methods, may already cover some tens or hundreds (but not
hundreds of thousands} of products and factors of production as well
as cost data for various technological processes (including processes
requinng capital investment).

Such a model may be analysed by the methods described on page
175 (Conclusions 25, 26). Using electronic computational tech-
niques this analysis can be carried out in a relatively short time.
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The results obtained in this manner will furnish only very tentative
data for the optimal plan. The indicators found in the course of
the analysis will be of great importance for the plan (normal efficiency,
dynamic valuations). Although they will be of a very approximate
and generalized character and will change substantially when the
plan is actually worked out the knowledge of even such rough values
should be of great significance as a guide in the process of planning.

(2) The analysis of the current plan should be of very great value
in the drawing up of a long-term optimal plan. The data of the
current plan may furnish initial values in the analysis of social
requirements and of the structure of the final product, and the plan
for the immediately following period may be considered as a variant
of it.

It is also possible to derive from the analysis of the current plan
factual data of the inputs of natural resources in the production of
various products and services, and also of the capital investments
that are necessary in order to create productive capacities. In the
determination of costs it is essential to take into account not only
material and labour costs, but also costs such as the use of natural
resources, the hiring of equipment and of production space (rent,
hire valuations) which are frequently omitted in the analysis. For
instance, when comparing the relative costs of synthetic and natural
fibres we know that we must obtain a distorted picture of costs by
not accounting in the first instance for the hire valuation of equip-
ment in one case and for the ground rent in the other.

Thus, when considering the problem of the possibility of using
waterways instead of railways for the delivery of ores or any other
product of the mining industries which entails setting up six months’
stocks of such products, we can obtain an accurate solution only by a
numerical computation of the load of railway transport (by means of
the hire valuation) and the immobilization of resources in the form of
stocks (by using normal efficiency).

1t is evident that the data of the initial resources must be derived
from the analysis of the structure of the national economy and the
indicators of the current plan. Finally, on the basis of the data of the
current plan and the productive experience a preliminary selection of
those technical processes may be carried out which should be con-
sidered in the drawing up of an optimal plan both for the forth-
coming period and for the future.
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In this manner, the construction of an optimal plan may be
accomplished by a process of successively improving and unifying
plans earher drawn up for the current period and preliminary plans
for future periods.

Finally, the analysis of the current plan and the technical and long.
term solutions adopted in it may be used (together with the analysis
of the model) to obtain tentative values of the indicators of the
optimal plan, as described earlier in the discussion of the indicators
of an optimal plan in the problem of current planning (Chapter I,
Section 8, p. 143). However, here it is necessary to bear in mind the
limited possibilities of such an analysis.

The existence of consistent valuations is characteristic of an
optimal plan. In practice, 2 current plan is not optimal and the
direct construction of valuations from it may lead to contradictory
relationships. For this reason, approximate valuations can be
obtamned by retaining in the analysis only methods which are
justified, ically used and advisable, and which are consistent
with optimal use, and by rejecting arbitrary methods which are un-
justified and do not correspond to the present level of development
of the productive forces and the concrete situation.

The contradictions revealed during this analysis are of a real, vital
but not of an antagonistic character and are solved in the process of
improving the plan and of removing its shortcomings.

(3) One of the problems which causes great difficulties in the
realization of this scheme of constructing an optimal plan is the
need for data for numerous feasible technological processes (includ-
ing the processes relating to the expansion of the productive base).
To obtain such data entails much work, such as the listing of
technical projects, accounts, experiments and the compilation of
experimental data. Meanwhile, the number of processes which may
be found advisable mn certain conditions and for which such data
would be necessary 1s very great. In practice only a small part of
these processes and solutions will be used in the optimal plan, ie.
data relating to a large number of processes will be found un-
necessary. When constructing a plan by the method of successive
improvements it is possible to prevent such unnecessary work.
Already on the basis of the tentative valuations (compare (1), (2)
from the preliminary data and draft projects certain technical
processes and planning solutions may be rejected as uneconomical
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in the given conditions, and the later detailed plan and the construc-
tion of complete data will only be needed for those processes and
technical projects for which the possibilities of application are
sufficiently realistic.

(4) In drawing up a long-term plan it is necessary to bear in mind
and to allow somehow not only for known technical processes but
also for the technical progress which should take place during the
period under.consideration. On the whole, the calculation of tech-
nical improvement entails certain forecasts of technical development.
In some cases, the calculation of technical progress may be carried
out by starting from the proposed introduction of some concrete new
technique; in others it will be necessary, on the basis of available
experience in the given sector, to plan tentatively for some improve-
ment of the applied technical processes (increase in productivity,
reduction of specific costs). Of course, these data will be extremely
inaccurate and may be partly wrong.

However, it should be mentioned that this is not so important
because, while it may influence the valuations of future years, the
changes in these valuations will not have any marked influence on the
solutions of the first years.

(5) It appears that the value of normal efficiency may be forecast
more easily and with greater accuracy than the whole dynamic system
of valuations.

At the same time, if its level is known it is possible to obtain
approximate normal valuations which may replace the use of the
dynamic system of valuations in preliminary computations. Of
course, the interdependence of normal valuations of various products
must be borne in mind since one kind of product enters into the cost
of production of another kind and this entails finding these valuations
jointly. However, although this difficulty involves substantial
complications, on the whole it would seem simpler to obtain an
approximate system of normal valuations than to compute a complete
dynamic system of valuations.

It is necessary to emphasize at the same time that the normal
system of valuations is of limited application. The construction
of this system of valuations is carried out in the abstract,
without allowing for the required composition of production, or
without considering the given initial resources of productive

capacity.
9 B.U.E.R.
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For this reason, it is natural that since the normal system of
valuations does not reflect the practical requirements of the plan, it
cannot be used directly 1n the solution of problems of the following
years. All the same, the construction of this system is valuable as a
guide. Normal valuations can be used as rough approximations of
the dynamic system. It 18 evident that they may be used in the
calculation of the efficiency of investments for future years when a
more or less accurate construction of a dynramic system of valuations
15 hardly feasible, as previously mentioned.

As regards costs and output of the next period, it would probably
be more accurate for the purposes of an approximate comparison,
to use the 0.d. valuations of the given moment (the current plan).

It is also important to note that the use of more efficient and scarce
natural resources 1s not at all reflected 1n the normal valuations. For
this reason, these valuations can only be used, even approximately,
for those industrial products for which this aspect plays no important
role.

(6) When formulating the problem of drawing up an optimal plan
1t was assumed that the required composition of the final output for
the whole period 1s mmitially given.

To some extent this requrement is mdispensable in so far as the
compositton of the final output and also the part intended for
accumulation depend upon the needs of society {for individual
consumption and social needs) and may only be determined by
allowmg for a whole series of non-economuc factors, starting from the
general political and economic sttuation and the tasks confronting
the national economy. However, these requirements for final produc-
tion may not bear the detailed character of well-defined tasks or ratios
for all ontputs over many years 1n advance,

First of all, 1n so far as they relate only to the final output (used
directly for consumption), the ratio of intermediate products,
productive capacity,t which are to some extent predetermined by the
final output, become defined nevertheless and take on a concrete
appearance in the process of constructing the optimal plan. In this
respect, requrements as to the composition of the final output in the
long-term plan are less rigid than for current planning where the tasks
of the production of means of production are given a definite concrete
form.

1 Productive capacity may occur directly 1n the tasks in certam cases only.
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Secondly, many tasks in terms of final outputs may be defined
by generalized indicators (textiles, foodstuffs, housing). A more
detailed division of production by types may be carried out in
drawing up the plan by including the valuations of necessary social
expenditure for any product which are brought out by this process.

The composition of the final output intended for individual
consumption should also partly be adjusted to the demand by the
population. However, we shall not touch upon this problem here.

(7) The co-ordination of the long-term and current plan must
represent an important aspect of the planning process. The long-
term plan determines to a large extent the problem of the composition
of output for the current plan of a given period, namely, the part of
output for means of production and also the movement of stocks.
However, the elements and indicators of the current plan, in particu-
lar the o.d. valuations determined in this plan (and the direct data for
the cost structure) which are more accurate and realistic, can be used
in the estimation of valuations, and in the choice of solutions for
the long-term plan. Thus, their use is particularly important when
determining the sequence of introducing productive capacity, the
computation of costs for various planning solutions and the choice of
economically optimum variants among them.

(8) A long-term plan must, of course, be less accurate and detailed
for more distant periods, and more accurate and complete for the
immediate future. The same applies to its economic indicators,
such as the o.d. valuations.

The elements of the plan must take on a more concrete form and
become more accurate the nearer the period to which it refers. The
plan is perfected in its final form while it is in operation. Here, the
use of the system of o.d. valuations will enable one to proceed with
the process of improvement in a more flexible and accurate manner.

(9) Making the overall plan for the national economy consistent
with the plans for sectors, economic districts and individual factories,
and state and collective farms (sovkhozy and kolkhozy) presents a
very important aspect of short-term and long-term planning.

From the overall plan for the national economy which takes into
account the basic tasks as well as balanced inter-relations of sectors
and districts a more detailed long-term plan for individual sectors,
economic districts and particular factories is drawn up. Here the
use of the methods of optimal planning and of constructing its
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indicators should substantially improve the internal consistency of
these plans. On the one hand, even an approximate knowledge of the
general dynamics of valuations would make it possible, while drawing
up a local plan, to consider accurately the national economic
situation as regards both the composition of production and the use
of raw materials, and other materials produced by other sectors and
districts. On the other hand, the construction of a system of local
o0.d. valuations and their dynamics in the drawing up of a plan for a
given district or sector will furnish 1n a convenient form data which
ensure that these plans are consistent with the targets of the overall
plan (the production plan, the resources for capital investment).
Thus, the difference in the ratio of 0.d. valuations of certain outputs
(or the difference 1n normal efficiency) may suggest the advisability of
a reallocatton of certain types of resources, targets, etc., which would
improve the overall plan for the national economy.

(10) Finally, it is essential to stimulate the fulfilment of the
optimal plan by a system of economic accounting and of incentives
for economic leaders. For this purpose, it is very important to
construct a system of i and of indi for the
assessment of economic activity 1n such 2 manner that it favours the
observance of the targets of the optimal plan and its overfulfilment
by an appropriate use of resources, and by the discovery of new
resources not anticipated 1n the plan. It may be expected that the
construction of the basic characteristics of the short-term and long-
term plan (0.4, valuations, normal efficiency) will also furnish the
necessary data for the preparation of such indicators. We have
discussed this 1n the context of short-term planning.

Of course, there is also the question of the usefulness of calculating
the value of normal efficiency in the allocation of circulating capital
and bank credits for short-term capital investments, in economic
agreements, deliveries ahead of time or delayed deliveries, or in
encouraging accelerated construction.

Practical Use of the Method of Computing the Efficiency of Capital
Investments

The methods of computing efficiency of capital investments in the
preceding exposition is directly linked with the system of optimal
long-term planning of the national economy and with the indicators
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of this plan (dynamics of valuations, normal efficiency). It is clear
that the determination of such a system is a complex and long task
involving considerable preparatory research work and an accumula-
tion of experience (certain ideas about the approach to this problem
have been given above). The question arises naturally whether this
analysis and the method of computing efficiency could not in some
measure be used in the realization of the general system of optimal
planning.

Of greatest value appears in the first place the understanding of
the quantitative interrelation of the various factors determining the
efficiency of capital investments, and also of the principles of an
advantageous choice of investments, which may be attained by the
study of the basic assumptions of these methods. Particularly
relevant are the following aspects, the importance of which is
revealed by the analysis: the link between the problem of the
efficiency of a particular investment and the overall optimal plan;
the valuation of the effect of investment from the point of view of the
national economy as a whole and not from the point of view of
narrow, local interests or of individual indicators; consideration of
the actual situation at the time; revealing the incompleteness of the
computation of efficiency from costs, the necessity of bringing to light
the basic factors in an objective and quantitative manner, determin-
ing the efficiency of the use of labour; inclusion of indirect costs (the
hire valuation, ground rent); conversion of costs and of output at
different points of time to a common period; the function of the
dynamics of valuations; the function of factors determining the value
of normal efficiency; features of the analysis of large, indivisible
investments.

An understanding of these matters and their inclusion in the
analysis, even without data for the direct use of the method developed
here may serve as a guide to those aspects of the problem that
ought to be taken into consideration and will frequently enable one
to calculate them in a quantitative manner even if only approxi-
mately, and sometimes not directly but in an indirect way.

As previously mentioned, it is possible to obtain sufficiently
accurate values of the indicators of the optimal national economic
plan (normal efficiency, dynamic valuations) only by using an
appropriate method in the construction of this plan. For this reason
it is not possible to count on their use in the very near future.
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However, rough values of these indicators can be obtained by more
accessible means and may in many cases be sufficient for the purpose.
The first way is to use a simplified model of the national economy,
As was shown, the results obtained in this way can give only very
general data for the optimal plan. The indicators of the plan
(normal efficiency, dynamic valuations) so obtained will be of the
highest value and of great importance as a guide in the analysis of
the efficiency of capital mvestments, in particular when the inter-
dependence of the analysed object with the national economy as a
whole or with other sectors 1s taken into account. Another way of
arniving at general indicators of the optimal plan is the direct
study of the solutions applied systematically in the current plan,

Finding an accurate value of normal efficiency and its dynamics is
of particular importance, This value may be determined tentatively,
it would appear, both from the analysis of the model and on the
basis of the study of the current plan. Here, on the one hand,
summary data of the national economy may be used, such as the
growth of the productivity of labour, the growth of national income,
the volume of capital mvestments and their dynamics; however,
there 1s no ground for adopting any of these indicators directly (even
if only approximately) as a value of normal efficiency. On the other
hand, an analyss of typical and comprehensive examples of realized
investments is important, and also of investments which remain
unfulfilled as a result of limited means.

Starting from the value of normal efficiency on the basis of data of
indrvidual capital investments and their structuge, it is possible to
construct approximately normal valuations of those outputs the
production of which does not substantzally involve the use of more
productive natural resources. The computation of these should be
perfected by taking interdependence of these valuations into account.
When these normal valuations are only approximate, data from the
analysis of the interdependence of sectorst may also find use. The
standard valuations obtained can be used in the calculations as
tentative o.d. valuations, in particular for more distant periods.

The direct use of the method of optimal planning seems more
practicable in the construction or even in the improvement of a long-
term plan of development of any sector, say, of metallurgy, or electric
power, in a large economic district. In such a case it is possible to

1 On this problem see Appendix I (p. 278).
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start from the tasks given by the national economic plan for the
development of the given sector, resources to be made available year
by year, expressed both as a sum of money and in terms of labour, as
. well as the more important materials and productive capacity in their
natural form. Then, starting from the planned objects in their
various alternatives (by technical processes, the volume, the time of
the beginning and ending of operations), it is possible to draw up an
optimal plan and to construct its basic indicators. It may be cx-
pected that this optimal plan will furnish an appreciable increase
in output and an intensification of its rate of growth with the same
costs. Moreover, the valuations of outputs, of materials used, the
hire valuations of productive capacity and finally the implicit value of
normal efficiency found in the course of its construction may show
the necessity of introducing changes in the dependence of a given
sector on other sectors, for instance the allocation of additional capital
for one type of material by reducing capital for other types, or by
increasing capital investments in the given sector as a whole against
some other sector.

An analogous situation may arise in the setting up or improvement
of a long-term plan. for the development of some economic district.
In such a case, its interdependence with the national economy or the
connections between districts may also initially be taken to be in
accordance with the accepted plan data and the question of their
adjustment raised only on the basis of the construction and analysis
of the optimal plan.

Finally, an interesting problem arises from the possibility of using
the methods developed for the evaluation of the advisability of some
capital investment when we have not at our disposal the indicators of
the optimal plan for the national economy.

Although for the time being the experience of the practical use of
such an approach is still lacking it seems to be applicable in principle.
Of course, its application under such conditions can only be realized
approximately but it may lead to more accurate conclusions than the
methods usually used.

We shall give some reasons for the possibility of applying such a
method.

The more important aspect of this approach consists in that when
envisaging a particular capital investment it must not be considered
by itself but in conjunction with the current national economic plan.
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For this reason, in analysing the problem whether a given capital
investment is justified, the comparison of the effect of its realization  for
the national under given ditions (it is particularly im-
portant to consider local conditions) and the costs involved in jts
realization are of decisive importance.

The numerical expression of efficiency of a given investment which
was introduced in Section 2 would appear to be a sufficiently objec-
tive characteristic. This value is a sufficient indication of a given
investment being advisable in itself and also for a comparison of two
competing investraents.

However, the actual determination of the value of efficiency is
made difficult by the lack of necessary data, above all of the vatues of
o.d. valuations and their dynamics. We believe that an approximate
computation of this value may often be achieved more or less satis-
factonly 1n using data for the usual calculation of costs with such
adjustments and additions as may be necessary. In particular, the
following appear to be especially necessary (in determining them we
shall assume that the project refers to a factory intended for the
manufacture of a given product):

(1) On the one hand, the periods of putting new capacity into
operation and of starting production must be determined more
accurately than is usually done in planning; and on the other hand,
the time over which basic costs are spread during the construction
and assembly of the factory. Here, the first should be early and the
second as remote as possible (without changing the date of starting
production).

(2) It 15 necessary to forecast and calculate the dynamics of a
decrease in costs of the more important types of raw material and
other materials used in the production, and also of building materials
and labour, Sometimes such a lowering of costs may be tentatively
estimated from data of past years, in others—for particularly essential
items—the valuation may be made on the basis of actual local data
together with projects for the organization of production of these
materials or for the carrying out of operations. For instance, for a
large volume of excavations, the actual cost of the project must be
used and not their normative cost.

(3) An accurate determination, as far as possible, of the economic
valuation of the basic production of the factory is particularly
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important. Here, two fundamental ways of calculation seem realistic:
(a) on the basis of the valuation of the effect of using the products in
other branches; () on the basis of the costs necessary to obtain a
given production (or its equivalent) by other methods. In the first
case, the valuation may be carried out by calculating the saving which
will be obtained from the use of a given output or on the basis of cost
of production which it replaces. This seems the only possible way if
the given production can be carried out only at the planned factory.
In the second case, the costs of production of a given output at another
place or of its substitutes must be calculated not from average data
but by discovering how the additional production which could
replace the production of the planned factory would actually be
obtained.

In some cases these costs will be found to be higher than average
(transport for longer distances, the need to use inferior raw materials
or deeper mines, bigger mines for coal and ore). In other cases, these
costs will be below average (available unused productive capacity,
the existence of more advanced methods than now used). For
instance, when comparing artificial fibre with natural wool or cotton,
it is necessary to take into account that an expansion of the produc-
tion of the latter would entail the use of additional (poorer) land or
the transfer to such lands of other crops involving a corresponding
increase in their costs (calculation of rent), or finally, capital in-
vestment for the irrigation of new areas. These reasons may also
play a part in the construction of valuations for raw materials and
building materials.

(4) In the valuation of raw materials or other materials costs and
prices can be adjusted by scarcity coefficients which characterize the
complexity and load of the equipment used in the production of a
given material. In some cases these coefficients may be constructed
by taking averages and using the deviation from the average of
individual capital investments for a given type of production (taking
into account the tentative value of efficiency). In other cases they
may be constructed by calculating the load in a more concrete
manner, or the under-utilization of the relevant equipment or the
actual costs involved in the manufacture of the products necessary
for the completion of a given project. '

Even more efficient would be the centralized processing of the
preliminary system of valuations of the more important types of
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production by such bodies as the Gosplan, the Central Statistical
Administration and the Scientific-Technical Committee (for the pur-
pose of improving price formation gencrally), corresponding to full
social costs {or correction factors for current prices of various groups
of products). In the nitial stage, such a system would be intended
for use mn tech and project estimates alone (but not
for the national economic account—Akhozrashcier). Such a system
could be tested and adjusted in the process of application,

(5) Analogous princtples may be used in the valuation of costs of
the use of building machinery in construction. Their hire valuation
may be determined cither on the basis of their cost of manufacture,
or more accurately (particularly for machinery intended for special
use), by taking mnto account therr supply and the possible effect of
therr use in other places. For instance, 1t is possible to take into
account butlding machinery which becomes available with the
completion of a building.

(6) In practice, costs of transport must also be included, particu-
larly in the calculation of the load on railways, waterways, and other
means of transport.

(7) Scarcity coeffictents can also be mntroduced for labour costs
when those categories (qualifications, physical condition), which are
m particularly short supply in the country at a given period orina
given district are to be allowed for. Conversely, in other cases the
imposstbility of using fully tramed and organized cadres on other
production units may require the use of a scarcity coefficient below
one.

The approach described is, of course, of an indeterminate and 1m-
precise nature, and 15 in no way a substitute for the improvement in
analysis which the use of the system of optimal planning may
provide. It may only be considered as a temporary palliative aimed
at some ad of the putations by taking into account those
aspects of the problem which the system clarifies. Nevertheless, we
believe that the proposed approach may be of advantage in the
economic analysts of capital investment. It is more particularly
justified in a relative comparison of two factories manufacturing the
same products, since in such a case the difficulties and inaccuracies
involved in the evaluation of the basic production are removed, and
other conditions used in the computation are sometimes more
justified if they apply to both variants,
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In any case, it scems that the introduction of these adjustments is
an advance on the usual comparisons of the periods of recoupment.
Howecver, even the latter approach must be considered more perfect
in comparison with a purely qualitative valuation of cfficicncy.

Finally, it scems tc us that even for the commonly adopted forms
of substantiating a solution economically it may be of advantage to
ascertain (numerically or even qualitatively) the more important
considerations brought out by the analysis of the optimal plan:
calculation of the period of construction and concentration of invest-
ments (provided that efficiency is used instcad of the period of
reccoupment), calculation of recoupment over the actual periods, the
neced for a special method of calculating large indivisible objects of
investment (calculation of ancillary investments). It is also essential
to understand the relative and somewhat arbitrary character of the
results obtained from the calculations carried out in this manner and
to understand what has been omitted from this computation so as to
make a more accurate use of the resultant conclusions possible.

Section 4. Comparison with other Proposals for the Calcu-
lation of the Efficiency of Capital Investments.
Conclusion

The constantly arising need for a factual analysis of the cfficiency
of capital investment to support the contemplated solutions in
planning from an economic point of view entails a complete specifica-
tion of the chosen approach and the method of calculation on which
the analysis is based. Many cconomic and technical indices are of
great importance in the choice of a solution: the cost of production,
productivity of labour, individual capital investments, labour input,
individual outlays on raw materials. A direct comparison of the
variants, simultancously for a whole series of indices, cannot furnish
a solution of the problem although such an approach is still being
put forward by certain economists.f However, in real life it may

1 G. D. Bakulev: Problems of economic science in the field of production
antomation in industry, 1956: Report to the plenary session on scientific problems
of automation of the Academy of Sciences of the U.S.S.R.; Basic critcrion and
indices for the determination of economic efficiency of capital investment in industry,
Moscow, published by the Academy of Scicnces of the U.S.S.R., 1958. P. Orlov

and I. Romanov: “Problems of methodology in comparison of variants of con-
struction projects” (Voprosy Ekonomiki, 1956, No. 1).
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only find a very limited application. With this approach the chojce
is indisputable (and usually correct) only when one variant is found
to be better than the other with respect to all indices, This is the case
when any efficient technical improvement is introduced into the
production process without involving considerable costs. But in such
a case there 15 essentially no need for an economic analysis. Usually
a comparison of different indices leads to contradictory results, and
then their comparison and the choice of a solution is qualitative and
to some extent subjective., In practice, however, an objective,
quantitative comparison of various indices is strictly necessary and
above all a principle of synthetizing two basic cost indices: the cost
per unit product and the cost of individual investments. This has
found its expression in planmng practice and in the work of many

i Various bi ic indices were proposed:

the period of recoupment, the efficiency of investment, present
value (allowing for interest on fixed capital). The standardiza-
tion {or comparison) of these indices is proposed as a means for
an accurate choice of a solution. These proposals stem from the
needs of life itself and aim at improving the use of capital invest-
ments.

At present, this principle has won fairly wide recogaition.t For
this reason, we shall not deal at all with the work of the economists
(Levin and others) who deny that such computations of efficiency are
admissible since their views have been completely discarded although
1n their own time they had done much harm to the efforts towards an
efficient use of means for capital investment.

As previously noted, our approach to the problem of the efficiency
of capital investment in its simpler form, based on the use of normal
efficiency, 1s to a certan extent simular to the proposals listed and for
this reason their comparison seems useful. It is not our intention to
give here a survey of the whole literature or a somewhat detailed
critical analysis, especially since the proposals discussed are not asa
rule published in sufficient detail, We should like to point out only
certain fundamental differences of these proposals from the construc-

TS:e “FProvisional standard method for the determination of the efficiency
of , Gostekhmka of the U.S.S.R., 1956. In connection
with this see the paper by I G Kurakov “Somne problems of technical develop-
ment under socialism” (Voprosy Filosofii, 1956, No. 1, p. 14), also the discussion
on it in the Promyshlenno-ekonomicheskaia gazeta, 1956.
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tions and conclusions described above and to note the following
features of the approach adopted by us.

" First Feature

The existence of normal efficiency and of criteria for the advisability
of capital investments, based on the comparison of expected efficiency
with the normal one, is scientific and rests on the analysis of the
long-term optimal plan.

This criterion is established directly by analysing the conditions of
production in a planned socialist economy. The analysis shows that
only by taking normal efficiency into account is a maximum of the
socially necessary production attained together with a faster growth
of productive forces. This criterion is also linked indivisibly and
organically with the system of indicators determined by the optimal
plan which compare costs of various kinds and at different points of
time (o.d. valuations and their dynamics).

It must also be emphasized that, in the interpretation given, the
principle of normal efficiency is not self-sufficient but only derived,
and plays a subordinate role. The long-term planis not determined by
the investments chosen on the basis of this criterion, but on the
contrary, the basic indicators of this criterion (normal efficiency,
the dynamics of o.d. valuations) are determined by the cconomic
situation and by the problems which are solved by the opti-
mal plan. The given criteria are only a means for arriving at their
best solution.

The justification of the criterion of efficiency seems less convincing
in the other proposals. It is true that sometimes a reasoning similar
to our own is used (pp. 155, 162). However, in our case the basis is
that the o.d. valuations are realistic. When prices or costs are used
this reasoning does not apply.

Sometimes people appeal to the need for combining the indices of
costs and capital investments into one index; however, such con-
sideration does not by any means justify the aggregation of these
indices in the form of the period of recoupment, or of efficiency, since
various other forms of aggregation are conceivable.

Finally, in the construction of an index of present value the
inclusion of interest stands on a somewhat different footing as com-
pared with the calculation of costs under capitalism. Reliance on
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Karl Marx’s theory of prices of production is also unconvincing
(L. S. Malyshev, L. A. Vaag)t in this context.

It is not clear why the law of value in the modified form of prices nf
production, as formulated under capitali can be t 1 .
mechanically to a socialist society. The designation of the product
used for society by the same letter m as the surplus value does in no
way render them 1dentical and does not provide any basis for the
assumption that the surplus product under socialism must also be
proportional to the ivested capital.

It must be emphasized that our objections are directed not so much
agamst the conclusions of the wrters mentioned as against their
reasons But a proper sut iation is not unimportant. Without
it, it is generally impossible to understand fully and to formulate
accurately a given proposition or to make proper use of it. This wilt
be evident also from further comparisons,

Second Feature

The normalization of efficiency is applied in a special form by
converting costs and output to a common time period which makes it
possible to umify the most varied cases and conditions,

The approach described here (Conclusions 24, 25, Notes 1-6,
pp. 167-70) permits a consideration of the most diverse circum-
stances in the valuation of efficiency: the period of construction and
the allocation of costs during this period, change in the volume of
production and in current costs duning the period of adaptation,
actual periods of recoupment of costs (renewal and repairs of capital
goods), the dynamics of the normal efficiency. Although this
advantage 1s rather of a technical nature than a matter of principle,
yet to us 1t seems fundamental.

As previously mentioned, the indicators generally applied are: the
period of recoupment and the efficiency of investment

KK, 1 C—C,

=t-¢ "TiTR-K,
Their normalization in simpler cases (when the appropriate data are
identical) leads to the same lusions as our putations (if such

11. 5. Malyshev: Voprosy Ekonomiki, 1957, No. 3. L. A. Vaag: General

problems of the \aluation of the economic efficiency of capital im estments, Academy
of Sciences of the U.S S R., Moscow, 1958.
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radical differences as the principle of cstablishing a norm and valua-
tions arc not considered; these will be dealt with below). but in
complex cases their application is inadmissible. Thus. even in the
case when the annual saving is constant but the period of realization
is ncither very short nor very long, these formulac produce already
different and moreover obviously incorrect results (comparc Note 3
on p. 167).

The method of comparing variants in terms of the so-called
present cost of outputf

p;=Ci+nK,. p,=C,+nK,

(here C, and C, represent the costs of production of a unit of output.
and K, and K, are particular capital investments) seems somewhat
more flexible; it cnables one to compare simultancously several
variants and to allow for the period of construction. However, cven
this method docs not cover all the cases that are of practical
importance.

An endeavour to improve the calculation of efficiency in individual
cases is made in the works of Z. F. Chukhanov.} Basically, the author
introduces a continuous interest rate (calculation of normal efficiency
for indefinitely small intervals of time), and converts the costs to a
common time interval with the aid of differential equations. Although
Z. F. Chukhanov’s computations are correct and the author of this
book is in no way against the use of higher mathematics in economics,
such use scems unjustified in this case.

The greater accuracy attained by such continuous calculation is
in practice quite immaterial since the adjustment is many times
smaller than the unavoidable errors in the indices themselves.§ At
the same time, the use of the appropriate formulae involves a whole

1 Such comparison was proposed in the works of V. V. Novozhilov (quoted
below), and also Z. F. Chukhanov and L. A. Vaag.

1 Z. F. Chukhanov: The process of gasification of coke and the problem of
underground gasification of fuel (Chapter V), Academy of Sciences of the U.S.S.R.,
Moscow, 1957,

§ For instance, 100 roubles at a normal efficiency of 10 per cent becomes with
continuous calculation 110 roubles 54 kopecks in the following year and not
110 roubles. Nevertheless, even if the need had arisen for such an improvement,
the computation could have been carried out by the usual method half-yearly
or quarterly. The use of a differential cquation to establish a criterion is of no
avail since percentages were introduced in its setting up.
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series of simplifying hypotheses (constant normal efficiency, constant
amount of saving, a uniform schedule of outlays on construction)
which restrict their field of application, for they entail the averaging
of data leading to immeasurably greater deviations from real
conditions.

However, the above remark refers only to this particular problem
and 1s no evidence of a negative assessment of Z. F. Chukhanov's
work as a whole. It deals very thoroughly and clearly with the
importance of the calculation of efficiency of capital investments for
the proper use of resources, and a whole series of important
technical-economic problems are boldly stated. 1t istrue that in the
course of this the author makes an unnecessary fetish of the results
of his calculations without considering that the data and the indices
used are imperfect, and states in a categorical form in addition to the
correct conclusions a whole series of unfounded and sometimes
implausible propositions.

Thrd Feature

‘When efficiency 1s computed (in calculating the cost of investment
and also the cost of the completed productton), the valuations of
production, objectively determined by the situation, and the optimal
plan are taken as a basis rather than current prices and costs. The
criterton of effictency based on the comparison of the normal efficiency
with the expected one is inseparably and organically linked with the
system of indicators determined by the optimal plan for the
measurement of various types of costs at various points of time
(0.d. valuations and their dynamics). Without such a system of
indicators, reflecting correctly the full national economic cost of
production, the measurement of cost and effect of a concrete invest-
ment and the comparison of its efficiency with the normal one is not
correct. For this reason, although the criterion of efficiency described
in this chapter for a basically simpler case (pp. 168-9) has the same
form as the indices which figure in other proposals (normalization
of the pertod of recoupment or of the level of efficiency), it was
essentially given an entirely different content.

In fact, in their proposals the other authors envisage that the
period of recoupment (or the efficiency) be calculated from the cost of
production or current prices, which are as a rule based on the cost
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of production. Howcycr, as noted on several occasions, o.d. valua-
tions may differ very noticeably from these prices and costs of pro-
duction. Inthis case, if they were proportional to the o.d. valuations,
it would be of no importance since the period of recoupment would
be given by a relative index; but the problem is precisely that they
are far from proportional. Thus, for one product. the ratio of
the o.d. valuation to costs may equal two, and for another product
four.

The construction of these criteria directly on the basis of cost is
devoid of inner logic and is eclectic.

Actually, if the criterion of efficiency is in the form of values
converted to a common point of time (as was shown, this is equivalent
to the normalization of efficiency or the period of recoupment), then
as a criterion of comparison of national economic costs this converted
value p = C+nKis used. At the same time, current costs and capital
investments are calculated on the basis of costs of production or
prices, and not of values converted to a common base. Consequently,
in such an economic analysis two entirely different scales are used
simultaneously. For certain important factors of production (metals,
oil, electric energy), this difference in valuations, the conversion
coefficient, equals 2, 3 or 4. However, the wages in both cases arc
the same, their coefficient being 1. It is clear that for accuracy such
an cconomic calculation may be compared with a technical calcula-
tion, in which one portion of a length would be measured in units of
versts, another in inches, a third in centimetres and the data were
utilized without converting all measurements to a common unit.

At any rate, it must not be thought that for these problems such
inaccuracies are immaterial. On the contrary, in the calculations of
efficiency a certain degree of accuracy is absolutely indispensable;
without it they lose all meaning. In practice it is possible that such
inaccuracy would be of no importance if it were a question of
comparing variants among which one has a great and undisputed
economic and technical advantage over the other. But then, such a
variant, as a rule, shows better figurcs of costs and of capital invest-
ments, and then the nced to compare these indices and compute the
period of recoupment generally disappears. The very structurc of
the formula for the period of recoupment is evidence of some subtle-
ness of the criterion of cfficiency which represents the ratio of
difference in the pairs of similar numbers. And in such cases, as
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known from experience in physics and mathematics, particular ac-
curacy 1s necessary in the measurement of the glven magnitudes and
in therr mampulation.

Meanwhile, 1t 1s clear from the above that we are concerned here
with very inaccurate measurements. For this reason, in certain
cases such measurements cannot be trusted when comparing indices
either with one another or by themselves. For instance, a situeation
1s possible when a certain variant gives a lower computed cost and
smaller wvestment tn comparison with another, yet must be rejected
since 1n the computation of the structure of costs it proves worse as
regards the actual national economuc effect (for instance, a metal-
using variant when metz\l is short).

Since the o.d. valuat from costs
(and prices), the computation of the mdcx of efficiency on the basis
of o.d. valuations (which furnishes an accurate quantitative picture
of the social effect), may lead to entirely different results and conclu-
sions than the computation by cost, although in simpler cases both
calculations are carried out by one and the same formula. We shall
explain the foregoing by a numerical example.

Let us assume that on the basts of 0.d. valuations we have for two
variants C, =800 roubles; C, = 1000 roubles, and X, — K, = 1000
roubles. It1sclear that n this case no reduction in the current national
economic costs 1s attained as a result of additional capital invest-
ments and the second variant must be rejected.

Let us assume, however, that the computations are carried out on
the basis of cost of production without taking into consideration, in
particular, indirect costs  Let us assume that indirect costs amount to
30 per cent 1n C;, 70 per cent in C; and 20 per cent in K, and X,.
Accordng to this, 1n the computation on the basis of cost of produc-
tion (or current prices), the following data, for instance, would be
obtained

C =560 roubles, C3=2300rToubles, KJ—K? =800 roubles;

from this the efficiency will be found equal (560 — 300):800 = 32 per
cent (the period of recoupment is three years). Thus, on the basis of
the usual calculation the investment will appear to be very effective,
although in actual fact it is inadvisable. The converse may also
happen.

From the foregomg it follows that 1t is impossible to carry out any
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reliable and accurate analysis of efficiency if instead of o.d. valuations
costs or current prices are used; and it is also apparent to what extent
the indices of efficiency obtained may be inaccurate.

Can one conclude that in general it is not possible to apply the
criterion of recoupment on the basis of cost data and that conse-
quently it is uscless as long as no changes have been introduced in
the price structure ?

We make no such categorical statement. If the conventional and
approximate character of the criterion of efficiency were clearly
understood, if the disparity between apparent costs and the full
national economic costs were taken into consideration and if the
necessary adjustments were made in the data used, as far as possible,
then the criterion could often be useful and helpful in the analysis of
cfiiciency.

Indeed, the costs (and current prices) represent also objective
indices, characterizing (even if not fully) national cconomic costs and
for this reason they may furnish to some extent the means for an
cvaluation of the national economic effect.

Above all, when all the costs C,, C,, K,, K, show a similar struc-
ture in factors and in their ratios (the ratio of labour costs, costs of
metal, fuel, clectric power, etc., being identical), then costs will differ
from o.d. valuations by approximately the same cocfficient of
proportionality:

Co=1C,;; CQ=iC,; K9=JK,: K%=IiK,.

For this reason, it can be ecasily seen here that the period of
recoupment or the value of efficiency calculated on the basis of costs
will produce the same result as calculations with o.d. valuations (or
come close to it), and will, therefore, accurately characterize the
national economic cffect of additional investments. However, such
cases are evidently fairly rare. More real is the case when C; and C,
have the same (or similar) structure, and K; and K, another structure.
We shall have here one multiplier, let us say, Z; for the first two and
%, for the second two. Then, the value found for the period of
recoupment will differ from the actual one by a certain multiple
(%2/2,), but will still give some indication of it. It scems to us that
such cases arise not infrequently where it is a question of comparing
two variants of one and the same machine differing in their structural
properties or parameters.
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As 2 rule, when endeavouring to construct indices of efficiency
starting from costs, we are forced to make adjustments to these
computations in one way or another such as to bring the results of the
computations closer to the valuation of the actual national economic
effect of an investment. Metaphorically speaking, when analysing the
structure of costs, it is necessary to clarify which part is measured in
units of versts, which in inches, which in centimetres and to allow
for it.

One such adjustment is the calculation of supplementary capital
investment in related sectors; a whole series of other ways has been
discussed above (pp. 226-33). A centralized determination of special
valuations or adjusting multipliers (compare p. 231) would be a very
effective means for plan computations.

However, 1t should be mentioned that when the problem is to
compare two variants of production which have an entirely different
cost structure (natural and synthetic rubber, thermal and hydro-
electric energy), the adjustments are somewhat large and the indices
constructed on the basis of costs are generally not reliable. Here it
becomes necessary to evaluate somehow or other the national
economic effect on the basis of complete 0.d. valuations of costs.

As a means of overcoming shortcomings connected with the use of
costs and current prices, many economists (L. A. Vaag, I. 5. Malyshev
and others) put forward the proposal of using prices constructed on
the principle of prices of production (with the surplus product taken
proportionally to the fixed capital on the basis of a *“‘percentage
coefficient™).

This proposal raises the following objections.

It has no adequate basis in theory since in essence it amounts to a
mechanical transfer of the law of price formation in a capitalist
society to a socialist society.

The principle of the formation of this type of prices is not fully
explamned. In the construction of prices it is not shown satisfactorily
what discounting coeffictents must be established and how. Were
they to be constructed by the method recommended by L. A, Vaag,
by evaluating fixed capital on the basis of current prices, a certain
confusion of principles would still obtain. If the authors have in
mind a successive revaluation of capital (although they are not very
explicit about it), the actual manner of constructing such prices is not
clarified.
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However, cven if it were possible to carry out such a calculation it
would lead to values close and similar to those which we called
normal valuations (with the difference that the percentage coefficient
may differ from normal efficiency). Hence, in their application in the
computation of efficiency, all the objections which we put forward
(pp. 220-6) to the use of normal valuations instead of o.d. valuations
remain valid in any case: the influences of more favourable natural
resources, of the required volume of output, of available productive
capital have not been taken into account.

Morcover, since the given proposal involves the construction of a
new system of sales (or planned) prices, its realization is no less
complex than the construction of a system of o.d. valuations which
make optimal planning possible by taking all the factors more fully
into account.

Nevertheless, the use of prices constructed according to this
principle (with the surplus product proportional to the fixed capital).
even if they are calculated in a simple manner, may be of some
advantage in leading to the adjustment of economic computations in
the necessary direction. In particular, these prices lead to relatively
higher valuations of those products and services (metals, electric
encrgy, oil, etc.) which involve larger fixed capital. This will be
reflected more accurately in the actual national economic costs
(see p. 135). Similar prices may also be used in adjusting efficiency
computations of costs when cost structures differ.

It is clear from the foregoing that a radical improvement in the
computation of efficiency may only be achieved by using prices con-
structed on the basis of the full national economic cost determined
by the optimal plan, rather than on the basis of immediate costs.

It must be mentioned that the problem of changes in the price
structure has been under discussion in our press but it seems to us
that this was not done in a sufficiently realistic manner. Namely, the
problem was a change in relative prices for Departments I and I1.1
However, as is well known and has been frequently noted here,
prices of consumption goods (in particular, retail prices) should be
formed according to different principles (which were not treated by
us here) than those of means of production. For this reason, the
proposals of bringing the respective price-levels closer were not
sufficiently substantiated.

1 Voprosy Ekonomiki, 1958, No. 8, pp. 106-7.
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Another problem appears to us of great importance: the deter-
mination of more accurate relations between prices of various means
of production, and the closest possible approximation of these to the
real relations among national ic cost (o.d. valuati Thus,
the problem is not of a wholesale increase in these prices, but of
some relative changes within a given department. As we already
mentioned here, at first it may be possible for us to confine ourselves
to the construction of a system of accounting prices to be applied
only in economic planning estimates.

Fourth Feature

It has become possible to establish the (absolute) efficiency of the
entire 1nvestment as a whole, and not of the supplementary capital
investments alone

In the calculation of the efficiency of capital investments two types
of problems occur in practice. First, when the problem is that of a
relative valuation of efficiency, 1.e. of the companson of two variants
of mvestments, of two possible processes of production for the

facture of identical prod , and in particular, the comparison

of one vanant with another which is better for current production but
requires larger means for its realization. In such cases, the task may
be reduced to the problem of efficiency of supplementary capital
mvestments. Secondly, in practice, 1t 1s necessary throughout to
analyse the efficiency of some mvestment when no similar projects
are available for a direct comparison as, for instance, when the
problem is to construct a factory for the manufacture of a new
product. In this case, 1t is necessary to analyse the efficiency of the
mvestment as a whole. In other cases too it is important to know,
in addition to comparative effects, the national economic effect of the
selected object in itself, how far its realization is justified in general.

As a rule, the use of the method of calculating efficiency or the
period of recoupment was proposed only in relation to the first of
the two problems d, of suppl ry capital i
This is not surprising since 1 its usual oeder of application, on the
basis of cost, it 1s unsustable for the solution of the second problem,
i.e. the valuation of the efficiency of the investment as a whole.

To substantiate this statement 1t 15 sufficient to attempt an evalua-
tion of the efficiency of actual investments (or of investments in new
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factories which are being planned at the same technical level, as often
happens). When the price is constructed on a previous level of cost,
we have no saving from the investment and its efficiency, 0/K=0,
cquals zero. In other words, in such a calculation current invest-
ments arc rated at zero efficiency and have an infinite period of
recoupment! If some increase in value or gain is expected from the
production, then this arbitrarily adopted percentage will determine
the cfficiency of the current investment which again does in no way
reflect its underlying objective national economic effect. If such a
calculation was carried out for a better process of production. the
value of cfficiency obtained, although positive, would be distorted
and reduced.

These examples once again confirm how arbitrary the results
obtained from the efficiency estimates based on costs arc and how
great the need for caution in referring to the results of such estimates.

The method described in this chapter may be used directly in the
determination of the efficiency of investment as a whole. This was
actually done in some hypothetical examples given above. For
instance, efficiency was found to be: for a metallurgical combine
30 per cent, for an electric power station 45 per cent (p. 206, note).

It is essential here that those aspects which are usually considered
from a qualitative point of view only should find an objective
quantitative reflection in the calculations: tightness in the balance of
outputs, shortage of construction materials, the load on transport.

In particular, the possibility of calculating the absolute efficiency
of some capital investment as a whole makes it possible to account
more accurately for its effect achieved on other sectors of the
cconomy, and to compare this effect with the costs incurred. It is
important to emphasize that accurate economic consequences are
found precisely as a result of such a comparison and arc not dcter-
mined by the reduction of costs alonc.t For this reason, such

+ For instance, a certain increase in printing costs in order to achieve a higher
quality of a book is economically justified sincc these costs arec many times re-
covered by extending the circle of readers, by saving of time for the reader and
by the greater benefit obtained from the book.

A typical example of this kind is given in the speech of Z. N, Nuriev at the
XXI Congress of the Russian Communist Party: **On the basis of the data of
the State Scientific-Technical Committee of the Council of Ministers of the
U.S.S.R. an increase of the octanc rating of motor fuel to 76-80 would lead to a

saving of 6-8 milliard roubles in current and capital costs on motor vehicles
in the country.” (Report, vol. 11, pp. 40-1.)
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computation is helping to assess the relevant measures accurately
from an economic point of view and must lead to an increase in
those productions which are most urgent for the national economy
at a given moment while ensuring at the same time high quality. It
should also promote measures for modernization, and for the im-
provement and increase of the operational data of manufactured
output.t

Fifth Feature

There exists quite a different principle for the calculation of normat
efficiency. The latter is determined by the saving (by an increase in
the productivity of labour) that may be achieved per unit of capital
(per umt time) invested under the optimal plan.

The importance of normal efficiency which is shown in the course
of setting up the long-term optimal plan is determined by the
whole situation—the present level of technical development,
successive problems of economic progress, etc,

The problem of the actual computation of normal efficiency is
complex and requires still further study. Nevertheless, as the
principle of 1ts computation was quite clearly shown above, some
possible approaches to its actual approximate calculations were given.

In other studies of the problems of the efficiency of capital invest-
ments, different and, as a rule, insufficiently valid assumptions for
the choice of a norm of efficiency have been introduced.

For instance, Z F. Chukhanov proposes to adopt as a level of
efficiency the ratio of the volume of manufactured output to the
volume of fixed capital. It can be demonstrated that this is not an
optimal criterion.

L. A. Vaag in the work quoted proposes as a value of efficiency
(“‘a percentage deduction”) the ratio of net income of the society to
the sum of fixed and circulating capital (under net income of the
soctety the author understands the aggregate surplus product).
‘Without entering into the analysis of this statement which the author
even believes to be the only scientific determination possible, let us

1 In Ius bnibant article, the arcraft designer O. Antonov demonstrates quite
correctly the shortcommgs of the indices and
used for this purpose at present

See Znamia, 1957, No 2; Izvestia, 15 February 1959,
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note that ordinary common sense would suggest that such an
approach is incorrect. For instance, with a decrease in personal
consumption and a corresponding increase of net income and thus
also of accumulation, the magnitude determined according to
L. A. Vaag increases. Meanwhile it is clear that, on the contrary, an
increase in the volume of accumulation makes it possible to realize
also less cfficient investments, and for this reason efficicncy (per unit
of investment) should in this case somewhat decrease.

S. G. Strumilin’s approach is also interesting, distinguished by a
peculiar dualism. On the one hand, transplanting to a socialist
cconomy the theory of Karl Marx’s commodity economy, he adopts
the share of surplus product (the product for the society in the
value-composition) as constant. In essence, this would mean that the
values are found to be proportional to the costs of production and it
would appear that no computation of the efficiency of the invest-
ments could be made on this basis.f However, S. G. Strumilin
introduces efficiency artificially and in a roundabout way by calculat-
ing obsolescence of fixed capital as a result of a rise in the productivity
of labour. This, in essence, is equivalent to the introduction of a
normal efficiency equal to the growth of the productivity of labour.
In other words, he introduces the principle of the commensurability
of costs incurred at different times on the assumption that the
products of the unit of average labour at different periods are
equalized. Such a principle of commensurability—a single one for all
cases without allowing for actual conditions—does not seem con-
vincing and also does not conform to the real meaning and purpose
of the index of normal efficiency.i Here, the same argument as that
used in dealing with L. A. Vaag’s proposal may be repeated.

t1t is true that in S. G. Strumilin a certain difference is found in the
period of rccoupment when passing from the computation on the basis of cost
to computation by value. However, the reason for this is an cvident omission.
When computing the manufactured production, the latter is reckoned in value
and not on the basis of costs; when calculating fixed capital and recoupment
the corresponding adjustment (for the product for society) is not introduced.
(See the following footnote.)

$S. G. Strumilin: “The time factor in planning of capital investment”,
Transactions of the Academy of Sciences of the U.S.S.R., 1946, No. 3; Economic
prablems in the field of automation of productive processes, Report to the plenary
scssion of the Academy of Sciences, 1956; On the economic cfficiency of new
rechnigues, Academy of Sciences of the U.S.S.R., Moscow, 1958; “The cfficicncy

of new techniques™, in the journal ¥ pomoshch politicheskomu samoobrazovaniiu,
pp. 108-20.
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Somewhat nearer to our approach is T. S. Khachaturov'si pro-
posed construction of an index of national economic efficiency as a
ratio of increase in annual output realized by capital investments to
the volume of annual capital investments. However, as regards the
computations of this index, the possible statistical methods of
approach for this purpose are not clearly described by the author and
are controversial. T. S. Khachaturov himself considers this index
only as some characterisic of the national economy as a whole and
not as a normal effictency; he considers its use in the valuation of
individual investments inappropriate and advises the setting up of
special sectoral norms for this purpose.

In addition to the formula itself which determines the level of
normal effictency all the enumerated proposals, including the
proposals of T. S. Khachaturov, differ from the proposal developed
in the present work in that in the calculation of effictency they
envisage the construction of the ratios starting from the actual and
not the optimal plan, and also by the use of costs and of current
prices as a bass instead of o.d. valuations of production.

A. I. Notkin} and some others endeavour to determine the period
of recoupment on the basis of the average period of service or the
normative period of moral depreciation (obsolescence) of the
machine. But this means the inadmissible substitution of a technical
index of an entirely different nature for an economic index. It is
also inadmissible to confuse the period of recoupment with the
period of repayment of costs. An object with a short period of
service may ensure a short period for the repayment of the investment
even if its efficiency is very low. On the contrary, a much more
efficient investment with a longer period of service will have a longer
period of repayment. For this reason, short-term bank loans to
factories do not promote the most efficient investments as invest-
ments with a short term of service. In particular, the conclusion of
Z. V. Atlas§ that a three-years’ loan by the State Bank and a six-

t T. § Khachaturov: “Problems of econornic efficiency of capital invest-
menls in a socialist economy®, Voprosy Ekonomiki, 1957, No. 2, p. 106; Economuc
efficiency of caputal i estments i the nationaf economy of the U.S.S.R., Acadeny
of Sciences of the U S.S R, Moscow, 1958.

1 A. L. Notkin- Problems of the determination of ecanomic efficiency of caputal
imestments in the industry of the U S.S R., Academy of Sciences of the USSR,
1953,

§Z. V. Atlas: “F of socialist . Voprosy Ekonomiki, 1958,
No. 3, pp. 11526,
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years’ loan by the Industrial Bank mean the practical acceptance of
the period of recoupment as equal respectively to 3 and 6 years (or a
normal cfficiency of 35 and 18 per cent) is entirely unfounded.

It should be mentioned that in practice it is found that the period
of recoupment is fairly frequently confused with the period of service
and the period of repayment of the investiment.

In many proposals the problem of determining normal cfficiency
or the period of recoupment was left open, and not only were these
values, or the possible method of their calculation, not given, but
cven the very principle of their selection was not shown. Even when
the authors specify a definite period of recoupment they do not
usually give any reason for it.

However, the choice of a value for the normal efficiency is very
important. The value and the possibility of applying the principlc of
normalization of efficiency depends essentially upon the correctness
of the adopted numerical value of the normal efficiency (or the
admissible period of recoupment when this period is normalized).
For this reason, an unsound choice of these values is inadmissible.

Among the writers who put forward the thesis of the existence of a
single norm of efficiency should in particular be mentioned V. V.
Novozhilov who developed this thesis systematically in the years
1938-9, Of particularly great merit is his proposal to determine the
value of normal efficiency by selecting the most efficient investments
which can be realized with available means of capital investments,
and also the justification of such an approach by considerations
based on the analysis of the national economic effect.t

Thus, V. V. Novozhilov’s proposals in their initial formulation arc
the nearest to those stated here. At the same time, the principle of
comparing the cfficiency of a given investment with the normal one
in the form given by V. V. Novozhilov is in our opinion not
sufficiently justified since he too proposes using costs computed in
the usual manner for the calculation of the saving achieved and the
cost of investment. Even certain adjustments in the computation of
savings and costs to allow for scarcity which were introduced later by
V. V. Novozhilov do not produce the effect required. Not individual

1 V. V. Novozhilov: *Mecthods of comparability of the national economic
efficicncy of plan- and project-variants”, Transactions of the Leningrad Industrial
Institure, 1939, No. 4. A similar approach was developed even earlier but in a
lessdetailed form, see L. P. Iushkov: “*Fundamental problemof planning methodo-
logy™, Vesmnik finansov, 1928, No. 10.
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adjustments but only systematically constructed valuations as deter-
mined by the concrete situation and the optimal plan, i.e. objectively
determined valuations, can lead to this goal,

V. V. Novozhilov himself admitted the limited application of the
principle of normal efficiency in the form originally proposed and
advised its use only in the comparison of variants, apart from other
reservations.t

Let us deal with yet another problem which was discussed in the
literature, in particular in the works of V. V. Novozhilov and
T. S. Khachaturov; whether normal efficiency should be applied asa
Iimiting standard (by avoiding, as a rule, investments with lower
efficiency) or as an average.

With our complex approach, when the optimal plan, the measure-
ment of production and efficiency are all consistent, this problem
does not generally arise. In the basic aggregate all the realized
investments have approximately the same efficiency and this is
compatible with the normal efficiency as determined. Only in the
process of mmproving the plan can individual investments of greater
efficiency emerge.

Sixth Feature
The use of a single value of normal efficiency in all sectors of the

P 1

national economy {provided that i is ly
is well based. In any case, a significant deviation from it is not
advisable.

The vahdity of this thesis, which follows from the unity of a
socialist economy, of its plan and its economic indicators, is sub-

t The following works by V. V. Novozhilov include already to some extent
the developments by the author of this book and at times follow 1n parallel our
nvestigations of this problem, but as a rule from a different aspect. See V. V.
Novozhilov* “Practical methods of comparing costs and investments™, Trans-
actions of the Lemngrad Polytechmc Institute, 1941; “Methods of arriving at
mintmum costs 10 a socialist economy”, thid. 1946; “Methods of amving at
maximum efficiency 1 a sociabist economy®, Transactions of the Lemngrad
Financial-Econommc Institute, 1947; Laws and methods of measuring costs and
results in a socialist economy as a basis for the determination of the economic
efficiency of new techmques, Academy of Sciences of the U.S.S.R., Moscow, 1958.
A similar approach is also developed in the works of A, L. Lure, See, forinstance,
“Methods of comparing operating costs and capital investments 1n 2n economic
assessment of techntcal measures™ in the collection Voprosy ekonomiki zhelez-
nodarazhnove transporta, 1948,
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stantiated in sufficient detail in the text of this chapter. However.
this conclusion must be explained since at first sight it cuts across the
opinion of many economists on the nccessity of establishing differen-
tial efficiency norms and periods of recoupment by sectors.

The cause of this divergence of opinion is again due to the fact that
cfficiency computed on the basis of o.d. valuations from full costs
represents an entirely different magnitude from efficiency computed
on the basis of cost of production, by allowing only for direct visible
costs. For this reason the objections usually raised against the
principle of a single norm of efficiency do not arise in such an
application.

We shall not deal with objections arising simply from misunder-
standings which lead some to think that a uniform normalization of
efficiency implies paying equal attention to various sectors and
making equal capital investments in them. We have often stated that
the importance of the sectors in the plan and the amount of their
capital investments are basically determined by the planning tasks as
to the composition of the final output and not by efficiency. How-
ever, the economic indicators and the plan are constructed with
reference to these tasks, In a similar manner, a uniform efficiency
norm certainly docs not imply identical technical equipment of
various sectors since sectors of the heavy industry, by their nature,
require a different capital structure; with accurate valuations of
outputs large scale capital investments in these sectors are very
cfficient. Only through the habit which it is difficult to give up (and
which originates in particular in the under-pricing of production in
these sectors) have we become used to the idea that investments in
the heavy industry are less profitable than those in the light
industry,

At the same time, to ignore the principle of a single normal
efficiency and to set markedly different levels of efficiency for indivi-
dual sectors may cause damage both to these and to other scctors.
For instance, if mechanization (or automation) of a certain scctor of
the light industry or of agriculture makes it possible to release a
considerable number of workers both in the light and the heavy
industries for a relatively small volume of investment, it may produce
a greater result in the latter than the cost of these resources with a
low efficiency of investment in the same industry. However, it is
understandable that such cases may occur in a small portion of the
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aggregate volume of capital investments since the importance of
heavy industry 1n the total volume of productton and also the organic
structure of capital in it determine the allocation of the major portion
of capital investments to Department 1. This will correspond to the
realization of the most efficient capital investment (on the basis of
the correct valuatton).

Even when some productive capacity must be expanded to a
larger extent than necessary for the manufacture of the required
quantity of products, the capital investments necessary for the
purpose will still be found efficient for then, as we have mentioned,
the necessary productive capacity will be found from the final
product and as such must be taken into account in the planned task
for the composition of the final plan, Certain considerations of a
non-economic nature may also make it advisable to use a some-
what lugher level of efficiency in some sectors as compared with
others.t However, a large difference would not be justified in any
case.

Many other objections agamst a single norm of eﬁiuency linked
with the method of p i must also disappear when
efficiency 1s properly calculated on the basis of o.d. valuations. This
1s refated 1n particular to some other objections which were put
forward by T. S. Khachaturov who has analysed this problem in
detail. For instance, he shows that in sectors of the heavy industry
less efficient investments may be made to overcome the need of using
materials in short supply or with excessive costs of labour. In fact,
if o.d. valuations were used in the computation, the scarcity of
matenals and the correct valuation of the labour released would be
reflected 1n them; then the given investment (if it is indeed advisable}
would be found from the computation to have an efficiency not below
the norm,

So far our expositton has been related to the efficiency computed
on the basis of o.d. valuations. What can be said if efficiency is
computed on the basis of the usual calculations?

The use 1n such a case of a single efficiency norm seems unjustified
in view of the defects 1n the calculation of efficiency, and therefore
the values obtained deviate considerably from the actual national
economic effect (determined on the basis of o.d. valuations). We

1 See the work of T S. Khachaturov (Voprosy Ekonomiki, 1957, No. 2, p. 118}
quoted above.
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think. morcover, that in this case the observance of a single efficiency
norm within cach sector is also not justified. ’

A very convincing argument against differentiation of the period
of recoupment by sectors was given by M. A. Styrikovich. Since the
partisans of sector norms admit the computation of investments in
related sectors, they thereby level out the possibilitics of an invest-
ment in various sectors, and in essence equalize also the norms of
cficiency for various sectors in the estimates of particular capital
investments,

In the arguments of the partisans of a differential norm of efliciency
(T. S. Khachaturov, Z. F. Chukhanov and others), we do not find
convincing grounds for the use of a single efficiency norm within a
sector, and their objections against a single general norm remain
valid to a large extent also for a single norm for cach sector.

We have mentioned above that if the structure of cost in all the
variants as well as the structure of capital investments is approxi-
mately the same, the efficiency obtained by the usual calculation will
differ from the national economic one only by some constant
distorting factor. Such a consideration would justify the use of
differential norms by sectors if the same structure of costs were
observed within each sector. However, it is clear that if it were a
question of the comparison of essentially different variants such an
assumption would be hardly plausible so that this consideration scems
a very weak argument in support of differential norms.

Doubtless, any correct valuation of efficiency would be possible
either with an accurate national economic valuation of costs or, in
the usual calculation, by introducing into the computation adjust-
ments which bring accounting costs closer to real costs. In the
latter case, the objections against a single norm do not arisc. The
normalization of efficiency, even when differentiated by scctors,
would, in our opinion, be of no advantage without adjustments in its
computation,

We have said above that a socialist economy ensures a very high
level of efficiency. This statement refers to an efficiency correctly
evaluated. Conversely, the establishment of a high level of cfficiency
(even if differentiated by sectors) and its mechanical use in the
computation of efficiency on the basis of costs may causc con-
siderable damage. As a result of distortions produced by such
calculations, certain investments which in fact are very important and
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efficient for the national economy may appear irrational, and cop.
versely, certain investments which in fact have a low efficiency may
appear quite justified.

Seventh Feature

To take account of the actual situation, in particular the temporary
deviations in the computation of efficiency of a given investment.

The essentral feature of the computation of efficiency, on the basis
of the optimal plan with the use of o.d. valuations and their

dy , 18 its T . Owing to the use of o.d. valua-
tions, constructed in accordance thh the existing situation, those
features of the state of the national economy are taken into considera-
tion in the computation which relate to its actual development,
reflect the individual discrepancies that are historically justified, and
also the diversification caused by changes in demand and the
emergence of new technological means, etc.

This leads to an increase in the o.d. valuations of those products
that are 1n particularly short supply at a given moment, and to their
reduction for products with an excess of productive capacity. Such
assessments are important both in the valuation of production and
of current costs—n particular, during the first years of the operation
of the investment—and 1n the valuation of costs for the construction
or manufacture of an object when the variant of its realization is
selected and 1n particular when the materials to be used are chosen.

For 1nstance, considerable productive capacity of the aeronautical
industry which remaimned after World War 1I and exceeded the
normal requirements of the country made it advisable economically
to mncrease the use of aviation in the national economy. This must
have been reflected in the reduced hire valuation of this capacity
compared to its normal value, and thus in reduced o.d. valuations
of arrcraft and air traffic. Such deviations and sometimes also partial
disproportions are objectively unavoidable, particularly in present-
day conditions. To allow for them in the analysis through the o.d.
valuations and their dynamics, even if they have been determined ina
very approximate manner, 1s of fundamental advantage in the method
of approach developed here for the calculation of the efficiency of
capital investments. It is by this concrete nature that it differs not
only from the usual computations based on cost or current prices, but
also when additional items are added to these prices which take into

p
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account the cost of particular capital investments per unit output
(prices fixed on the basis of typical costs of production). even if the
computation of the latter were carried out quite correctly.

The comparison of such valuations with the normal valuations
mentioned above clarifies the problem fully. However, normal
valuations have the advantage over costs of production in that they
are based on normal efficiency and not on an arbitrarily chosen (or
insufficiently substantiated) percentage of investment.

In spite of this, as previously mentioned (pp. 220-4), o.d. valua-
tions deviate substantially from normal ones, and for this reason the
latter may be used in the analysis of investments only as approximate
and auxiliary valuations.

Eighth Feature

Clear clucidation of the relative character of the criterion
of normal efficiency, methods of improvement and the need for such
improvement.

From the analysis made at the time it is evident that the criterion
of normal efficiency (in its simpler form) was considered by us only
as an initial tentative criterion, and as a precise one only under a
whole series of simplifying assumptions: the absence of relative
changes in valuations, its stability, etc. Simultancously, from this
analysis it was clear what changes should be introduced into the
computation in order to achieve greater accuracy: calculation of the
dynamic valuations, comparison of costs and outputs over the whole
period of the operation of the investment. As was noted, another
modified computation should also be used in relation to particularly
large (indivisible) investments, and in addition adjustments should
be made for non-cconomic considerations. Against this, the authors
of other proposals for the computation of efficiency confine them-
selves as a rule to the formulation of the proposition of the use
of normal efficiency and do not demonstrate its relative, organic
character and the need for improvement, all of which leads to the
inaccurate use of this criterion.

In concluding this survey it is necessary to emphasize that the
computations on the basis of periods of recoupment (by cfficiency)
and of prices that arc of the same kind as prices of production scem—
in spite of their shortcomings—to constitute an advance on the

methods of approach which in the cconomic analysis of capital
10 b UTR,
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investments completely ignore the freezing (allocation) of means and
the time factor, or which merely allows for them qualitatively.

In reality, 1n the first group of methods, the conclusions from the
analysis of efficiency of capital investment derived from the syste-
matic study of the optimal plan are nevertheless realized to some
extent. For this reason, with an accurate, undogmatic and realistic
use of these computations, such methods may be of some advantage
when adjustments are made to the computations that aim at the fult
evaluation of the national economic effect and of the costs involved
in the realization of any investment.

But an entirely satisfactory solution of the problems of efficiency
would seem posstble only by their analysis within the complex of
problems of long-term planning and price formation from the point
of view of an optimal national economic plan.

Conclusion

Let us note some general, and at the same time realistic, practical
conclusions dertved from the analysis of the problem of efficiency of
capital investment.

(1) The problem of the valuation of efficiency of capital investment
is extremely acute in the butlding of a communist society.

(2) The existence of a real permanent possibility of using means of
capital investments in a planned socialist economy without crises
at a very high efficiency shows the particularly urgent need for their
accurate use which must be checked by the calculation of the
efficiency of capital investments. In particular, if such a computation
is carried out systematically, even 1n a very approximate form, it
would permut us to evaluate the damage resulting from investments
of low efficiency, squandering of resources, extended periods of
construction and of delays in starting operation; and it would atso
help to prevent these kinds of losses. At the same time such a
computation would assist in showing the most efficient measures and
their faster realization, including certain short-term investments and
a speedier introduction of the most efficient new techniques.

(3) A systematic and accurate computation of the efficiency of
capital investments is a basic factor in the solution of all the problems
of long-term planning. valuation of the efficiency of a new technique,
technological policy, allocation of means for capital investment,
determination of size, location and type of factorses,
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(4) The computation of efficiency is essential for a correct solution
of many problems relating to short-term investments in the field of
production planning which can be quickly realized—in particular,
the following: the best proportion of components, the volume and
composition of stocks, assessment of the advisability of using special
tools and instruments, comparison of technological processes with a
varying length of the production cycle, allocation of the means
between current production and preparatory work.

(5) The usc of the analysis of efficiency would promote the best
possible way of solving the following important problems: the
determination of the desirable level of mechanization of particular
scctors and processes (it would bring to light the inadvisability of an
extreme difference in the levels of mechanization, it would reveal the
advantages of complex mechanization), the evaluation of the econo-
mic cffect of automation and the determination of the sequence of its
realization, the determination of the length of periods of construction
(it would often reveal the economic advantages of accelerated con-
struction), allocation of the transport load between waterways and
railways (it would frequently establish the economic advantages of
waterways transport and the advisability of its increased usc), the
cxpansion of the network of roads (cconomic effect, priority, kind of
roads).

(6) An accurate computation of efficiency-—in particular, the
computation of the absolute value of efficiency—is of fundamental
importance in a full computation of the national economic effect of
using production in other sectors of the national cconomy, in the
comparison of the operational effect and costs of manufacture,
especially the economic effect of improving the quality of output.
The use of such a computation would provide an economic incentive
for the immediate manufacture of the most urgently needed output,
for production of high quality, and for the enforcement of measures
aimed at perfecting and modernizing production.

(7) The analysis of the efficiency of capital investments must be
carried out within the framework of the general long-term plan. This
ensures the organic combination of the method of balances and of the
method of costs of production.

(8) The improvement of quantitative computational methods in
the analysis of capital investment and the cffort to arrive at an
optimal system of solutions require a comprehensive usc of modern
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mathematical methods of analysis of extremal problems (linear and
dynamic programming), with the use of fast computers.

(9) The construction of a long-term optimal plan with the proper
use of mathematical methods of computation should lead to the
simultaneous determination of valuations of outputs of factors of
production for each period of time.

These valuations measure the costs and outputs of all kinds in
various time periods.

(10) In problems of the planning of capital investment it is of
fundamental importance to know directly the normal efficiency
(bound up with the dynamic valuations) for the national economy ag
a whole in each given time period. The level of normal efficiency used
in the valuation of capital investments in individual sectors must, as a
rule, approximate to this common normal efficiency.

(11) The realization of the methods of computing efficiency and
optimal long-term planning calls for the improvement and a
substantial extension of the system of basic statistical and economic
indrcators.

In order to characterize the volume of production, it is necessary
to use an index of net production (constructed on the basis of o.d,
valuattons). It1s also necessary to construct systematically indicators
that characterize production reserves and potentialities, the extent to
which equipment is being used and the economic saving achieved
by 1t. These indicators, apart from computations relating to
the construction of the optimal plan, must be reflected in the
khozrashcher.

(12) The final characteristic of 2 given investment is the compari-
son of the effect achieved by it—its contribution to the output of the
national economy in the course of many years—and the costs entailed
in1ts realization.

(13) A simpler index of efficiency of a particular investment is the
ratio of annual saving achieved to the cost of its realization, and the
comparison of the value obtained with the normal efficiency, under
given conditions and at a given moment. More accurate computa-
tions of efficiency must take into consideration the possible effects of
a completed investment during the whole period of its operation, the
prospects of developing productive forces as a whole, as reflected in
the dynamic valuations of production.

(14) The comparison of vanants and the assessment of the
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advisability of additional investments on the basis of the period of
recoupment, the computation of efficiency of additional investments
and the comparison of costs converted to a common point of time
(including a part of each particular investment), give similar results
in simpler cases, but the last two methods should be given preference.
The method based on converting costs and the effect of investment
over the whole period of its operation to a common instant of time
is the most accurate, convenient and universal one. For simpler cases
it is cquivalent to the other method mentioned, but in addition it
makes it possible to allow for: the change in normal cfficiency over
the years; the period of construction and the allocation of costs in
the course of a given period; the change in the volume of output and
in individual costs; the national economic effect of the value of
production realized and of its dynamics; costs of repair and rencwal
of capital goods to the extent and to the time that these take place;
moral depreciation. It enables one to compute both the relative
cfficiency of additional investments and the absolute national
economic efficicncy of investment as a whole.

(15) In the computation of the efficiency of an investment it is of
fundamental importance that in the valuation of its economic effect,
the valuation of production, operating costs and costs of its realiza-
tion should all be calculated accurately. For this it is necessary to use
valuations of outputs consistent with the full social expenditure
cntailed in their realization (o.d. valuations), besides available
reliable technical data; in particular, it is essential to account for the
indirect costs (rent of land, hire of equipment) in addition to the
visible costs. For this reason the construction of a system of such
valuations is a very important problem, particularly for the purposc
of economic planning calculations.

(16) Without the use of o.d. valuation, the principle of a common
norm of cfficiency can only be applied with extreme caution.

The substitution of costs of production (or current prices) for
valuations of outputs is somewhat more justificd in the computation
of efficiency of supplementary investments if all costs have an
identical structure. Otherwise it is necessary to make some adjust-
ments in the computations so as to approximate the results of the
computation (mainly by analysing the structure of costs) to
the valuation of the actual national cconomic cffect of a given
investment,
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(17) The determination of the valuati of production and of
normal efficiency on the basis of the optimal long-term plan makes
it posstible to separate to some extent the problem of general planning
from the actual economic solutions and to ensure at the same time 2
consistent solution for them. A general apalysis of the national
economic plan from the indicators thus computed makes it possible
to acquaint individual factories and planning organizations in a
convement form with those facts of the general situation which
should be taken as a guide in addition to the planned task. More-
over, this makes a certamn decentralization of economic decisions
possible, while at the same time the nterests of the country are kept
1n view.

The use of these indtcators will also enable one to make changes in
the plan with greater flexibility and effectiveness in accordance with
changes 1 the situation and in conditions, and thus to keep the plan
optimal at all times (in relation to new requirements).

(18) The analysis of the efficiency of capital investments and in
particular the proposition of the existence of a single normal
efficiency under given conditions provide important conclusions
about problems of price formation. Such an analysis shows in
particular that the deviation of o.d. valuations from costs entering
the calculation of indirect expenses for products whick involve the
use of complex and expensive equipment—coal, oil, gas, ferrous and
non-ferrous metals, cement, electric power, transport services—is not
a matter of chance, caused by therr temporary scarcity, but is of a
systematic character. For this reason, 1t is at all times necessary to
allow for this situation n the structure of prices so as to reflect
adequately national economic expenditure on more important pro-
ducts, to arrive at correct solutions for their manufacture and
allocation, to encourage useful measures for raising their output,
their economic use and replacement.

{19) The removal of systematic errors in the valuation of produc-
tion if the conditions in the use of labour have not been taken into
account (indirect costs), together with the construction of valuations
of outputs conforming to actual conditions and the existing situation
will ensure more realistic relative valuations for the various kinds of
goods and services. This should lead to a better agreement between
material and monetary balances, and to an increase in the role of the
rouble in planning and in the % h
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(20) Improved methods of long-term planning and of the ccono-
mic calculus of the efficiency of capital investments should lead to a
more rapid development of the productive forces, the fullest opening

up and use of the possibilitics and advantages which are inherent in
a socialist economic system.
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MATHEMATICAL FORMULATION OF
THE PROBLEM OF OPTIMAL
PLANNING

THrs appendix provides a general mathematical formulation and
analysis of the problems involved in constructing an optimal plan
which were described 1n the main text of the book and were illustrated
by means of numerical examples.

Such a generalization and more formal exposition, which requires
a basic knowledge of mathematics, leads to a deeper understanding
of the quantitative relations concerned and gives a clear conception
of the field in which the m:lhods are applied. The mathematics is
necessary also for H Iutions of these problems in
complex cases when there are a large number of dlﬁ'mnt factors
(Appendix I is devoted to the methods for finding solutions).

However, this appendix requires only elementary mathematical
preparatior to bring 1t within the grasp of those who are not special-
ists in mathemanm This and also the lmutanons of space have

d us to aband Al A lity in this

appendix, and some special wscs have had to be left out.

The Problem of Programme Alfocationy

The general formulation of this problem, described in Chapter I,
Section 1, 1s as follows.

n different products (kinds of operations) in a given assortment are
to be produced by means of m production units (factories, machines,
machine-tools). The assortment consists of ky, kj,..., k, units of
products of types (1), (2),..., () respectively. The productivity of
each unit in each product is kaown: if the ith unit (i=1, 2,..., m}is

T This problem was studied by the author in reference [t} (see References to

Appendices I and IT).
262
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assigned to the production of the jth product (=1, 2...., n), then a;;
units of this product are produced per unit of time. It is required to
distribute the work among the production units in such a way that
in a unit of time the maximum number of complete sets of products
is produced.

If we denote by /i;; (i =1,..., m; j=1,..., n) the fraction of the
working time of the ith production unit spent on the production of
the jth product, then the search for the optimal plan reduces to the
following purely mathematical problem.

ProBLEM A. Given the non-negative numbers

{a;} (i=1,...,m; j=1,...,m), k;>0 (j=1,...,n),

with max a;>0 (j=1,...,n)
185ism

(cach product may be produced by at least one of the production
units), find the set of numbers (the plan) = {h,;} (i=1....,m;j=1,
..., n) satisfying the following conditions:

(D hyz03G=1,..., m;j=1,..., n) (the fraction of working time
cxpended by a production unit for the processing of a given product
is a non-negative number);

(2) z hu_s_l (i=1,...,m)
Jj=1

(the total working time of each production unit is limited by the
planned calendar time);

(3) The quantity

Xj

p(n) = min =2, (1)
1sjsn Ry
where =Y aghy; (j=1,...,n), (2)
i=1

takes its maximum possible value (the numbers xj express total
output of the various products if the work is performed according to
plan z, and the quantity yt (x) shows the scale of production under this
plan, the number of complete assorted sets produced per unit of
time).
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A plan r, which satisfies conditions (1-3),is said to be optimal,and
a plan satisfying conditions (1) and (2) feasible.

First of all we note that in Problem A an optimal plan always
exists (see Conclusion 1, p. 7).

In fact, let m, = {h}}} (v =1, 2,...) be a sequence of feasible plans
such that st (r,)—>g = sup p {n), where the exact upper limit (sup) is
taken for all feasible plans z. Without loss of generality, we may
obviously assume that the sequence converges to the limit

limhy,=h; (=1L...,m; j=1,...,n)
o

{such convergence exssts always for some subsequence). Then the
plan r = {h,;} 15 optimal.

Now we may formulate a proposition in general form about a
charactenistic property of an optimal plan—the existence of o.d
valuations for alt kinds of products (see Conclusion 2, p. 8).

Tueorem 1. To determine whether a feasible plan is optimal it is
necessary and sufficient that multipliers ¢y, ¢, ..., ¢, (valuations for
all kinds of products) exist such that

(a) 20 (j=1,....,n), max ¢;>0

15isn
(these valuations are non-negative, with at least one of the products
having a positive valuation);

) ¢,ay= max ¢a,=d, onlyif h,#0
15150
(each production umt is used for the preparation of only those
products for which its productivity valuation is maximum; the

numbers d, may be taken as valuation of the productive power of the
production units);

©) =0, if xj>kp(m)

(for those products which are produced in excess, the valuations are
equal to 0);

.
(@) 3 hy=1, if 40
=1

(production units with positive valuations of productive power are
fully used).
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Indeed, if for a given feasible plan = = {,;} such multipliers cxist,

then for any other feasible plan =" = {A,;}, we have, from (1), (2) and
conditions (1), (2) (a-d):

(; ¢ k,)u(n'):_é ZJ,CJ i = E}CJZ“GU hij = };2;,(0; aihi;
= ;dtzj:ht'j s Z",d: = E{:dlzhu = ;;(Cjaij)hlj
J

= }j: "j“z:”u b= );.CJ xj = Z ¢y [kyu(m)] = (; c;k ,-)/l(ﬂ),

which leads to the inequality u(n) < pu(r). In view of the arbitrary
choice of a feasible plan 7', this inequality shows that the given plan
is optimal, and the first part of the theorem has becn proved.
The sccond proposition, that for every optimal plan there is a set of
multipliers which satisfy conditions (a-d), will be proved below
where a more general problem will be considered.

Note 1. If all the numbers a;;>0 (all kinds of product may be
produced by every production unit), then for cvery optimal plan
n={h;,}, and the multipliers corresponding to it according to
Theorem I, the following conditions are satisfied:

29 Y hy=1 (i=1,...,m)
=1
(all production units are fully utilized);
, N_xE_ s
3" RoET E u(w)

(the given assortment of products is maintained);

(@) ;>0 (j=1,...,m)

(all products have positive valuations).

Indeed in this case all the numbers d;>0; and then from (d) we
have (2°). Further, for all j we have 4;; # 0, for some 7 (each product
is produced on some one production unit); therefore, (b) implies (a°).
From (a’) and (b) we obtain (3').

Consequently, in the case considered (when all a;>0) it is
necessary and sufficient for the optimality of a feasible plan = that it
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satisfies conditions (27), (3'), and that there exists a system of
positive multipliers which satisfy conditions (b} (see Conclusions 4, 5,
pp- 13, 15).

Norte 2. In the general case (when some a,; = 0) it is also possible
to limit the consideration to so-called assorfment plans, which satisfy
conditions (1), (2') and (3"), since each feasible plan = is an assortment
plan =’ with the same scale of production, u(z’) = u(n) (for obtaining
such a plan it 1s sufficient to reduce certain k), which correspond to
those products which are produced in excess, x> k;u(n), and to
increase other /1,;, corresponding to a,, = 0).

Note 3. Let all costs of production be sums of expenses, which are
proportional to the volumes of outputs of each product, and of the
outlays on work performed by the production units which are
independent of the type of the products produced by them; then, for
an optimal assortment plan, the costs of some one assortment set
of products are minimal {see Conclusion 1, p. 7). For any feasible
plan =’ these costs comprise

1
s (En T2 Sk s Tz Sk s
3

where p, are the costs for producing a unit output of product (j)
(U=1L,...,m; r, (i=1,..., m) are the operating expenses of the
production unit; p(x) 1s the scale of production under an optimal
plan; and the inequalities (3) become equations if, and only if, #’ is
an optimal assortment plan.

Note 4. Problem A may always be reduced to the case where
ki =ky=...=k,=1(all products are required in equal quantities).
In fact, 1f, for every product (j), we take a new unit of measurement
equal to k, old units, the problem becomes one in which

== tyem; j= L), K= 1G=1.,n).

kl

The case of output of multiple products. Suppose now that for every
production umt (i) (i = 1,..., m) there are r, methods of working; and
when working according to method s, aj;, aj,,..., a}, units of the
respective products are made by the production unit (/) In this case
the following more general problem arises, which was also considered
in reference [1].
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ProsLEM B. Given the non-negative numbers

ay(i=1,...,m; s=ho.,rj=14L....n),k>0(= L...,m),

for which maxaj; > 0,
i, s

it is required to determine the set of numbers (the plan)

n={h}{@=1...,m;s=1,...,r)

from the conditions

(1 hez0(i=1,...,m;s=1,...,r);
(2) Y h, <1 (i=1,...,m);
s=1
(3) the quantity u(7) = min Ii,
15jsnk;
m ri
so that xXj= Y Y agh, (j=1,...,n),
i=1s=1

takes the largest possible value.

As above, a plan 7 which satisfies conditions (1-3) is said to be
optimal, and one satisfying conditions (1) and (2) feasible.

It is not difficult to see that for this problem too an optimal plan
always exists. The following theorem characterizes the optimal
plan.

THEOREM 2. For a feasible plan 7 to be optimal it is necessary
that multipliers ¢,, ¢,,..., ¢, (valuations for all kinds of products)
exist such that

(a) ;20 (ji=1,...,n), maxc;>0;
15jsn
(b) Y cyap;= max ) cjajy=d, if I, #0;
=1 1515n j=1
(c) ¢; =0, if xj>k;u(x);

@ Y hy=1, if d#0.
3=1
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We do not supply a proof of this theorem here since it will be
obtained below as a consequence of the more general Theorem 3.

‘We note that Problem B may be interpreted in a way different from
that above.

There are m kinds of composite raw materials, which are available

the treatment of raw material of type (i), (| = 1,..., m); when working
according to method (s) (s = 1,..., r)) the composnte set ajy, a5,,...,a%,
of units of products are obtained from the p; units of this raw matersal,
The required assorted set of products consists of &, k,,. .., k, units
of products of type (1), (2),..., (n). We are looking for a plan
n=={h,} (the numbers /1;; 1n this case show what part of the raw
matenial of type (i) 1s treated by method (s)) for which a maximum
number of assortment sets of productsis obtained from one composite
set of raw material, which consists of py, p,,..., p, units of raw
matenal of types (1), (2),...,(m), or, what amounts to the same thing,
the quantity of posite sets of raw materials that must
be used for one assorted set of products.

Thas kind of problem occurs regularly in various sectors of industry
{treatment of metals, wood-processing, chemucal, oil refining, non-
ferrous metallurgy, etc.). As a characteristic example of such
problems we may take the rational cutting out of industrial materials
{sheet metal, profile rollings, pipes, wood and so on; see [1, 5, 6]).

In the special case when

. . a,; for s=j
n=n(i=1,...,m), a,l={0" for s#j

{for every technical method only one product is obtained from a raw
matenial), Problem B evidently coincides with Problem A, In another
spectal case, when 71 = 1 (there is only one type of raw material), we
have the following problem.
ProsLem C. Given the non-negative numbers
{a} G=1L..,r5j=1..,n) k>0(G=1...,n)

for which max a;>0 (j=1,...,n),
15s2r
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it is required to determine the vector (plan) = = (/,... .. h,) from the
conditions

(1) h,20 (s=1,...,r);

(2) Yh=1;

s=1
(3) the quantity H(x) = min f—i',
15jsnR;
where Nj= Yy ath, (j=1,...,n),
s=1

takes the largest possible value.

In analysing this problem we shall pause to consider some details.
We shall take, for example, the auxiliary problem C’, in which the
surpluses (as compared with the required assortment), 4, , ;..... /.,
of each product appear as unknowns, as well as the levels of applica-
tion of the various methods, h,,..., /.2 in an optimal plan it may
turn out to be necessary to provide for the possibility of such
surpluses.

ProBLeM C’. With the data of Problem C, to find the vector
T=y ey iy Iy gye .oy heyy) from the conditions

¢} he20 (s=1,....,r+n):
(2) > he=1;
s=1
X ox xF
3 ‘} It i _—lz:‘3=...=:—"', “
(3) the equations i . 4)

hold, where  xj= ) ajh,—~h.; (j=1,....n);
s=1

(4) the quantity u(%). equal to the common value of the ratios (4),
is a maximum.

The required vector is said to be optimal. a vector % which satisfies
conditions (1) and (2) is called feasible, and onc which satisfies
conditions (1-3) is called an assoriment vector.

It is not difficult to see that Problems C and C’ are cquivalent.
Indeed, a plan = = (hy, s,..., 1) is optimal in Problem C clearly i,
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and only if, the vector &= (lg,..., 1, h,“, s Bpan), Whose first »
ide with the corresp of the

vector 7, and the remaining components are deﬁned by the equations

hpay=3—kpm (G=1,...,n),

is optimal in Problem C’; then u() = p(z).

To make clear the geometrical meaning of Problem C’, we shall
consider an n-dimensional space R,, whose elements x = (xy, x,,...,
x,) we shall call points or vectors, without elaborating these
concepts. To each permissible vector we relate the point

x(@) = (xF, x5,...,xD) = Z‘ h,a’-}-]Zl ReazelER, (5
& £

where a*={(a}, 4},..., @}) are points characterizing the available
technical methods, and

l 1
=00, =1,0,...,0)

are upit vectors along the respective co-ordinate axes.

It may easily be seen that the points (5), corresponding to all
possible feasible vectors #, fill the convex closed polyhedron M,
which is spanned by the pomnts a* (s=1,..., r) and the negative
orthant. Assortment vectors 7 (and only these), given by (4), corre-
spond to pornts x(%) situated on the axist

Y={yly=1z,—0 <i< +0o0},

where z=(ky, k,,..., k;) Is a vector characterizing the necessary
assortment of products. With this notation the quantity u(%) (the
scale of production) ides with the corresponding value of 2.

Hence 1t 1s clear that optimal feasible vectors are those, and only
those, which correspond to the extreme point of intersection of the
y-axis with the polyhedron M, i.e. the point y* = ¥z, where

¥ = max A.
AzeM

1 This notation 1ndicates that Y consists of points y, represented by the form
¥ =2z, where 4 1s any real number.
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Figure 9 shows the polyhedron A1, the y-axis and the point y*,
which correspond to the following numerical data:

n=2, r=5 a'=(1;6), a*=(4;5). a®*=(5:4), a*=(8;3).
a®=(11;0), == (3;2).

The point y* is cvidently on the boundary of the polyhedron M.
Therefore (according to a well-known theorem in n-dimensional

i e,

FiG. 9

geometry) there exists a supporting hyperplane, H, of the poly-
hedron Af, which passes through the point y* (see, for example,
A. B. Aleksandrov, Convex Polyledra, 1950). Let the equation of
this hyperplane be

(e, x)=c¢;x;+caXa+... .+, X, =d, (6)
wheret max(c, x) = (¢, y*) = d.
xcM

It is not difficult to check that the coefficients of the variable co-
ordinates in equation (6) satisfy condition (a) (see p. 264).
Let @ =(hy, hs,..., h,.,) be an optimum vector; then

d=(c, 3y = (c. 21 hya®+ E‘ hys; ci) =Y h(c, a)
= i=

=1

r

+ Y hyyyle, ) S max (¢, @) 3 b= Y hyye; 24,
i=1 15585 Jj=1

ss5r =1

1+ If this is not so, then it may be brought into this form by changing the sign
of all cocfficients in equation (6).
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whence we have
" s = (¢, a°) = max (¢, a') = max al=d,if
®) Ye,a5=(ca) lg‘g( } mé_}:c/ Y] if b, >0,
) ¢,=0, if hy,>0.

Conversely, 1f conditions (b} and (¢') are satisfied for a given
assortment vector & and for certain numbers ¢;, ¢3,..., ¢, then
equation (6) defines a supporting hyperplane of the polyhedron Af,
which passes through the pomt x{%). Therefore in this case x(it) = y*,
and consequently the vector 7 is optimal.

The following theorem 1s proved in the same way.

THeOREM 2'. For an assortment vector &= (fy,..., &, fyy,...,
f,4,) to be optimal, it is necessary and sufficient that multipliers
€1, €35 - - 5 €y EX15t Which satisfy conditions (a), (b) and (c').

Taking 1nto account the connection between Problems C and C',
Theorem 2 may be easily obtamned for the particular case whenm =1,

NoTE 5. From the given geometrical interpretation it is clear that
in Problem C the optimal vector (plan) and the multipliers (o.d.
valuations) corresponding to 1t always exist but, generally speaking,
are not uniquely determined. In fact, if the pornt y* permits various
representations of the form (5), there exists more than one optimal
plan; 1if, however, the pont y* lies on the face of a polyhedron Af of
dimenstons less than n— 1, then the vectors as well are not uniquely
determned (it 1s possible to draw vanous supporting hyperplanes of
M through the point y*). However, multipliers which correspond to
one of the optimal plans correspond to all others.

The Basic Problem of Industrial Planning (see [8))

‘We direct our attention now to the more general problem studied
in Chapter IT

We consider production where there are N ingredients (different
types of industrial factors, raw materials, intermediate and final
products) There are r permissible technical methods (methods of
orgamzing production). Each of these methods is characterized by a
vector

a=(a}, a3,...,a%) (s=1,...,1),

whose components idicate the volume of output of the respective
ingredients per unit level of the particular method (negative com-
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ponents denotc use of inputs). A plan for the organization of
production is determined by the choice of a vector = = (hy, I, ..., b))
with non-negative components which indicate the level of applica-
tion of the respective methods. For a plan == (h, h,,.... 1), the
various clements are produced in quantitics

x}":s;a'}h, (i=1....,N) )

(clements, for which x7 <0, arc used in quantities | x7 | ).

In addition to technical methods, it is necessary in compiling an
industrial plan to take into account also the resources available and
the assortment of products required. These additional conditions
may be stated in various ways. Here we consider one of the possible
ways of stating them; however, the basic resuit that in an optimal
plan there exists a system of o.d. valuations for all elements holds
for any natural statement of these conditions (see Note 7. p. 275).

For some clements (certain final products) it may be necessary
to achieve maximum output with the required assortment, while for
others, there are limits of the kind, x7 = b;, where b, are given real
numbers. (The positive b;’s correspond to final products required in
definite quantities; for the intermediate products, which do not have
to be completely exhausted in the plan, the respective b;’s are equal
to zero; negative b;'s correspond to factors of production and various
types of raw materials of which not more may be used than the
resources available, i.c. \ b; ] .) In this casc we pass on to the follow-
ing problem.

ProsLEM D. Given the real numbers

a(i=1,...,N;s=1,...,r), b(i=1,...,m),
k;>0 (j=1,...,n; n=N-—m)
it is required to determine the vector (plan) n = (/1. I15,.... k) from
the conditions

D h,z0 (s=1,...,1);
Q) xizbh (i=1,...,m);
N
(3) the quantity p(z) = min aha)
15jsn Kj

to attain its maximum value (here and in the above conditions, the
quantitics x7 are defined by (7).
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A plan =, which satisfies conditions (1) and (2) is called feasible, and
one which satisfies conditions (1-3) optimal.

This problem may be looked at as a mathematical model of current
{short-term) planning of which the previous problems are clearly
special cases. For example, in Problem B there are m factors of
production, # final products and

m
= le i

technical methods, by each of which one unit of the respective
factor {use of a plant, factory or machine) is used up and a certain
set of products 1s produced; the resources of each factor are here
equal to 1, and therefore b, = —1 (i=1,...,m). The problems
considered below also lead to Problem D, Hence the latter is called
the basic problem of production planning.

The following theorems give the properties of an optimal plan and
conditions for 1ts existence.

THEOREM 3 (see Conclusion 12, p. 49). For a feasible plan n =(4,,
hy,..., h,) to be optimal 1t is necessary that multipliers ¢y, c,,..., ¢y
{0.d. valuattons for all elements) exist such that

(@) 620 (i=1,...,N), max ¢,,;>0
1gisa

(these valvations are non-negative, at least one of the products
included in the assortment set having a positive valuation);

{®) ic,u{§0, (s=1,....,7)
=1

{for every technical method the valuation of the product cannot
exceed the total valuation of the ingredients used up);

X
{© Zc‘uf=0, if h,>0
i=1

(for the methods used, the valuation of the products is equal to the
valuation of the elements used up, the principle of profitability is
observed);

(d) =0, if xf>b (1<ism)
or XI>kiiap(n) (M+1<iSN)

(for factors of production which do not limit production and for
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products produced in excess, the respective valuations are equal to
zero).

TueoreM 4. For the existence of an optimal plan it is necessary
and sufficient that the following conditions be fulfilled. )

() a feasible plan 7 exists;

(f) no plan = (satisfying condition (1)) exists for which

x;2z0 (i=1...,m); x3.;>0 (j=1,...,n).

Note 6. Condition (ff), indicating that no plan exists in which
certain elements are produced (in positive quantities) without any
kind of outlay, is clearly always satisfied in practical problems.
Condition (), generally speaking, may not be satisfied. Violation of
this condition indicates that, with the resources available at a given
production base, even the first m elements cannot be produced in
the necessary quantitics. However, if all the numbers b, 50, condi-
tion (&) is necessarily satisfied.

Note 7. Theorem 3 refers to Problem D, in which the available
resources and required assortment of products were taken into
account in a definite fashion. However, for any reasonable definition
of optimality, plan x is clearly not optimal, if there exists a plan =’
according to which all clements are produced in greater quantitics
(or where the available resources are used in smaller quantities), i.c.

xf<xf (i=1,...,N).

This property is indeed sufficient to cnsure that an optimal plan is
associated with a certain system of non-negative valuations, which
satisfy conditions (b) and (c).

Norte 8. In the general case, valuations of all the ingredients are
necessary in order to characterize an optimal plan in Problem D.
However, if each technical method involves only onc of the first m
clements (or one of the last n elements), then an optimal plan
may be specified in terms of the valuations of only the last nn clements
{first m clements). We have met such a situation in Problems A, B
and C.

NoTE9. Practical interest is provided by the case when the applica-
tion of certain technical methods in Problem D is limited, when the
only permissible plans are plans, 7 = (I, h,..., /1), in which

hséqs (s=1,.,.,r,; Ty él‘),
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where the g, are given positive numbers. This case may be reduced
formally to the basic one quite easily (it is sufficient to introduce the
limitations on technical methods as additional resources). However,
the problem may be treated also without such a reduction. In doing
this though, it is true that in Theorem 3, which specifies an optimal
plan, the inequality

must be assumed for those of the limited methods which are being
fully used (i, =g}

NotE 10. In foreign literature, the special case of Problem D,
in which # =1 (see [9, 10]), is usually considered as the fundamental
problem of hinear planning. The following problem will serve to
illustrate this case.

ProBLeM E. Let there be m kinds of raw material in amounts of
by, by,. ., by umts  From this raw material, r different products can
be produced. The price of one unit of product (s), (s=1,..., r),is a,,
and a3, 43,..., @, units of the respective kind of raw material are
spent on it It 1s required to select a quantity of products of various
kinds m such a way that, as a set, they may be manufactured from
the available raw matenal and so that their total value is 2 maximum.
In other words, a vector (or plan) n = (%3, h3,..., A,) 15 to be found
from the conditions:

) A20 (s=1,...,n;
O T ahgh (=1,...,m),
=1

(3) the quantity p(n) = ¥ a,h, to be maximized.
=1

In order to make clear the geometrical meaning of Problem D, and
to prove the theorems given above, we shall consider the points in
N-dimensional space Ry

a*=(a}, a,...,a%) (s=1,...,r);
e=(0,..,0—1,0,..,0) (i=1,...,N):
e

i-1
Yo =(b1sersbp 0,...,0);
®,.

z= 0, kL k).
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Let

r N
=1 i=1 *

be a convex polyhedral cone, with vertex at the origin of ce-ordinates,
which is spanned by the points a, (s=1,..., r)and ¢, (i=1,..., N),
and let

Y={rly=y"42z ~w<i<+n)

be a line through the points 3°, 3%+, directed towards the side of
increasing 2.
For every feasible plan 7 = (i, h,,..., I,) the point

r N
Wz = ¥ hatt 3y, ®)

where

]l,+i =x§-—-b; (i = 1,...,”1),

®

Byymej=Xpej—kju(@m (G=1,...,n),

clearly belongs to the cone K. Conversely. if the point y°+/z€K,
there exists a feasible plan « for which the quantity pu(7)2 2.1

Hence it is clear that Problem D amounts essentially to the study
of the intersection of the axis y with the cone K. If this intersection is
cmpty, or contains the point y°+ 2=, no matter how large /4 is, then
in this problem no optimal plan exists.

If, however, Y K5 A (A denotes the empty set) and if

i¥= sup i< +oo,

yO+iz¢K

then optimal plans exist; these optimal plans comprise only those
feasible plans =, for which the point (8) coincides with the extreme
point of intersection of the line y and the cone X, i.c. with the point
=04 2%z

t This expression indicates that X is a set of points x, belonging to the space
Ry, which can be represented in the given form, where h, Z0 are arbitrary

non-negative numbers,
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Through the point y* it is possible to draw a supporting hyperplane
H to the cone K which does not contain points of the line y other than
y*. Let the equation of this hyperplane be

(6, X)=¢y Xy +C3 X+ .+ eyxy =0, (10)

where max (e, x) = (¢, y*) = 0.
xeXK

Then, as may eastly be shown, the numbers ¢, ¢,,..., ¢y (co-
efficients of the variables 1n equation (10)), satisfy conditions (a) and
(b) of Theorem 3, and conditions (c) and (d) of this theorem are also
satisfied for every optimal plan (ie. for any plan such that
Yotu(mz=y%)

On the other hand, if for a given feastble plan 7 there are multi-
pliers ¢,, €3,..., €y Which satisfy conditions (a-d), then the hyper-
plane H, determined by (10), 1s a supporting hyperplane of the cone
K and 1ntersects the line y at the pomt y°+p(n)z. Hence it follows
that y°+ p(m)z = y*, and, consequently, that the plan = is optimal,

Thus Theorem 3 has been proved, and from it follow, in particular,
Theorems 1 and 2, which were given above without complete proof.

As we have seen, for the existence of an optimal plan, it is
necessary and sufficient that the condrtions

YK #A,
A= supl< +oo.

Y +azeK
are fulfilled. The latter, as may be easily checked, is equivalent to the
condrtions of Theorem 4.

By means of the above geometrical interpretation it is also easy to
prove Note 7 which is of fundamental importance,

Relation to Leontief s Input-Output Matrices

We shall pause to consider a particular problem in production
planning.

Let there be n products and one factor of production (labour).
The technical methods are such that only one product is produced by
each of them, while other products and the factor of production are
fully used. The supply of the factor of production is limited. It is
assumed that there exists a plan by which all products are produced
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in positive quantities (only the factor of production is consumed).
In this case:

(1) The optimal plan problem (plan D) is soluble for any cct of
products (i.c. for any numbers k;...0,/=1,...,n).

(2) The collection of technical methods which are used in the
optimal plan, and the values of the multipliers (o.d. valuations) are
independent of the resources of the factor of production available and
of the required set of products.

In the case here considered the technical methods are characterized
by the vectors

a”=(af,af,...,af") (j=1,...,n55=1,...,r),

where af <0, af>0, af*<0, if [#].

The plan is determined in terms of a matrix
n=lhll G=1,...,n5s=1,...,1)),

whose clements indicate the level of application of the various
methods. An optimal plan is sought from the conditions

M hyz0 (G=1,...,n;5=1,...,1r;
) VO_Za{,hJ,_bo

(—b, denotes the available supply of the factor of production):

n

X = 1
(3) the quantity pu(n) = min =, where xj= ) af'l,
18Isn AI i

(/=1,..., n), is a maximum (the numbers A, characterize the required
assortment of products).

For every product (v) (v = 1...., 1) we consider a plan =" = || A5,
(satisfying condition (1)), for which the input of the factor of produc-
tion does not exceed one unit (x§"= — 1), and for which the products

are produced in non-ncgative amounts (xj*z0. I=1,..., n), the
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product (¥) being produced in maximum quantity (x2'=max).
‘We assert, that for plan n*
xg = =1, x*=0, if I#v

In fact, if x3*> — 1, the volume of production of product (v) may
be increased by including partially 2 plan for which all products are
produced 1n posiive quantities; 1f, however, for a certain / %y,
x73>0, then 1t 15 also possible to include the above plan at the cost of
reducing one of the numbers Ao,.

1t is not difficult to verify that, whatever the numbers k;>0(j=1,
..., 1), the quantities

[ < Cy
€ =Z'?“ i)

where c, is an arbitrary positive number, represent a system of
o.d. valuations, and the plan == || k,, ||, in which

—bo 3, ek,
hy=—2—— (j=Ll..,n55=1...,1),
3. ek,
v=1
is optimal. From this proposition, (1) and (2) follow.

We note the important special case when, for every product (j)
{j=1,..., n), there is only one process of production, which is
characterized by the vector

@’ =(a}, al,...,al); ad<0, ai>0, af 20, if I#].

Here an optimal plan clearly uses all methods. Therefore the
appropriate system of valuations may be found from the simul-
taneous equationst

BOH

Yala=0 (=1
=0

more exactly, from these simultaneous equations the valuations for
all products may be expressed in terms of ¢, (the valuation of one
umt of labour).
This last case corresponds to Leontief’s open production model,}
which is frequently used in economic analysis. It has to be pointed
1 Clearly these equations can be solved immediately.

1 For Leontief’s model, see, for example, reference [9], and also the last article
1n the collection [10].
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out, however, that this model is only a very rough approximation to

the rcal conditions of production which determine the current
production plan. In fact:

(1) In real problems it is necessary to take into account also many
factors other than labour which are available in limited quantitics,
in particular useful natural sources and especially certain production
capacitics. Morcover, since there are usually several categories of
labour, this too must not be treated as a single factor.

(2) Output of multiple products not included in the above scheme
constantly occurs.

(3) In the actual conditions of modern production there arc a
great many methods for manufacturing a particular product, and the
application of the various methods used brings out in particular the
limitations mentioned in (1).

Leontief’s model appears useful for compiling matrices of inter-
scctor relations in which the coefficients af are the costs of a product
of the given type in terms of the inputs of products of other sectors.
Although constructing such matrices of relations and obtaining total
expenditures from them is of special interest this approach may not
be considered sufficiently satisfactory for calculating valuations of
products. Indeed, instcad of actual methods of production. broad
averages are used here and the results obtained depend essentially
on the methods chosen for aggregation. Therefore thereis no justifica-
tion for thinking that the valuations of products obtained in this way
will give realizable cquivalent relations, and thus these valuations
may not be directly used in the analysis of economic planning. Their
basic shortcoming is that they do not take into account the limitations
mentioned in (1) and the limitations on the indircct cxpenditures
associated with them.

The Transport Problem
In the simplest case this problem consists of the following.

ProsLEM F.§ Let there be m points conneclted by a railway

1 Special methods of solving Problem F have been considered in reference {2];
a mathematical analvsis and general methods for solving this problem and ako
certain more general problems connccted with transport planning (in parti-
cular Problem G which will be considered below) have been given in refercences
{3, 4} and later in [9].
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system consisting of r sections. Along the section (s) (s=1,..., r) of
the network goods may be conveyed from point i, to point Jii the
costs for conveying one unit of the goods (for example, one wagon)
are a, (in particular, the quantity g, may be taken as equal to the
distance between the points /, and j). At each point (i) (i=1,..., m)
there is 2 given demand b, for a single kind of product (for points of
demand b,>0, for points of production b, <0, for other points 4, = 0),
and

(the total amounts of production and demand are equal). The
transport plan is determuned by the choice of a vector z=(k,,
hy,...,h), whose components indicate the volume of transport
in each section of the system. The problem is to find an optimal
plan, which satisfies the conditions

W B20 (s=L...,M%
o)) T T b= b =y m)
1= 1=

(each point obtams the required net quantity of the product):
(3) the quantity

is to be a mnimum (the total cost of transport is to be minimized;
for le, wagon-kil es are to be a minil ).

It 15 not difficult to see that the given problem is a particular case
of the basic problem of production planning. In fact, one may
suppose that in this case there are (m+1) elements; the first m of
these are the goods considered, situated at the various points, and the
last one corresponds to the transport costs The feasible technical
methods are charactenized by the vectors

@ = (0% 6% ahey) (5=1,...,7),

where &l = —a, a;=1fori=j,a={-1fori=i, and a’=0 for
the other i’s.

On the basis of Theorem 4 one may easily conclude that an
optimal plan in this problem always exists. The plan is charac-
terized by Theorem 3, which here reduces to the following.
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TueoreM 5. For a plan n=(hy, Iy,..., I,) (satisfying conditions
(1) and (2)) to be optimal it is necessary and sufficient that there
exist numbers ¢, C2,. .., €, such that

tad

(a) cj,_cl,gas (S=I,...,r);

(b) ¢j,—c;,=a, if h,#0,

Note 11. The numbers ¢; appearing in Theorem 5 are called
potentials of the various points. The difference of potential shows by
how much more expensive a unit of the given product is at onc point
than at another.

When planning transport in practice it is sometimes necessary 1o
take into further account the limited carrying capacity of the various
sections of line. This Jeads to a more general problem.

PropLEM G. According to the conditions of Problem F, feasible
plans are only those plans, @ ={/,..., &,), for which the condition

) hy=gs (s=1...,r)

is observed (the numbers g, characterize the carrying capacity of the
various lines).

In the present case, the following proposition, which also follows
from Theorem 2, characterizes the optimal plan.

TueoreM 6. For a plan = (1, h,,..., 1,) (satisfying conditions
(1), (2) and (2)) to be optimal it is necessary and sufficient that
numbers ¢y, Cay.v vy Coy dy, day . .., d,, xist such that

(a) ¢,—¢, Sac+d, (s=1,...,1);
(b) ¢;,—C, = as+d,, if h;>0;
(©) d, 20, while d,=0, if h;<gq,

Note 12. The numbers d; are the rents (hire valuations) for the
various sections of line, calculated per unit of load (for example, onc
wagon).

The Problem of a Production Complex

We shall now suppose that there are several factorics, for cach one
of which an optimal working plan has been compiled. In other
words we shall consider the simultancous solution of a number of
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basic problems with certain common elements. The question
naturally arises whether it is not possible to increase overall produc-
tivity through co-operation among the separate factories.

If the exsting factories are situated at one point, or near each other
(so that transport expenses may be ignored), the answer to this
problem 1s given by

THEOREM 7. If 1t is impossible to for
all kinds of factors of production (raw materials, intermediate and
final products; iramovable resources situated at different points are
different) in such a way that the principle of profitability is satisfied
at each factory, then the general productivity may be raised by means
of changing the plans—by means of further co-operation between the
various factories. On the other hand, if such valuations exist it is
imposstble to increase preductivity through co-operation.

This theorem follows from Theorem 3 if the latter is applied to a
problem in which the whole set of existing factories is considered as a
single factory.

Notk 13. An analogous theorem holds when the existing factories
are separated appreciably one from another, when transport costs
cannot be ignored, Here, it 1s true, the valuations of one or another
product at different points may be different but their difference must
not exceed the cost of transport of this product from one point to
another (allowing for the hire valuations of the appropriate sections
of the Iin¢) and must be equal to this quantity, if the goods are
actually transported between two such points in the optimal plan.

Djynamic Problem

By means of the basic production planning problem considered
above the more general problem may be analysed, i.e. that of draw-
ing up a production plan for a certain period of time divided into a
series of intervals, =1, 2,..., T (problem of long-term planning).

One and the same product (or factor), produced (or used) in
various periods of fime, is treated here as a different element.
Therefore the available technical methods are characterized now by
means of the matrices

@=llaill (=4.. ,N;t=1...,T;s=1...,7,

whose elements show the amounts of the various products and factors
produced in different intervals of time (negative elements denote
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inputs). Included among the methods may be also those which refer
to one period of time (methods which appeared in the compilation
of the current plan). Technical progress in these methods may be
taken into account by means of converting the inputs for their
application at later periods and by stating the period from which the
particular improved method is used, and so on. Clearly, this kind of
initial data is of a prognostic nature and is incvitably quite approxi-
mate. Together with other factors. it is convenient to introduce. as
special clements, some particular productive capacities. Among
the latter arc reproducible factors, and the possibility of their
production is envisaged.

The concept of an optimal plan may be introduced in various
ways; for example, with given resources for the first period (certain
resources, say the natural ones, may be given for all periods) and
with a given demand for final products (for each period of time) it is
required to make up a plan in which balances are maintained, and the
accumulation of final output of a specified composition (or of definite
productive capacity) up to the end of the planning period is a
maximum. However, for any natural definition of being optimal, a
plan m=(hy, hy,..../1,) is not optimal, il therc exists a plan
7' =, hy.... ) in which all the elements are produced in
greater quantitics.

r r

.\'?,= Z aisrhs < Z a?t]’.::x?t
s=1 s=1

G(i=1,...,N; t=1,...,T).

This property turns out to be sufficient for the optimal plan = to be
associated with a system of multipliers {¢;,} (i=1,...,N;t=1,....T)
(of valuations for all products and factors over the whole period)
such that

(@) ¢, 20 (i=1,...,N;t=1,...,T). and notall ¢, =0:

(b) Yepa, 0 (s=1,...,r);
it

© Y cuah =0, if h,>0.
it
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The multipliers (valuations) may naturally be normalized. For
instance if
ce=At; (i=L...,N;t=1...,T),

the valuations c;, may be chosen to satisfy the conditions
CgtetoFel,=1 (t=1,..,T),

or the valuations of a certain stated set of products in each intenal
of time are equal to 1. In carrying this out, the left-hand sides of the
inequalities and equations 1 conditions (b) and () are replaced by
the following

T
T Ay car (s=1...,7),
IS

j.e. in evaluating a technical method for production and expenditure
belonging to different intervals of time, the valuations must be
converted to a single interval by means of multipliers 2,.

The ratio 2,/2, is {for a given unit} a conversion coefficient for
inputs 1n period ¢ to period 7. In particular the quantity

(L_0=A4m

Aret Jess

gives the normal efficiency of capital investment in the transition from
period 7 to the following one.

The quantities ¢,, characterize the dynamics of valuations; they are
valuations of inputs and outputs which have been converted to a
single mstant of time. The quantities ¢, characterize the relative
dynamucs of val Correspondingly, there are two methods for
calculating the efficiency of certain capital investment (of a new
method of production, calculated for a long period): namely, if
mputs and outputs duning the years of the capital investment are
charactenized by the matrix u a, u. then the question of the usefulness
of its apphcation 1s solved by determiming whether the sum

L Cult = T2 2 chly

is positive or not. The first expression is calculated directly according
to the dynamics of valuations, and the second is calculated according
to the relative dynamics followed by a conversion of inputs in each
period to one particular period (¢f. Conclusions 25 and 26).

.
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The calculation is simplified if the relative valuations do not change
with time. Then it is sufficient to know the valuations at the initial
time ¢, and the conversion cocfficients Z,; to evaluate a process it is
sufficient to apply the second of the expressions given above with i
replaced by ¢

Properties of Valuations. Variation of a Plan

In the analysis of the basic production planning problem its
geometrical meaning was elucidated. In particular, it was shown
that o.d. valuations are given by the coeflicients of the variables in the
cquation of the hyperplanc H, which is a supporting hyperplane of
the cone K, and which passes through the boundary point 3* of the
intersection of the line y with this cone. Hence, first of all it is clear
that o.d. valuations are completely realistic, that is, they are related
to the situation (available technical methods, volumes of resources,
assortment task) and change when the situation changes (¢f. Conclu-
sion 6). Indeed, during such changes, the cone of plans A and the
assortment axis y change, and with them also the supporting
hyperplane H.

However, if we exclude special cases, when the point 3* which
corresponds to the optimal plan lics on the boundary of the cone K
of dimensions less than N— I, then, for small changes in the assort-
ment task and in the resources, the extreme point y* remains on the
same boundary; therefore o.d. valuations are not changed. For other
small changes (in the methods) the cone A’ changes somewhat; this
leads to small changes in the o.d. valuations.

Thus o.d. valuations possess a certain stability with respect to
changes in the situation (see Conclusion 7).

By changing from the point y* = (x7, x3,..., x») to the neighbour-
ing point §*=(x1+Avx;, x¥T+Axy..., ¥3+Ax) on the same
supporting hyperplane, we arrive at an optimal plan corresponding
to different resources and to a different assortment task. During this
change, as has been noted, 0.d. valuations ¢, €s..... cy, do not alter:

therefore v
N h
z ci -\'l* = z C,(«\’f‘!‘&\“) = Oy
i=t i=1
N
i=1
1 BALLX,
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The last relation is called, naturally enough, the equation of
variation of a plan; it specifies the condition for an equivalent
substitution of some kinds of product and factors of production by
others which must be satisfied in moving from a given optimum plan
to a slightly altered optimal plan and which, generally speaking, is
sufficient for the realization of the latter. In particular one unit of
ingredient (/,) may be replaced by c; /c,, units of ingredient (j,).
‘When using other valuations (different from o.d. valuations), such a
substitution is generally speaking impossible. Hence it is clear that
relations, defined by o.d. valuations, between products and factors of

different kinds are realistic (see Conclusion 8, and the
more general Conclusion 13).
The above properties of o.d. valuats and also the ion of

variation, lead to many applications of these valuations in various
problems of adjustments 1n plans and of obtaining separate partial
solutions (applications of this kind have been described in detail in
the main text of the book; see, for example, Conclusions 9, 10, 15, 16).

NortE 14. We have pointed out that the solution to the problem of
efficiency of some new method, characterized by the vector @ =(a,,
@2y.. ., dy), is determined according to whether the sum

1=

a4
1

i

is positive or not. However, this refers only to the case when the
method may be applied at any level. Methods of production com-
monly occur, which may be used only at a given level (indwvisible
methods or investments). In evaluating such a method, the necessary
condition for 1ts application

1%

Yeaz0
[

is retained; this condition, however, may not be sufficient, since
inclusion of this method 1n the plan may require variations which
are greater than the feasible ones. Hence, in order to solve this
problem it may be necessary to reconsider the plan with the inclusion
of the new method, and to compare the products and inputs of the
plan thus obtained with the oniginal plan,
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S

Rent and Hire Valuation

The analysis of the basic problem of industrial planning carried
out above has shown that in the application of methods for optimal
planning to concrete problems it turns out to be convenient to take
into account other forms of output besides those usually considered
in cconomic analysis. Among inputs may be included. for example,
the use of more fertile ground. the usc of production floor-space.
the rent for a definite time of scarce equipment (apart from its wear),
the rent of circulating resources, and so on. If these factors arce
available in limited amounts and are fully used, they receive positive
valuations. Hence their omission from economic calculations often
leads to incorrect solutions. Many examples of this kind have been
introduced in the main text of the book.

Thus, in order to obtain correct solutions in an economic calcula-
tion, it is necessary to take into account rents (for the use of more
favourable natural conditions) and hire valuations (for the rent of
scarce equipment). Numerical values for these quantities are deter-
mined together with the other o.d. valuations.

Indicators which Characterize the Operation of Factorics

We shall consider the possibility of using o.d. valuations for
constructing statistical-cconomic indicators which characterize the
operation of factorics.

In the models which have been studied it would have been possible
to assume that within cach production unit a certain group of
processes arc included which comprise part of the general plan.
On cach production unit certain factors and goods made by other
production units arc expended to a definite extent, and certain goods
arc produced by it; and the total planned valuation of production
and use of a production element (rents and hire valuations being
taken into account according to the o.d. valuations for the whole
complex) must equal zero,

N
}: C",\.'p = 0
i1

(&' are the planned volumes of output and input on the production
unit under consideration). However, by means of reducing inputs
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and increasing outputs compared with the first draft of the plan, the
sum formed from the actual data can, as a rule, be made to turn out
positive. Its value may be taken as a fundamental index characteriz-
ing the value of the contribution of the production unit:

X &
R=Y ¢,
&

where %2 are the actual volumes of production and use. This index is
sinular to the usual index of profitability, but 1t differs in that
production is calculated now according to the o.d. valuations, while
among costs are included rent and the hire valuation. Henceattempts
to improve this index should result m reduction of input, increase in
the output of required products, more complete and intense use of
equipment, and also the application of production methods which
are most appropriate under existing conditions. The use of methods,
however, which are inappropriate under existing conditions (in par-
ticular, ones which were rejected in drawing up the optimal plan),
turns out to be disadvantageous and leads to a worsening of the
index. Apart from the above index it is necessary, obviously, to take
into account (when evaluating the operation of a factory as well as
1n economic calculations) that the planned task must conform with
regard to its composition of products and inputs.

Caleulation of the Necessary Costs in Terms of Average Labour

As we have seen, with an optimal plan definite o.d. valuations for
the different types of product can be obtained (within the limits of
the production system considered). The problem naturally arises as
to whether they are in contradiction with the labour theory of value,
according to which, under socialism as well, the value of products
must be determined by the socially necessary expenditure of labour.

Analysis of this problem shows that the structure of o.d. valuations
associated with an optimal plan is in complete agreement with the
lahour theory of value; furthermare, the methods for finding these
valuations provide an approach to calculating the full social expendi-
ture of labour.

It must be said that the problem of calculating the social expendi-
ture of labour in a socialist society is far from simple, and in more
complicated cases (such as constantly arise in modern production)
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there 1s a lack of complete clarity as to what is to be understood by
this cxpenditurc and how one is to set about calculating it. Thus, in
various processes which may be efficient for obtaining given produets,
the real (factual or planned) labour costs are different, but the socially
necessary time must be the same. The production of various kinds of
goods are inter-connected, their costs are mutually dependent, and it
is necessary to observe the principle of allocation of costs.

It appears to us that under conditions of centrally planned
socialist production (at least, in the case of state industry), in agree-
ment with the Marxist theory of valuc the following premises may be
taken as starting points for calculating social costs: (a) fidl expendi-
ture of social labour on a given product has to be taken into account;
(b) the manufacture of the given product must be considered to be
specific for a given state of the forces of production; (c) the costs in
the optimal plan must be taken into account. that is, the costs which
arc in fact necessary for society; (d) the calculation must be in terms
of average labour, that is, corresponding to average social conditions.

Without raising the problem of calculating social costs in full
detail we shall discuss it in terms of the mathematical model of
production, which is considered in Problem D.

We shall assume that the plan is being made for a closed produc-
tion system which manufactures its products independently (con-
sideration of a group of systems always allows one to reduce matters
to this case). Under these conditions the factors of production in the
system will be labour, and factors which increase the productive
power of labour (productive capacitics, various types of equipment
more favourable natural sources, and so on), and in this labour is the
only source of value,

In an optimal plan let the input of direct labour be —x, units,{
let the costs of other factors be —x3, — X3, 00, =X, (X, X2y. .., X QTC
negative), and let the quantitics of the products being produced be
Xpags Xma2esees Xpmane according to their types.

A definite o.d. valuation c,, . ; corresponds to cach kind of product.
Hence a general valuation for the products would be (in relative units)

n
Y Cont jNmsj
i=
t We are considering one type of labour (simple labour), and assume that

other types (different in qualifications required, and in intensity) have been
converted to this type.
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and since the whole of this production resulted from —x, units of
1abour (average for the given system),

—xy

5
Y Gty Xmey
=1

units of labour are expended on one relative unit of production.
According to this, one umt of product of type (m+j) (j=1,...,n)
evaluated as ¢,, ., relative units, requires an input of

- —*1
Cmtj= 5 Cmty

2 Cont j Xm+ ]
=1

units of average labour (it is clear that the quantity ¢, ; is indepen-
dent of the choice of the relative unit). Tt follows from this expression
that the o.d. valuations ¢, , of production are proportional to the
labour costs &, constructed in the manner described.

‘We shall show that the labour costs, defined in this way, for a unit
of output correspond 1n fact to those which are required for achieving
this output under given conditions.

For this purpose we shall assume that the planned resources of the
system have been increased by —Ax; (Ax, <0) units of labour. In
order that the conditions of labour remain unchanged by this it is
necessary to assume that the factors of production determining these
conditions receive proporttonal increases,

X; X,
—Axy = =22 Ax,,..., —AX, = —CAx,.
Xy X1

Directing these means towards an increase of product type (m+]),
we obtain an additional quantity Ax,,.; of the product, while for
other types of product whose volume of cutput remains unchanged,
Ax,1=0 (I#). As a result we arrive at an unchanged optimal
plan.

‘The variational equation for the plan (see (11), p. 287) gives

E x,
<y Ax,+c2;c—1 Ax,+...+c,,,x—"’Ax,+c,,,+iAx,,+, =0,
1
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Hence the cost of producing once unit of the product is

—Ax hY —X
1 1 _ 1 =
A.t”.l.j-— m Cl’l+j_ n Cn+j— Cﬁw—j'
Zl C;x; 12 Crmt 1 Xmat
i= =1

where we have taken into account that, in view of relation (c)
(Theorem 3), for every method actually used and therefore also for
the plan as a whole,

2 CGNiF Y Cnag Xsy =0, (12)
=1 =1

Thercfore, for one unit of product of type (m+7) (in this variation
we arrive once more at an optimal plan) ¢,.; units of labour are
indced required. This result is caused by the fact that the total change
in the costs in the group, connected with the increase in output, is
taken into account, allowance being made for the redistribution of
the means, In this, the magnitudes of the costs arc calculated on the
basis of thc methods used in the optimal plan. The validity of such
a calculation is shown also in another approach, in which the social
costs in labour of a certain product (in the present case. the labour
costs in a group) are found according to the direct costs of labour,
account being taken of the condition in which it is used.

We shall consider a specific method of production for obtaining a
particular product in an optimal plan (it would be possible to take
also a certain combination of methods which corresponds to the plan
for a definite production unit), in which only the (m+/)th product is
produced, other products being neither produced nor used. Since
this method is in use in the optimal plan. we have for this method

Cy XY F e F N+ Oy N = 0, (13)

Hence the direct labour costs for a unit product of type (m+j) in
this mcthod arc equal to

-—.\”, Cy x‘,

XL T m
Tt Z X}
i=1

Crs jr
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These are different from the values &, ; found above by a factor

k= R

m m N
X ax Y axi
=1 =1

This factor, the conversion coefficient, characterizes the difference of
the conditions for the given production unit from the average ones
for the complex, as regards ensuring the supply of factors useful to
labour. The coefficient &> 1, if the conditions are more favourable
than average, and k<1, if they are less favourable. In particular, if
labour is used without the application of favourable factors which
are available to a limited extent (it may be called unequipped labour),
the coeffictent which converts it to average is

C1 X1
by =—

X ax
i=1

<1

Thus we see that the necessary costs expressed in average Jabour
may be obtained from the direct labour costs multiplied by a conver-
sion coefficient which allows one to convert them to average condi-
tions. However, the last course which we have béen considering,
though it helps in an understanding of the essence of the problem,
is not effective, since in practice it is difficult to construct these
conversion coefficients.

However, it proves to be possible to find labour valuations for
products by means of analysing the expenses incurred in their
manufacture, if we take into account indirect labour costs as well as
direct ones.

For this purpose valuations of favourable industrial factors must
be obtained and expressed in terms of average labour. These will be

=

g (=1,2...,m.

In particular, for 1 =1, we obtain a valuation of one unit of va-
equipped labour, expressed m terms of average labour.
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We shall now calculate the labour costs of one unit of a product of
type (n1+j) in process s, taking into account both direct labour costs
and the indirect costs of favourable factors according to their
valuations expressed in average labour. Using (12) and (13). we find

L) ”
Z X 1 m x Z € X; x
_i=1 - ae! Crxd = I=1 1
Nt Xpa ST G T
mt m+] E €, X, Trtd Z X,
r=1 r=1
Xy =Xy -
= Cm+j = Cn+1=cn+j
z C, X, z Cont1Xm+1
r=1 1=1

Hence, this calculation gives the previous value for labour costs
incurred. This method of calculation may also be applicd when other
types of product are included in the costs, as long as these products
arc reckoned according to their labour valuations.

In defining labour costs within a group we started from their
natural measurements. In more complicated conditions calculation
of social cost can be realized apparently only in value form. How-
ever, the particular properties which have been demonstrated in the
above analysis, namely the necessity to take into account indirect
expenses and the conversion of conditions of labour to average ones,
retain their significance.

The Significance of Mathematical Models and Their Application in
Economic Analysis

With the passage of time mathematical methods have been gaining
more significance and a wider use. Whereas previously their basic
ficld of application was in natural science and technology, nowadays
they are finding appreciable application in other ficlds of science
and human activity. Characteristic examples are the application of
mathematical methods in philology (in connection with machine
translation) and in military matters (operational rescarch).

A highly important and natural field for the use of mathematical
methods is provided by economics (analysis of economic planning).
which by its very nature has a decidedly quantitative character.
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Mathematical symbolism and methods occupy an important place
in the economic researches of Marx, and in the economic and
statistical works of V. I. Lenin which deal with the economic analysis
of capitalism. These methods must receive special emphasis in the
economic problems of a socialist society. The task of Marxist
economuc science 1s to review the social nature of capitalist society
and to study its general Jaws and its tendencies of development and
of decline. In socialist society economic science must serve as a tool
for finding concrete solutions to problems of national economic
development. Economic laws in a socialist society have an objective
character but they are realized under the conditions of a planned
economy to a large extent by means of deliberate solution. There-
fore, the successful apphcation of the laws in the interest of society
depends on how completely and deeply we master them.t Hencetis
clear that Marxist analysts of economic problems in socialist society
and of the mechamsm of the operation of its laws must be as accur-
ate, detailed and specific as possible. One naturally expects that in
this kind of analysis mathematics will be especially useful. In view of
the lication and depend of ic problems in
modern production one cannot expect that it will be possible to
succeed in the quantitative analysis of these problems with the most
simple mathematical means. Here undoubtedly the latest achieve-
ments of modern mathematics will be required.

Nevertheless, until recent times mathematical analysis was not
only rarely used in economic problems, but it was even necessary to
contend with definite objections to its use. Such objections cannot
be accepted as justifiable.

The lack of appreciation of the possibility of applying quantitative
mathematical methods in the analysis of economic phenomena
because of their specific character is in our view a survival of
notions about the unobjective character of the economic laws of
socialtsm.

Equally unjustified 1s the prejudice against mathematical methods

1 As anillustration of the various ways in which objective laws may be realized,
we recall two classical problems of the calculus of variation: the problem of
the catenary\and the brachystochrone (the curve of steepest descent) A heavy
thread sags 112 catenary mdependently of whether the person holding its ends
knows the solutton to the relevant problem or not. How close a curve of descent
stoa brachys&ochrone depends on the extent to which the constructor of the
curve has mastéred the laws of the calculus of variations.

1
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because of their partial use by bourgeois cconomic schools. Clearly,
the precedents of the incorrect use of mathematics for purpmés
different from ours cannot prevent Soviet scicntists from usine
mathematical methods in economic problems in a way which is
correct and of advantage in the building of communism.

Mathematical analysis is not applicable directly to problems of
reality. Usually, by means of abstractions. a mathematical modecl
of the phecnomenon considered is constructed. and this model may
be treated mathematically. Such a model naturally does not include
all its aspects but only some of the more important ones chosen
for particular consideration. Hence the solutions and conclusions
obtained as a result of the analysis are applicable to the real problem
only to a certain degree of approximation. Often the succeeding
qualitative analysis assists one in knowing in which direction the
model should be made more accurate so that it may better reflect the
real problem.

At the same time, if a model cxists its mathematical analysis may
be used not only for obtaining certain quantitative data, but also
to reveal new conformities with laws, to analyse causal relationships
and dependencices, and to predict new phenomena (examples of this
kind in natural science are provided by the discovery of Neptune, and
the theoretical prediction of certain phenomena occurring in super-
sonic speeds and in atomic physics).

Of prime significance for the effectivencss and applicability of a
particular model is the correctness of the initial premises used in its
construction; it is also necessary that the important factors are in
fact included and that the lesser ones are discarded. Thus. certain
models of capitalist economies introduced by bourgeois cconomists
turn out to be necessarily fallacious, since in their construction the
authors have ignored the existence of unemployment and similar
phenomtna which are always inherent in their social structure.
Naturally, the conclusions drawn from these premises do not merit
the least credence.

Consequently, in applying mathematical analysis and in construct-
ing mathematical models for the study of economic problems in a
socialist society, it is necessary that the initial premises should be in
agreement with the basic principles of the Marxist method of
cconomic analysis, namely dialectical thought. the objective char-
acter of rescarch, social analysis of the rclations of production,
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pre-eminence of production and recognition of Iabour as the sole
source of value.

The fundamental criteria for estimating the significance and correct-
ness of such research, as for the truth of any knowledge in general,
must be the Leninist criterion of practice. In other words, the greatest
importance for its evaluation must lte in the agreement of the results
obtained with reality and in their ability to explain and influence the
phenomena of our economic reality, so that they may help in the
development of more effective measures and solutions.

Socialist society as a whole, and in its various departments, is by its
nature capable of securing 2 more complete and rational use of
productive resources for the better satisfaction of the needs of society.
Therefore, for each sector of socialist production and for socialist
society as a whole, an optimal plan has a concrete reality, and the
consistency of such a plan with economic laws corresponds to the real
economic conformities with the laws of soctalist society (similar to
the way mm which mechanical motion is governed by the extremal
variational principles of mechanics). From this it is clear that in the
quantitative mathematical analysis of the planned economy in a
socialist society the basic approach must be research into extremal
mathematical problems.{

In the conditions of socialist society, a critical problem is that of
raising the level of production. In the study of this problem and of
the economics of socialist society it is known to be correct to separate
the problem of production from the problem of distribution. Inde-
pendent consideration of the problem of the optimum organization
of production 1s permissible since in sociahst economy without crises
and with public socialist ownership of the means of production in its
two forms goods cannot be produced according to the requirements
of society and then remain unused. In view of this we must accept
the models of production planning (the fundamental problemi and the
dynamic model), which we have considered, as fully justified, and the
same applies to the corresponding problems of current and long-term
planning in which the object is to obtain the maximum level of

1 In capitalist society the existence of crises and

d of shows that the use of the maximum
prnciple for studyng its as a whole 1s i Hence the
attempts on the part of the i for italism (for example,

Pareto) to study the economic laws of capitalism, startung from the mathematical
condrtions for a maximum, are faulty in their meth
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production of the necessary composition from given resources or
cquivalently, to obtain the fast increase of output.¥ The results
of analysing these schemes confirm that the requirement for a
given plan of production to be optimal enables onc to obtain rather
substantive conclusions together with its important quantitative
characteristics.i

One must not be surprised at the circumstance that, besides the
qualitative difference in principle in the laws of socialist and
capitalistic society and in the meaning of the fundamental economic
categories, manifest formal analogies arc to be found in various
quantitative indicators and relations—for example, in normal ecfii-
ciency and normal profit, normal valuations and the price of produc-
tion. V. 1. Lenin drew attention to this possibility when he noted
that “the unity of nature is displayed in the ‘strikingly analogous’
differential equations relating to various fields of phcnomena®™.

As we have noticed, the models under study must find application
both in problems of national economic planning and in more special
problems of the various units of socialist production and of particular
planning problems.

The analysis of these schemes lcads also to a certain system of
objectively determined valuations.j

Socialist economy is concerned with obtaining scicntifically bascd
magnitudes of costs for various types of products. It is essential to
know these magnitudes for solving problems of labour dis-
tribution and of replacing one product, or certain inputs, by
others. Such a manifestation of valuc relations in socialist society is
fundamental.

+ In capitalism the usc of such models for the general analysis of economics is
impossible. There the cconomics of a country as a whole cannot follow a single
plan, et alone a maximal one. In a capitalist economy, not only are the interests
of socicty continually subordinated to those of the capitalist corporations, but
instead of true requirements they follow short-term conditions of demand which
altogether misrepresent these requirements.

1 In a figurative scnse we may say that the problem of cfficiency would tx
solved, if a supporting hyperplane to the cone of all cconomic plans weee found.

§ V. 1. Lenin: #orks, vol. 14, p. 276 (Russian edition).

i It must be emphasized that analysis of a model is 2 necessary stage in study-
ing an object cven though the mode! does not represent the abicct completely,
For example, in construction engincering the calculation for a building does not
include all the beams, tie-rods and girders; however, without mastering the
mcthods for calculating these elements it is impossible to make correct caliu-
Iations for the building as a whole.
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The choice of one solution or another as a separate economic
problem makes no basic change to the general plan but is related
only to one of its vanations. Hence o.d. valuations that correspond
to conditions of production in an optimal plan and permit us, as we
have seen, to make a correct comparison of the results of different
variations of a plan, are well adapted for determining the economic
effect of the choice of specific economic solutions. This is a result of
the fact that o.d. valuations correspond to the magnitude of the costs
of (average) labour, which is necessary for producing this output
under the given conditions. The fact that in so doing it is necessary
to take into account the mputs of factors which determine the con-
ditions for the application and economy of labour and that these
factors also have o d. valuations (rent, hire valuations of equipment)
is connected simply with the necessity to calculate labour costs
correctly, with allowance for the national economic conditions of its
use; 1t 1s connected with the need to obtain not only partial labour
costs 1n any production unit, but full labour costs.

Such a complete calculation also ensures that the level of costs of a
given product characterizes not only the costs of varying the volume
of 1ts output, but turns out as a rule to be universal for all (rational)
methods used for producmng it on all units and hence coincides
with the global (average) level of costs.

It is important to note the realism of the above statement of the
optimal planning problem. It 1s determined by the fact that the
system of o.d. valuations, which 1s constructed together with the
optimal plan, provides a means for solving a number of problems
which are necessary for the practical realization of a plan: for

le, the possibility of ch the plan (while keeping it
optimal) according to changes in the situation, the possibility of
obtaining mdicators for evaluating the work of the separate produc-
tion units and for stmulating the carrying out of the optimal plan,
and so on.

It should be emphasized, howexer, that the models of production
plannuing which have been considered are only approximations to the
real problem. To make these studies more accurate 1t would be

1 Ignonng indirect Ieads to ion of the real cost
relations which may be compared with that obtained 1n, say, problems of
mechanics, 1f forces of reaction, wertia, and friction were excluded from con-

sideration (or taken nto account only qualitatively), and only “visible™ active
forces were retained
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necessary to consider the assumption of linearity, which is not
entircly justified, and to allow for the stochastic (problematical)
nature of some initial data; finally, one should remember to allow
for certain non-cconomic factors. However, the introduction of
these considerations into the calculations cannot change the basic
conclusions; hence it is of the greatest importance to follow those
paths of the analysis of cconomic planning which the basic modcl
provides.

In considering these modecls, of course, a number of important
problems have been altogether ignored, for example, how to make
adjustments to the composition of the final products in the sector of
private demand on the basis of demand studies, problems of alloca-
tion, in particular the wage structure, and so on. All these problems
require special study which does not come within the scope of this
book; but it is to be assumed that here too mathematical methods
and models would find their appropriate place.

The above arca of problems as a whole requires a great deal of
further research, which will probably introduce appreciable correc-
tions to the propositions given in this book, and will lead to the
treatment of many esseatial problems which have not been touched
upon here.

However, there is no doubt that mathematical analysis will help
towards a better understanding of the quantitative aspects of the
cconomic laws which govern a socialist society and will produce a
more complete discovery of the advantages of this highly perfected
social structure. This will assist in a more complete realization of the
possibilities of the socialist method of production in the national
cconomy as a whole and in all its sectors.
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NUMERICAL METHODS FOR THE
SOLUTION OF PROBLEMS OF
OPTIMAL PLANNING

THE characteristics of an optimal plan given above (Appendix I)
lead to a series of effective methods for solving problems of optimal

)t The present appendix is devoted to a description of these

methods.

In the methods explamned earlier the multipliers corresponding to
these characteristics provide the basic tool for finding an optimal
plan. Hence all these methods may be considered as different
special examples of the general method of solution multipliers
described in reference {11,

As in the rest of this book, the arguments presented here are
chiefly for persons who are not mathematical specialists. Hence we
shall not dwell on the detailed mathematical basis for the methods
proposed nor on a consideration of certain special cases which
are comparatively rarely met in practice.

It should be noted that the general methods of classical analysis
for solving these problems are not realizable in practice even in
comparatively simple cases. For example, to solve Problem A (of
the allocation of a programme) by means of these methods with
m=38, n=35, it would be necessary to solve about one hundred
thousand sets of simultaneous Imnear algebraic equations with twelve
unknowns, which is obviously unworkable even with the use of
modern electronic computers.

The Analysis of an Existing Plan
Directly connected with. the problem of finding an optimal plan
is the question of checking (analysing) an existing plan. The method

of checking normally used 1n practice consists of an attempt to form
302
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a new plan with a higher aggregate output. One could not succeed,
as a rule, in investigating the great number of all possible after-
natives, while a survey of only some of the alternatives can provide
no certainty that the projected plan is optimal. Thus, in spite of
the large amount of work involved, the above method of checking
does not enable one to cstablish whether a chosen alternative is
optimal; the quality of the check depends essentially on the
qualifications of the worker and is therefore of a subjective character.

The tests obtained for an optimal plan (sce Appendix I, Theorems
1-6) provide objective methods for checking an existing plan. To
test whether a given plan is optimal it is sufficient to cstablish
whether or not there exists a system of multipliers (valuations)
which satisfies the relevant conditions.

ExAMPLE 1.1 In Problem A (see Appendix 1. p. 263) let m =4,
n=3,k, =35, ky=12, k3 =10 (we are concerned here, for example,
with the distribution of three types of work among four production
units); the productivities of the units a;; (i=1,2,3,4; j=1,2, 3)
are characterized by the matrix

Ned

40 250 250]]
’ 5001

80 200 220§
120 180§§

We shall consider the following feasible plan for the operation of
the production unit:

| ayl =
L

0436 0-564 0 |
y 0565 0 0435
7= [lhy]= 1 0 0 I
o 1 0 |
According to this plan, x7=108-74, x§ =261, x3=217-5 units

of the respective products are produced pcr unit time (for example,
X5 = 40x0:436+20 % 0-565+80 x 1 = 108-74), i.c. per unit time

complete assortment sets are produced.
We attempt to find valuations for the products which satisfy the

4+ The data in this example correspond in substance to those of the problem
given in Chapter I, Section 2.
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conditions of Theorem 1. These valuations are determined only up
to a factor of proportionality; hence we may take the valuation for
one umt of the first product as ¢; = 1. Then the productivities of
production units (1), (2) and (3), which are used in the manufacture
of this product, are respectively 4, =1x40=40, d, =1x20=20,
ds=1x80=80. On unit (1), product type 2 is also made; hence
the valuation for one unit of this product is ¢, =40 250 =0-16.
Further, we find the productivity of the production unit (4),
dy=016x 120 =19-2, and the valuation of one unit of product
type (3), ¢3 =20+500=004.

deb0 =20

LA AL G
FiG. 10

The scheme for the successive determination of these valnations
is shown in Fig. 10.

1t 15 not difficult to check that the valuations obtained satisfy all
the conditions of Theorem 1 (in particular, each machine is used
for that kind of work for which its productivity is maximal).

Consequently these valuations are a system of od. valuations,
and the plan under consideration is optumal.

1 0 0
= 1 0 0
01925 08075 o |
0 01622 08375

We shall consider now another plan. For this plan we have

X} =754; x3 =181-0; 2% = 1508.

Incheckingthis plan, by a procedure analogous to the above, we find
cg=1; dy=40; d, =20; d;=280;
c; = 80+200 =04; dy = 04x120 = 48; ¢, = 48 180 = 02667,
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The valuations found do not satisfy Theorem 1: for example, the
productivity of the production unit (2) for the manufacture of the
third product is 0-2667 » 500 = 133-3>20 = d,. and this possibility is
not provided for in the plan (condition (b) is violated). Hence plan
7' is not optimal; it may be improved by using the production
unit (2) partly for manufacture of the third product.

S Vyazr'ma 4‘Mazha:sk-<-- 7.Moscaw 0 /l/
e LT 238 Tkt

(8! gkhona'mg; 2

astyn ~ ]0
'& Svia U 7
54\ (30 oI Vz % 2 hyazhsk
oy & < ~40)
2. S?k’.a%dﬂ 4o ,4__
- 87 P a Hﬁ‘/c‘ts
7. Gorbacheyo
(30) (20)
Fic. 11

ExaMmpLE 2. We shall consider the transport problem (Problem F)
under the specific conditions shown in Fig. 11.

Here there are m = 14 points joined by a railway network, which
consists of r=19 sections.t With the name of cach point (i) the
level of its demand b; is indicated in brackets. Points of pro-
duction (b,;<0) are denoted by rectangles, points of demand (5,>0)
arc indicated by circles, and intermediate points (b, = 0) by trianglcs.
Against each section a number a, is written, which denotes the cost
of transporting onc unit of goods along this section. For definiteness
we shall assume that the numbers b, express the level of demand
in wagons per 24 hr, and the numbers a, give the distance between
the respective stations in kilometres; hence the costs are measured in
wagon-kilometres.

Figure 11 also indicates a certain transport plan (the arrows and
the figures under them indicate respectively the direction and

+ More exactly, in the notation of Problem F, we should take r-. 3%, si{zcc,
in the present case, goods may be transported in cither one of two discctions
along each section of the system,
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volumes of the flow of goods). Accerding to this plan, products
arrive at each station in the required quantities, so the plan is
feasible. To establish the optimality of the plan we must seek
potentials ¢y, ¢, . . . , €14, Which satisfy the conditions of Theorem 5,
The potentials are determined only up to an additive constant;
hence the potential for one of the stations may be chosen arbitrarily.
We take, for example, Moscow’s potential to be ¢; = 500. From
Moscow goods are transported to Mozhaisk; consequently, the
potential of this station is ¢, = 500+109 =609. Analogously we
find ¢4, €43, €5, €3, and so on;

Ce=500+122=622; ©€,3=622—48=574;  c5=574+150=T24;
¢, =5T4—00=484;  c,=4844142=626; cy=500+183=683;
€ 4=683-50=633;  =633—70=563;  c,=563—84=479;
€10=500-+109=609; ¢,,=500+117=617; ¢,,=>500+238="738.

The potentials obtained satisfy all the conditions of Theorem 5.
Indeed, these potentials were constructed so that they fulfil con-
ditions (b), and 1t is not difficult to check that they also satisfy
conditions (a):

cs—cg=115<133; ¢3—¢,;=57<82; cz—e;3=109<150;
C14—010=24<136; ¢1p—0Ce=46<142; ¢}y ~c;=138<198.

Hence the proposed plan is optimal.

In this example we managed to determine the potentials at all
stations on the basis of only some of the conditions (b). It may
happen 1n a particular transport plan that all the stations are divided
into several groups which are not connected one with another by
goods streams, Then 1t is impossible to determine the potential at
all stations starting from conditions (b). However, using con-
ditions {a) as well as conditions {(b), one can obtain a set of in-
equalities for the required potentials. If this set is compatible the
existing plan is optimal. If the set is incompatible the inequalities
for one of the potentials are inconsistent; this means that the plan
under consideration 1s not optimal; at the same time, a possible
method for improving the exsting plan emerges.

‘We shall make this clear by means of a concrete example. Withthe
conditions of Example 2, let the given plan be that which is repre-
sented in Fig. 12. As is not difficult to see, this plan is feasible. We
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shall seck potentials which correspond to it. Taking ¢, = 300, we

find
(‘4“-—‘-609; C6=622; (.‘10:609; Cx1=617: (“23738.

The other points are not connected by flows of goods with the
numbered stations. Hence condition (b) does not cnable one to

& lj'az 'ma 4.Mozhaisk -(-- lLHoscow 20 /l/-
(33— 238 72.Kovki

-100)
(’0) (20) r@/ 0‘,? '(200}
Ma/a- Il Go/umwn

& yamslavel’s 7 lOA’aslnra
37“khonmuq, (10}

\Q f
/ (JW\ i’?ﬁ‘""

2.8ukhinichi ’Q % A
(-50)

3.8yazhsk
-~40)

Dn

Pav'elcts W

o~ 7 Gorbacheva (20)

Frc 12
determine their potentials. However, applying condition (a) to the
Vyaz'ma~-Mozhaisk section, we obtain

609—133 =476 < cs £ 609 +133 =742,

According to (b) and (a), we have for Tikhonova Pustyn’

326 =476—150 < c5 < 742150 = 592,
574 =622~ 48 < ¢;3 £622+4 48 =670,
whence
574 < ¢y5 < 592.
Further, according to (b), we find

484 < ¢, £ 502; 626 <, S 644; 708 = cp S 726,

Applying condition (a) now to the Moscow-Tula section, we obtain
317 £ g £ 683,
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For cg, the potential at Tula, we obtain two inconsistent inequali-
ties,

cg 2708, c5 < 683;

this shows that the present plan is not optimal. It may be improved
by introducing goods transport on the Moscow-Tula section with a
corresponding reduction in transport along the Gorbachevo-Tula
section (the former section was used for obtaining the lower limit
for the potential at Tula, 708, and the latter section for obtaining
the upper limit, 683). Adjustments of this plan are considered below.

We give now a more general algebraic description of the pro-
posed method for checking a basic production planning problem
(see Appendix I, Problem D).

To each feasible vector (plan) w=(y, hy, ..., k), as we have
seen (see (8), p. 277), there corresponds a point

r N
Walz= 3 ha'+ Y h,.é, )

. =1 =1

where y°=(by,...,bm 0,...,0), z2=0(0,...,0, ky,..., k),
a*=(a3, a%...,a})

are given vectors, which characterize respectively the limits of the
first m elements, the required set of the last n elements, and the
existing technical methods;

P

é=(0,...,0, -1,0,...,0)

are the unit vectors along the respective co-ordinate axes, A=p(r) is
the aggregate output, », (s=1,...,r) are the components of
the vector 7, and the coefficients of the umt vectors 4, are the sur-
pluses of the various elements, which are determined by formulae
(9) (p. 277). Retaining on the right-hand side of (1) only non-zero
terms, we find the relation

. v
Yriz=3 hoat+ Y et
k=1 =1
(hy>0, s=5,,...,8, Ftip..,rdi) 0]

In Appendix I (see Theorem 3) it was shown that for a feasible
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plan  to be optimal, it is necessary and sufficient that there exist
multipliers (o.d. valuations) ¢y, ¢, .. ., €. such that

(ﬂ) C,go (i= ]’...'}\!’). max C"‘}>0:
18j7n
A
(b) Y a; S0 (s=1,....r);
=y}
N
© Y qapr=0 (k=1,...,u);
i1
) ¢, =0 (I=1,...,1).

This enables one to formulate the following general rule for check-
ing.

Rule 1. To check an existing feasible plan =z = (I, h,. ..., 1) one
must consider the sct of equations (c) and (d) with unknowns ¢,
€3y s vny Cx-

(1) If this set has no solution which satisfies (a), plan = is not
optimal; it may be improved without including other technical
mecthods by changing the lcvel of application of the methods used
in it.

(2) Let the simultancous cquations under consideration have a
unique solution ¢y, €, ..., Ty (up to an arbitrary multiplicative
constant) which satisfies conditions (a). We find then valuations
for all the technical methods,

N
Y &ai (s=1,...,n. (3)
i=1

If none of these valuations is positive, conditions (b) are also ful-

filled; hence plan = is optimal, and the numbers ¢ (i=1..... AN)

are a system of o.d. valuations. If this is not so the plan under
review is not optimal, and it may be improved by adding a technical
method for which the valuation is positive.

(3) If the equations (c-d) arc indcterminate. i.c. if their general
solution contains several arbitrary constants, then conditions () and
(b) provide a set of inequalitics for determining these constants. If
this set of incqualities is compatible, the plan = is optimal; if not,
then the plan is not optimal.

Note. In practical problems. case (3) occurs much less commoniy
than cases (1) and (2).
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InE le 1 idered above valuations for checking the plan n
were in fact determined from the equations

—d;+40¢,=0; —d;+20c, =
—d, +250c, =0; —d,+500c, =

3 —dy+80c;=0;
3 —dy+120c, =0,

which, as may easily be seen, correspond to conditions {¢) and (d).
Further, we checked that each element is used for the work for
which it has maxrmum productivity, or that the inequalities

~depaye, S0 (i=1,2,3,4; j=1,2,3)

are satisfied. In this way we blished that all the q ities (3)
are non-positive 1n the present case and, consequently, this plan is
optimal,

Construction of an Optimal Plan by Means of Successive
Adyustmentst

In the previous paragraph it was shown that if a given plan is
not optimal, then not only will this fact be established by the
check but also a possible method of improving it will be discovered.
More precisely, one establishes what improvement is possible by
ncluding m the plan a method which is not already used in it (the
vector ef may also act as such a method). Next, one determines the
maxmmum level of applicability with which this method may be
included in the plan. The inclusion of a new method leads, as a
rule, to the exclusion of one of the methods used previously., Asa
result of such a correction we obtain a plan with a higher aggregate
productivity. If this plan is still not optimal then a possible method
for improving 1t will be discovered again by this check, and so
on. After a finite number of such steps, we arrive at an optimal
plan and a system of o.d. valuations. This is one of the effective
methods for solving problems of optimal planning.

1 The method of i is given in 3,41 for the
plan for solving a transport problem, and in [5] for a plan for the treatment of a
complex taw material. This method has much in common with Dantzig's
simplex-method, see [9] which was developed independently; however, od.
valuations (solution multipliers) are not used in Dantzig*s method, which makes
it necessary at each stage to expand all the vectors a’ and ei in terms of bases.
‘The present method involves a smaller amount of computation,
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We shall illustrate this method initially on the same numerical
cxamples as above.

In Example 1 (p. 303) it was cstablished in checking the plan that
it was not optimal and that it could be improved by using produc-
tion unit (2) partly for the manufacture of the third product.

We denote that part of the working time of unit (2) which is
devoted in the new plan to the manufacture of the third product
by ¢ With the full utilization of this unit for manufacturing the
third product one obtains a gain of 133:3-20 = 113-3 units, which
corresponds to 113-3/(1 X 5404 x 1240-2667 x 10) = 9-088 assort-
ment sets. We obtain thus a gain of 9-088¢ assortment sets.

On production unit (2) in time ¢, 500¢ units of the third product
are produced, and only 10 x 9-088£ = 90-88¢ units of it are neceded.
Hence a part of the working time of unit (4), equal to (500 —90-88¢)/
180 = 2-273¢, remains free. Using this time for thc manufacture of
the second product, we obtain 120x2-273¢ = 272-8¢ units of it
instead of 12%x9-088&£=109-1¢ which are nceded. This cnables
unit (3) to be relicved by (272:8¢—109:1¢)/200 =0-8185¢. Using
this time for the manufacture of the first product, we obtain
80x0-8185c = 65-48¢ units of it. However, on production unit (2)
20¢ units less of this product arc now obtained. Conscquently, the
gain is 65-48£—20¢=45-48¢, which corresponds to the required
increasc in the first product of 5 x 9-088 ¢ = 45-44 ¢ (some discrepancy
is caused by rounding off).

Thus the new plan takes the form

1 0 0 ;

- I—¢ 0 £ i ()
‘ 0-1925+0:8185¢  0-8075—0-8185¢ 0 e
| 0 0-1622+2273c  0-8378-2:273¢

We are interested in choosing a maximal £; however, in doing this,
all the numbers /i;; must remain non-negative. Hence we take
£ =0-8378/2:273 = 0-3686. Substituting this value in (4), we obtain
a plan

10 0
- _l06314 0 0:3686 |,
* Tl 04942 05058 0

0 1 0
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whose aggregate productivity is higher than that of =’ by 9-088 £=3-35
assortment sets.

A check of plan n” shows that it also is not optimal, By im-
proving 1t we artive at plan = (p. 303) which, as has already been
shown, is optimal.

In Example 2 we satisfied ourselves that the plan represented in
F1g. 12 was not optimal. The contradiction, which became apparent
on determining the potentials, showed that this plan may be im-
proved by sending a certain number of wagons from Moscow to
Tula. We join these stations by the unclosed circuit Moscow~
Maloyaroslavets — Titkhonova Pustyn’ — Sukhinichi — Gorbachevo~
Tula, which consists of the sections used in determining the upper
Tt 683 for the potential at Tula. The smallest number of wagons
travelling 1n this direction is 10 (on the section Gorbachevo-Tula).
Hence we decrease the goods stream in this direction by 10 wagons;
that 1s to say, we reduce the number of wagons over the arrows
pomnting 1n the stated direction by 10, we increase the number of
wagons over the arrows pomnting in the opposite direction by 10, and
on the section where there was no goods stream at all (the Maloyaro-
slavets-Tikhonova Pustyn’ section) we itroduce a stream of 10
wagons m the direction from Tula to Moscow. So that the general
balance is not violated (the plan remains feasible), we sent 10
wagons directly from Moscow to Tula. Thus, we obtain the plan
represented in Fig. 11, which, as has been shown, is optimal.

In the above example of obtaining an optimal plan it was neces-
sary to carry out only one adjustment to the existing plan. Generally
speaking, several such adjustments have to be carried out.

‘We come now fo the general algebraic description of the method.
To simplify the explanation, we shall assume that for each feasible
plan m=(hy, hy, ..., h,) (with aggregate productivity u(m)>0) as
represented by the point y°+ u(n)z in the form (2), the number of
terms ist

u+pZ N—1. &}

1 If this condition ts violated 1n the process of constructing the optimal plan
which we are constdering, certan difficulties may occur, We have met such 2
sitvation m the second part of Example 2, which, however, did not interfere with
our finding an optimal plan Nevertheless, we cannot dwell here on a detailed
study of this case We note only that, generally speaking, condition (5) must be
observed, but that its violation is with cases of 3 hence,
this conditton can always be satisfied by infinitesimal changes in the imitial data.
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The process starts with a feasible plan ==/, h...... b)) for
which the following equation holds: )

(2]
s

H4+v=N-—1. {t)

In this casc, as will be shown below, the vectors

z, @', ..., a oLl 'Sl
are a basis for the space considered, i.c. any vector may be uniquely
expressed as a linear combination of these vectors. Hence it follows

that the equations

n N
ijc,,,H:l, Za;kci-:o (k:l,,,,,u). _‘C;l(l=1.....l‘)=‘:0
S=4 f=1 (8)

have a unique solution ¢y, ¢,,..., cy.
If this solution satisfies the conditions

(a) 20 (i=1, 2,...,N),

Ed

(b) ca

i=1

A
o
—_
w
1l
%
b

i

then the plan = is an optimal plan, and the numbers ¢y, cs. ... ¢y
arc a system of o.d. valuations.

If onc of these conditions is violated, the plan = is not optimal,
and aggregate productivity may be increased by including in the
plan the vector

[c'b, if ¢, <0,

.
la"’, it ap > 0. @
iT1

To include this vector, we cxpress x as a lincar combination of the
vectors (7).

1 LS .
x=f.z2+ ) g, 0"+ Y dearf™ (10)
L=t I=1

where, as onc may casily show by taking the scalar product ef both
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sides of this equation with the vector ¢={cy, €3,..., ¢y) and by
using (8),

—¢, >0, if x= elo,

f=(x)=

N
Y qap>0, if x=a%
=1
Using (2) and (10), we obtain the identity
u o
P +(A+e)z =xZ| (hs.—fq.k)a’*+'§ (Brry=egrsr)e"ex.  (11)

The quantity A+ &f characterizes the aggregate productivity of the
respective plan. Consequently we attempt to make ¢ take its maxi-
mum value. However, in doing this, all the coefficients in (11) must
remain non-negative; therefore we take

h
E=min (s=s8p,...,8 Fhipeortil) (12
0.>09;s

Thus we arrive at a representation in the form (2) for the point
¥°+X'z, where A'=2+ ¢f>2 and the number of terms is '+’ =
N-—1; the process may be continued. (If all the coefficients in (10)
gs20, then, as shown by (11), there are plans with aggregate pro-
ductivity as high as we please and, consequently, an optimal plan
does not exsst. The same follows also from Theorem 4, Appendix I,
since, with the assumption made, relation (10) indicates that con-
dition g of this theorem is violated. In practical problems, as has
already been noted, this stituation does not occur.}

The process described cannot be continued indefinitely since there
is only a finite number of points such as y°+ Az for which the number
of terms in (2) satisfies (6), and in view of the monotonic nature of
the process (1> 1) we cannot arrive twice at the same point, There-
fore, after afinite number of steps, we reach an optimal plan
mw=(hy, hy..., h) and a system of o.d. valuations ¢, ¢sy..., Cx»
or else show that in the given problem an optimal plan does not
exist (that there are plans with arbitrarily high aggregate pro-
ductivities).
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The most laborious portion of the process described is the solution
of the cquations (8) and the expansion of the vectors x in terms of
the components (7). We shall explain how it is possible, by use of
matrices,T to simplify these operations, beginning with the second
stage of the process.

We denote by 4 the matrix composed of the cocfiicients of the
unknowns in equations (8). We shall assume that the inverse
matrix A~ is known. Then, as may be casily scen, the clements in
the first column of this matrix are a solution of the cquations (8),
and the cocflicients in the expansion (10) are casily found:

tad

(f: gxn"wgsu’ gr+in-~~ygr+l‘.)=x'A-i- (13)

Calculation of the inverse matrix is, of course, in no way simpler
than solving two systems of equations (determination of the co-
efficients in (10) also amounts to the solution of a system). However,
the set of equations (8), obtained at cach successive stage, differs from
the previous sct only in one equation; hence, in treating its matrix
(starting from the sccond stage) the following rule may be used.

Rule 2. Let there be two square matrices, A, =x,} and
Ay =lxy|, of order N, which differ only in the clements of the
y-th row,

xy=xy (=1,...,v=1, v+1,...,N; j=L...,N),

and let the inverse matrix A7 =| ;]| be given. Then the inverse
matrix A7 = | y;|| is found in the following way:

(1) The vector
(al’ az, cany aN) = (.\':.‘, X:’:‘ «ee ,.\';_y) . A;l
is found.
(2) The v-th column of the matrix A} is divided by z,. and then

this transformed column, multiplied by the numbers z, (j=1.....
v—1,v+1,..., N), is subtracted from the respective columns of the

1 As regards matrix notation and numerical operations on matrices, see, afur
example, V., N. Faddeyeva: Numerical methods of lincar algebre, Gosiekhizdut,
1950,
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matrix A7, In other words, the elements of the inverse matrix 45"
are determined thus:

1 .
{Z.y,, for j=v,

Yiy— i for j#w

Now the whole process may be described in the form of a certain
routine,

Rule 3. Searching for an optimal plan and a system of o.d.
valuations may be reduced 1o the following sequence of operations.

(1) Starting from some feasible plan == (hy, hy,..., h), for
which condition (6) is satisfied, we form a matrix 4, whose rows are
the components of the vectors

8% (k=1,...,u), e1(I=1,...,0).

(2) We find the inverse matrix A~* (using any of the methods
usually recommended in algebra).f

(3) For the elements of the first column of matrix 47!, which
gve the values ¢y, ¢a,..., ¢y, we check conditions (a) and (b). If
these conditions are satisfied, the elements are a system of o.d.
valuations, and the plan = = (h,, hs,..., h,) is optimal; the process
1s completed. If the conditions are not satisfied, we choose a vector
x corresponding to (9), and we proceed to the next stage.

(4) We calculate the coefficients f, g,(s=Sy,..e5 Sy FHigyenny
r+i,) and the quantity ¢ according to (13) and (12). The quantities
found are used for determining the coefficients in the new relation
@,

K=dkef, By=hmog, (5=5p...5 P T,

where ¢ is the coefficient of the new vector x.

If all the coefficients g, <0, an optimal plan does not exist {and
4he proeess has been completed).

(5) In the row of the matrix 4 which corresponds to the zero co-
effictent %, we write out the new elements—the components of the

1 In cases where the form (2} is composed chiefly of the unit vectors, treatment
of the inttial matrix 4 1s particularly simple.
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veetor x—and we treat the matrix thus obtained according 1o
Rule 2. In this way the quantities 7,(j = 1...., N) coincide with the
corresponding cocflicients f and g,, calculated in the previcus sub-
section,

(6) We proceed to sub-section (3).

It remains only to consider the question of forming an initial
feasible plan.

Let us suppose first of all that we have at our disposal a certain
feasible plan n=(ly, h,,..., h,), but that for this plan there is a
strict inequality sign in (5). In this case, the vectors (7) are lincarly
dependent (their number exceeds the dimension of the space), and
the following rclation holds:

177 ]

fz+kzl s« a“+leg’+fl el" =0: (14)

without loss of generality we may suppose that £=0 and for /=0
at least onc of the coefficients g,>0.
Using (2) and (14), we obtain the identity

YHG+e)z= LZ’ (B, —eg,,)a™+ ,Zl (st =G, s )™

Substituting in it the quantity ¢ calculated according to (12) we
obtain the point y°+2’z in form (2), where 2’ =2 +¢f 2 A, and the
number of added terms «'+ v’ <wu+v. (If all the coefficients g, <0,
then, as above, this indicates that in the particular case an optimal
plan docs not exist.)

After a finite number of such stages (not more than v+v—-~N4-1)
we obtain a formula in the form (2), for which condition (6) is
satisfied and which consequently may be taken as an initial formula
in the process just described (if, however, at a certain stage relation
(14) is obtained, where all g,<0, then in this problem an optimal
plan docs not exist).

We may easily check the fact which we have used above, that when
condition (6) is satisfied the vectors (7) form a basis for the given
space. Indeed, if these vectors had turned out to be lincarly de-
pendent, then as we have seen, it would have been possible to obtain
a formula in form (2) with a smaller number of added terms, a
formula for which u+r<N—1. which contradicts the assumption
made.
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We shall not dwell in detail on the compiling of an initial plan if no
feasible plan is known at all. We point out only that in practical
problems the finding of a particular feasible plan usually presents no
difficulty whatever. For example, if there are positive reserves of the
first m elements (the numbers ,<0, i=1,...,m) and in all the
technical methods the last nelements are not fully expended (a;, , ;20;
s=1,...,r; j=1,..., n), then we may take as an initial plan any
one in which one or several technical methods are used and all the
last n elements are produced in positive quantities. Moreover,
it is desirable by taking advantage of the existing freedom in com-
piling an nutial plan, to obtain immediately a feasible plan with the
greatest possible aggregate productivity; this can decrease appre-
ciably the number of steps necessary in the process. Some examples
of this kind are given below. We shall consider now a numerical
example.

ExampLe 3. Five elements are involved in production. The
exsting technical methods are characterized by the vectors

512, 0 @ =(-8; -2;1; & 1);
;05 11); a =(=8; -7;3; T} 7;
HEHEH a = (~4; =65 2; 15; 8);
;55 4); @ =(=3; =7; 4; 20; 0);
R

There are 18 and 24 units of resources in the first two ingredients;
the last three elements must be obtained in the proportions 1:2:3,
ie.

¥ =(-18; —24; 0; 0; 0); z = (0; 0; I 2; 3).
As an initial plan we take one in which only one technical method

(4) is used. The use of this method is limited by the first element;
hence we take

hy = (=18):(=5) = 36; =, = (0;0; 0; 3:6; 0; 0; 0; 0; 0).
In this plan
xP = —18; x3'=—18; x§'=72;

X3 =18; xI'=144; p(n) =48
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and the corresponding formula in form (2) is

yO+48z = 3-6a* +60% +2-40% + §-4¢*

(the coefficients of this representation are given in the first row of
Table 1, pp. 320-1).

According to sub-scctions (1) and (2) of Rule 3, we form the
matrix A, and find its inverse matrix A7 (in the present case this is
immediately achicved):

’ 0 0 1 2 3j
-5 =5 2 5 41}
Ay= 0 =1 0 0 0;:
0 0 -1 00}
| 0 0 0 —1 0}
0267 —0200 1 —0133 —0-467 |
0 0 -1 0 0 i
ATt=| 0 0 0 -1 0 .
0 0 o 0 -1
0333 0 0 0333 00667

The clements of the first column of the matrix A; %, as has been
noted, are a solution of equations (8).

Following sub-section (3), we calculate the valuations for the
technical methods (the valuations of the various clements, ¢, are
the same as the clements of the first column of the matrix A7 *

5 5 3

Y ¢al = ~027; Y caf =233; Y ciai=1-67;
i=1 i=1 {=1

s s .

‘Zt c;a; =0; Z cai = 1:33; i; cab = —1-80;
5 5 $

Y ¢af =0:20: Y caf =160; .Zl c;af = ~0-80
i=1 i=1 iw

(for cxample.

S
Y cia? = 0267 % (= §)+0% (=) +05 14 0x0+0:3333 11 = 2-33).
et 12 UL R,
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TasLe I

Approxi- Coefficient in expansion (2)

mawons a1 g | ks | ohs | ke | ks | ke | A | s | By
1 4800 — — |~ 3600 — | — ) — | — ]| —
2 64800 — (0720 — (2880 — | — | — | — | —
3 67811 — (0753 — |2679(0167| — | — | — | —
4 |9 — |1937| — |00s1[1082| — | — | — [oo32
5 (oo — jtest| — | — froe4| — 1 — 1 —{osss
6 100000 — 2000 — | — |1000( — == 1000

We note technical method (2), for which the valuation is the
largest.
According to sub-sectton (4) we find

(f, 9as G942 G943 Go+a) = @ Ay =(2:333; 1:000; —1-000;
3333; 9-667);

(35, 24 BN
E=MNT 3333 Gger) 0

and also the coefficients 2 and &, which are given in the second row
of Table I (for example, 1 =4 800+0-720x 2-333 = 6-480). Thus
we obtain a new representation in the form (2),

¥°+6-48z = 2-88a%+6 72¢* +0-72a% + 1-44¢*,

and the corresponding matrix is

6 01 2 3
-5 -5 2 5 4
A= 0 =10 0 o0
-5 —41 o0on

6 00 -1 0

By Rule 2 we find the matrix 45 1. For this purpose we divide
the elements of the fourth column of the matrix 47 * by oy =gg43=
3-333, and we write out the fourth column of the matrix 43! thus
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{plans) V., aluatxom o(’ the elements

U - I s i v

Itg . 1 h? 4 1 /195\ ‘ II«;; : ll;.'g ; Cy i cx [ C3 ce
— 56mozz4ocis4oof — 10267; 0 § 0 0 0s
— {6720} — {1440 — [0360: 0 - 0-700 0 010
- 6084 — ¢ — ! — {0377+ O ! 0093 0200 0163
—_— ‘ — % — g — g() -146 | 0-525 ¢ 0923 ¢ =0023 004

0-089% i e B | 0 ;0416 0777 —~0-010 . 008
e ;IOOOE — gOll ;0333 0-667 (| xOl!l

obtained alongside the matrix A7 then we subtract the trans-
formed column, multiplied by the numbers

ay = f=2333; 2, = gy = 1000; a3 = gogin = ~1-000;
as = g9+4 = 9'667

(thesc multipliers are written in a row above the new matrix A7)
from the 1st, 2nd, 3rd, and S5th columns respectively of the matrix
A7, and obtain the remaining columns of the matrix A5 '. The
calculation has the following written form:

4th column: 3-333

gi 0267 —0200 1 —0-133 —0467 —0-040
o 0 -1 0 o I o
AT = } 0 0 0 —I 0§ —0300
{0 0 0 0 -1 & 0
10333 0 0 0333 0667 0100
2:333  1:000  —1-000 9-667 x
{0360 —0-160 0960 -0-040  0-080
o 0~ 0 o .
A3' =} 0700 0300 0300 -0300 2900 ".
ii 0 0 0 0 -1

il 0-100 -~0-100 0100 0100 —0-300 -

The clements of the first column of the matrix obtained are as before
a solution to equations (8) (they are shown in the sccond row of
Table 1).
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Now we go over again to sub-section (3) of Rule 3 and, proceeding
as before, we obtain the 3rd, 4th, 5th and 6th approximations (see
Table I). For the last of these approximations the valuations of the
technical methods give

s
2 cal = ~0-444; Ec,a, =0;

S~

—0-555;

c,af = —0717;

Ecn =0.

Hence, the plan m=(0; 2; 0; 0-1; 0; 0; 0; 1) is optimal, and the
numbers ¢; =0-111, £, =0-333, ¢ =0 667, c,=0, c;=0111 are a
system of o.d. valuations.

The Method of Adj: Multipliers (Valuations) t

This method consists of the following. Given a system of valua-
tions which has the property that for each technical method, the
total valuation for the production of goods does not exceed the
total valuation of costs, we determine some methods in which these
valuations are the same (profitable methods). Using only these
methods we shall construct a plan with maximum aggregate pro-
ductivity. This plan determines the changed system of valuations.
If with the new valuations the total valuation for the production
of goods by each technical method is not higher than the valuation

+ This method 1s systematically used also in reference [1] (see also [5, 7). 1n
very recent years a sitular method has begun to be used in other countries (see
the work of Dantzig, Ford, Fulkerson in the collected work [10).
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of expenditure the plan is optimal and the valuations obiai 5
a system of o.d. valuations. If not we start fmm. f~mmc§ are
:sys(C{ns of: valuations. and construct a new system (ge \\‘o crnting
ing, in this system the valuations of those ‘cicmcné ??}ff’};}' jpeats
limit profiuction turn out to be relatively lower) Thi\: ne l' dfinol
of \'i}luahons makes it possible by using'onlv prc;ﬁt'xbl;:‘ nC“}S_\:\tcm
obtax.n a plan with a higher aggregate produc'(ivitv ';nd e
a finite number of stages we obtain an optimalﬂi . e
of o.d. valuations. plan and a system
Thu§, in the process of compiling a plan according to this

a.partlcular kind of compctitive battle takes place b'-:\ n o
different technical methods with price oscillations, and ;I _\ccxl‘thc
those methods the use of which in the given circun;stancc "S~ e
most advar}tagcous. This battle procgcds here only in t;:mﬂd "
lof calcu:a.tx‘on and hence bears obviously no relation to mzr?;:;z
osses which inevit ’ ition i

— ably accompany real competition in a C?Pitiiist
‘ Wc. Qrocccd now to an algebraic description of th:7 -

simplicity we shall assume, as we did above -7~ “He method. For
plan 7 the number of terms in the r- - < ti?nl for any feasible
inequality (5) (p. 312). e “epresentation (2) satisfies the

The process starts from 2t | ;
.., d,, Which satisfies th * an arbitrary system of valuations e e

(1) These valuatioh *'° following conditions.
included in the ass ~ S ar¢ non-negative, at least onc of the products

Vsortment sct having a positive valuation, i.c.

.t
df‘
=20 (i=1,2,....N); max dpsj>0.
$ 5 )sin
(2) For U

producc!hi®
4« d does not excee

)

.
v T daig0 (s=12,....,1)
X< (=1

e

are-b8) There exists a feasible plan =, in which only profitable methods
3 used, i.c. methods (s) such that

cach technical method the total valuation of the preducts
d the total valuation of the factors utilized,

‘ A

v S dyai = 0.

i
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We calculate the valuations of the products for each technical
method,

N
D,= Zld.af s=12...7 {15)

and we note the set S of profitable methods (D, = 0).

‘We then construct a plan © with the largest aggregate productivity,
in which only methods s €S are used. For this purpose we use the
method of successive adjustments explained above. In the present
case this method is appreciably simplified owing to the fact that the
set S as a rule considerably fewer el than the imtial
set of methods. Thus we achieve a feasible plan n=(hy, h,,..., k)
which corresponds to the representation (2), where

€S (h=1,...,u)

(only profitable methods are used), and we obtain a new system of
valuations ¢;, €1,-. ., €y, Which satisfy the conditions

(@ G20 (=12 N)i ];c,,,”k,:l;
(b) %c,afgo (s€S8);
=1
© Toar=0 (k=12...u%
=1
@ ¢, =0 (I=1,2,...,0).

If the general valuation of productron and costs forh the other
methods (s ¢S) is also non-positive, so

N
Ci=3 qaj <0, (16)
=1

system of o.d. valuations (for the initial problem, where the ude of
technical methods s ¢S is also permitted).

If conditions (16) are violated, the valuations obtained are no~ 2
system of o.d. valuations, and plan = is not optimal. In this {*ase
we construct @ new system of valuations dy, d,..., dy such tht &

then the plan = is optimal, and the numbers ¢, c,,..., €y S‘" a
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least one of the methods for which (16) is violated is included in the
set S’ of profitable methods, For this we take

di =d;+cc;—d) (i=1,2,....N). (17
where £ =min . (s

Ce>0 s'—cx

Starting from valuagions (17), we repeat the operations which have
been described. As a result we obtain a plan =* with a higher aggre-
gate productivity, p(=")>p(x). Hence the process deseribed cannot
be continued indefinitely, and we arrive consequently after a finite
number of stages at an optimal plan and a system of o.d. valuations.

We note that in solving a small problem (with a limited number
of technical methods) by means of successive adjustments of the
plan, it is convenient to take as an initial plan the one obtained in
the previous stage (starting from the sccond stage; cach time it is
nccessary, as a rule, to make only onc adjustment). In doing this it
turns out to be possible to use the simplified method described above
for computing the inverse matrix.

This method may be formulated by the following rule,

Rule 4. We start from the arbitrary valuations d. d.,.... dy.
which satisfy conditions I, 2 and 3.

(1) We calculate the valuations of production and costs for all
technical methods according to formula (15), and we note the set §
of profitable methods,

S = {s|D, = 0.

(2) By the method of successive adjustments of a plan we sohe
the auxiliary problem in which the whole sct of methods consists of
methods seS. We obtain an optimal plan == (/i I )
(h, = 0 for s €85) for this subsidiary problem and the matrices A and
A~ which correspond to the formulation (2). In the first column
of the latter matrix there are valuations ¢,. ¢a..... ¢y, which form
a system of o.d. valuations under the conditions of the subsidiary
problem.

(3) According to formula (16) we calculate valuations C, for the
remaining methods s¢5. 1T none of these valuations is positive,
plan = and the valuations ¢, €1,..., ¢y are 2 solution of the initial
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Tasie 11
" -
Approxi- Valuations of the elemen Coefficients 1n
matons | g ey \dy; ez | dy; ea | disealdsies] A || ky [y
50000 | 50000 | 20000 | 2 0000] 2 0000
! 0 |03333|10000] 0 | 0 | 300 —f— t—1—
5 |22727| 2856 1asas [osoerjosoor o o
o losmijoesiz) o joigey 3930 — )~~~
00987 | 0-4626 | 0 6861 |0 03950 1507
3 |o2s36|01940|05522] o0 |o-1a0z V76 — 188 — )
02349 | 02648 | 05875 {0 010410 149§
4 lod111 {03333 06667] 0 |01111|'0000 —|2000 — | —

problem, and the process is completed. If not, we proceed to the
following sub-section.

(4) We calculate new valvations dj, d3,...,dy according to
formulae (17) and (18) and we proceed to sub-section (1).

Note. In sub-section (2), starting from the second stage, we take
as initial plan the one which was obtained in the previous stage.

We shall not dwell here in detail on the methods for determining
mitial valuations dy, d, ..., dy, which satisfy conditions 1, 2 and 3.
We point out only that 1 practical problems these valuations are
usually easy to find. For example, in Problems A, B and C (see
Appendix 1) the valuations for the products may be chosen arbi-
tranly, and the valuations of the industrial factors are determined so
that they satisfy conditions 2.

‘We shall illustrate now the method described here by the same
numerical Example 3, as above.

As initial valuations we take

dy=5;d,=5dy=2;d,=2;d; =2,

(These valuations are obtained in the following fashion: we suppose
dy=dy=x,dy=d,=d; =y, and find the maximum ratio xjy for
which the valuations of production and of costs in all technical
methods D,<0.)

According to Rule 4, sub-section (1), we find by means of formulae
as

Dy=-2; D= —~21; Dy=—=36; Dy=-28; Ds=—44;
Dy =—30; D;=—41; Dy=0; Dy=—2; 5= {8}.
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expansion (2) (plans)

¢

,15 % /]ﬁ g I:; § ’75 ; /:a E: l}z;a] i ’:g.z f ’:;»3 : f::q ' ;:"‘:V
i H : ; : :

— = = ]a000; — 2007 — ' ~ 'someon
— = = [ 3349 055812930 — | —  a1s3s. —
: ¢ H : i , .

— = b rors 33t L L 282830

| é : :
1000 | — | — | — gmoo; _- - =10 —
1 i i 3

Using only the technical method (8). we obtain the greatest
productivity when this method is used at the highest possible level.
However, we are limited by the available resources: hence we take
7y =(0; 0; 0; 0; 0; 0; 0; 4; 0). The coefficients 2 and /i, in repre-
sentation (2), and also the valuations of the elements ¢; correspond-
ing to this plan, are given in the first row of Table 11,

Next, according to formulac (16) we find C, = 0-333. C; = —0-333,
Cy=0, C;=0333, C;=1-000. C,=0333, C;=0667, Cq=0.
C, = 1-667. Since some of these numbers are positive, we proceced
to sub-section (4). According to (17) and (18) we find

e -2 ~28  —44 =30
E=MIMNT5705333" 7350333 —44—1 —30-0333"
—41 2= | _g5454,

Z31—0667° —2-1667]

dy =2273, d,=2455 dy=1-455 d,=0909, ds=0909 (for
example, d; = 5+0-5454 x (0—5) = 2-273). Then we begin again at
sub-scction (1).
As was done previously, we obtain the following approximations
(sce Table IT). For the last of these we have
C,=—-0444; C,=0: Cy=—0555; Cy=~0777: Cc=0:
C,=—0777; C;=—0444; Cg=—-0222; C;=0.

Hence plan ==(0; 2: 0; 0; 1; 0; 0; 0: 1) is optimal, and the
numbers ¢, = 0111, ¢; =0333, ¢, =0:667. ¢, =0, ca=0111 are
a system of o.d, valuations.
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The Method of Double Limits of O.D. Valuations}

In spute of the fact that o.d. valuations are not usually known at
first certain inequalities may be obtained for their possible values
from a consideration of the various technical methods and also of
very simple plans. Quite accurate limits bounding o.d. valuations
may be obtained by increasing progressively the accuracy of the
rough limits originally taken. For example, for any plan we know
that the total valuation for the product must not exceed the general
valuation of the elements expended, which provides a certain
nequality mvolving the o.d. valuations. In particular, having taken
a lower bound for the o.d. valuations of all elements produced
except one, and an upper bound for the elements expended, we
obtain a more accurate upper bound for the o.d. valuations of the
isolated element. Inequalities in the opposite sense are constructed
similarly. It often proves useful to find limits bounding the o.d.
valuations of complete sets.

The greater the accuracy of the above method, the closer the
approximations used (in the process of making the limits for o.d.
valuations more accurate) are to the optimal plan. Generally
speaking, when the system of o.d. valuations is unique, this method
enables one to obtain limits for o.d. valuations as accurately as
desired. For this 1t 1s sufficient to use plans in which the respective
products or factor 1s over-produced or under-produced as compared
with the required quota.

The method of double limits may be used for the complete
solution of optimal planning problems. In particular, this method
proves to be useful 1n solving problems of the allocation of a pro-
gramme, of the treatment of a complex raw material and in transport
problems.

Besides this, the above method may be used in combination with
others. For example, without improving the accuracy of the upper
and lower bounds until they comncide, after narrowing the gap only
roughly we can change over to the method of correcting the multi-
pliers, taking as our witial system of multipliers the average values
of the limits found for the o.d. valuations. By doing this, both the
levels of technical methods used and the required assortment quota

T This method 1s explained in the context of the problem of treating a com-
pound raw matersal in reference [5] (Chapter I, Section 8).
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become considerably morc accurate, and therefore the number of
necessary  stages in obtaining an optimal plan i< appreciaby
reduced.

Finally. the method of double valuations enables one 1o oblain
limits for o.d. valuations even when certain initial data nre not
completely known, and one is given only the limits within which
they lic.

Approximate Solution of Problems of Optimal Planning

With the use of only approximate values for the o.d. valuations
onc can usually draw up immediately quite a satisfactory plan, In
many cases this plan turns out to be so close to the optimal
plan that its improvement is of no further practical interest. In
any casc, by taking it as an initial plan in the method of succes-
sive adjustments we appreciably reduce the number of necessary
stages.

We shall illustrate the construction of such an approximate plan
by means of a specific example of solving a problem of type A.

ExampLe 4,7 Let there be 8 shelling machines on which it is
required to treat 5 types of material in a given ratio (sce Table 1),

TAnLE III.  ASSORTMENT TASK

Type of material E I ? 1 % m i v ; Ay

Fraction of the total | | ‘ j :
quantity (%) i 10 5 12 ' 28 ¢ 36 14

H

o U U UV DSOS DOV GIUY U VORI -

In Table IV the productivities of the machines for the different
kinds of work arc shown.

As approximate o.d. valuation for the amounts of labour im'olvcd
in treating the various materials we may take numbers which 2
inversely proportional to the total productivities of the nu nhmm.

ey = 30305 05 = 1745; 3= 1376: ¢, =9:09: ¢, =74

(for example,
1000 1600

1 0335250440+35450+40+50 33

Wy

0-30).

+ The solution of this example by the methed of adjusting the multiphers 5
given in reference (1),
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The respective valuations for the productivities of the machines are
given in Table V (the columns of this table are obtained from the
columns of Table IV multiplied by the valuation of the corresponding

TasLE 1V. PRODUCTIVITIES OF THE MACHINES

Number Type of material
o

machine I 1 I v v
1 40 70 85 130 165
2 45 78 97 137 175
3 50 80 100 148 180
4 40 70 90 13-5 170
5 35 65 85 127 160
6 30 60 80 135 150
7 40 78 90 140 1790
8 50 80 100 148 180

matenial; the maximum valuation, and the ones closest to them, are
noted 1n each row of the table).

If we succeed in using every machine on the work for which
its productivity valuation is highest, we obtain 122+ 36+152+

TABLE V. PRODUCTIVITIES OF THE MACHINES (RELATIVE UNITS)

Number Type of material
o

machine 1 I hidy v v
1 121 122 117 118 12
2 136 136 133 125 130
3 152 140 138 135 133
4 121 122 124 123 126
5 106 13 117 115 119
6 91 105 110 123 i
7 121 122 124 127 126
8 152 140 138 135 133

126+119+123+127+152 = 1057 relative units of output. The
assortment set of products has a valuvation of 30-3x0-1+17-45%
0-12+1376x028+9 09 %0 36+ 741 x 014 =13-29 relative units.
Hence the number of assortment sets in the plan cannot exceed
1057/13-29 =79-5.
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Using the machines as far as possible on the work for which they
have greatest productivity, we try to accommodate the piven numbsr
of sets, i.c. we shall allocate the task as in Table VL.

TavLr V1
Typeofmaterial | L | © | wo | w v
Quota 795 o953 2226 262 110

(for example, for item I: 79-5%0-1 = 7-95).

According to Table V, material of type I should be treated on
machines Nos. 2, 3 and 8. However, their total productivity ¢xceeds
the task (45454 5>7-95). Hence some of these machines should
be used also for other work. It is morc expedient to use machines
Nos. 3 and 8 on item I, since machine No. 2 may be effectively used
also for treating material 11, We shall load machine No. 3 fully;
this provides 5:0 units of material I. In order to obtain 7-95 units
of material [ we have to use a further 0-39 units of working time of
machine No. 8. The remaining time belonging to this machine—
0-41 units—is devoted to treating material 11 since for this material
the machine’s productivity valuation is very nearly maximal., Thus
we obtain 8x0-41 =3-28 units of material 11, The remaining
9:54 — 3-28 = 6-26 units of this material arc treated on machine No. 2,
for which 0-80 unit of its working time is required. The remaining
time of machine No. 2 is given over to treating material 111, Con-
tinuing this process for allocating the task, we arrive at Plan |
(Table VII).

Tame VII. Pran | (FRACTION OF THE WORKING TIui
OF MACHINES SPENT ON VARIOUS KINDS OF WoRK}

Number Type of material

of : e e
machine 1 I ! m v \Y
1 - — {027 ; 00s { 0ty
2 — 080 | 020 , — - -
3 1 —_ = - —
4 — B L A
s —_ U 3 1 -
6 — — ; — i i _—
7 P — —_— 1 T -
g 1 05 e -
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In this plan not enough of material IV is treated or 1-8 units
less than was planned. The valuation for the deficiency in this
material 15 909x1-8=16-36 relative units, which correspond
to 16:36/13-29 =123 assortment sets. Starting from a task of
79-5—1-23 = 78:27 assortment sets, as previously we compile Plan 2
(see Table VIII) which accords completely with the given task.
Allowng for the fact that the volume of production cannot exceed
79-5 assortment sets, we see that the method described for con-

Taste VIII. Pran 2

Number Type of materal
of

machine I )i m w v
1 — _ 019 0-15 066
2 — 076 024 — —
3 1 — — — —
4 - — 1 — —
5 — — — 1 —
6 — — — 1 —
7 — — 1 — —
8 057 043 — — —

structing a first approximation in the present case gave an error
which, however, 1s not greater than (1-23/78-4) x 100 = 1-6 per cent.
However, if we find an ultimate optimal plan (for example, by
successive adjustments of Plan 2), it turns out that the error in fact
is only 0 7 per cent.

The Use of Physical Models

As we have seen, the detailed properties of an optimal plan lead
to quite effective computational methods for solving problems of
optimal planning. These properties often provide a basis for the
construction of models for the automatic solution of problems. A
characteristic example of this kind is the model for solving the trans-
port problem (Problem F).

For the sake of clarity we give here a description of a hydraulic
model, though an electrical model based on the same principles may
prove to be more useful (these models are mentioned in reference [4]).
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1

Let there be mvessels. Into each vessel (1) — b, units of Hquid Son
every second (in the case of vessels for which &,>0 liguid s fowing
out at the rate of b; units per second). The vessels £, and j, (x = 1,
..., r) arc connected in such a way that they communicate with cach

other when the difference of liquid levels in them is
Ilh_ ][}._ E: a,.

It may easily be verified that when the process has achieved equili-
brium the quantity of liquid flowing every second from one vessel

(i,)) to another (j,) corresponds to the volume of goods transport
along the scction (s) of a network under an optimal plan. Thus we
may take the numbers

c=H-H (i=1,....m)

as the potentials, where ; is the liquid level in vessel (i), and # is
an arbitrary real number.

The scheme described may be realized in practice by the following
connected vessels. The vessels, which correspond to poeints of pro-
duction {h;<0), arc fed from a common reservoir (in which a con-
stant head of liquid is maintained) by means of tubes equipped with
graduated valves (sce Fig. 13@). From vessels corresponding to
points of demand (b;>-0), liquid is led off also through tubes fitted
with graduated valves; to maintain a constant head. the outlet end
of these tubes is attached to a float (sce Fig. 13b). The connection
between the vessels (7,) and (J,) is shown in Fig. 13c: owing to the
fact that the outlet end of the siphon is sccured at o fined height
above the float, a difference of levels not exceeding a, is maintunned.
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An Example of the Simultaneous Analysis of the Distribution of
Production and Goods Streams
In the transport problem F considered above we shall suppose
that at pomts of production (we shall take the first m, <m points
to be of this type) the volumes of production —5, may be varied
within certain limits,
0 -5, £LGi=1...,m),

and that the total productive capacity exceeds the demand for the
particular product

i b;<I:2: l.

i=mitt

The pnime cost of a umt of production d; (i=1,..., m,) at each
production pomt is given (we shall take it that the cost d; and the
expenses g; for transport of the product are expressed in the same
units, say in roubles). It 1s required to plan the volumes of pro-
duction —b, (i=1,..., m;) and to construct a transport plan such
that the total price of the product, including the transport costs,
should be a mmimum.

An optimal plan in the present case is characterized by the
presence of a system of potentials ¢, ¢;,..., ¢,, such that conditions
(a) and (b) of Theorem 5 are satisfied, and furthermore, the potentials
must be such that

(c) The potentials at points of production satisfy the relations

c,=d, if 0<-b<l,
asd, if b ,
ezd, if —b=I,

We shall illustrate this problem by a numerical example.
ExampLe 5. With the conditions of Example 2, let the volumes of
production be varied at the points of production. The prime cost

1 Such a situation occurs, for example, in providing certain kinds of raw
material for the buillding industry,
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of onc unit of a product and the maximal outputs at various points
of production are characterized by the following data:

d; =500, dy =450, dy =550, 1, =120, I, =75, I, +=8§0.

As above, the plan represented in Fig. 11 is here feasible, However,
undcer the changed conditions it will not be optimal. Indeed, con-
dition (c) is violated for the potentials corresponding to this plan
(see p. 306):

¢, =484 > 450 = d,.

This means that total costs may be reduced by changing the volumes
of production —b; (i=1, 2, 3).

In Fig. 14 another feasible plan is given for the allocation of pro-
duction and of goods streams, in which the total costs for manu-

4Mozhaisk 1___ 1Moscow . 20 ,/J/
J. Vyaz' m;:ﬂ/._\,w -95)—>— 238 R

7 20 12 Novkr
0 (20
A n Golumwn
\ff }?{ /d;g.bﬁ.b(f-;r 10,
’0\ Sikhorens RN
'§3 ’J‘o” ustym”
é TU’G R\Uzlo ?0 SRyarhsk
iy arns
i ¢ + K
2.Sukhinichi ~%62 y.vm/cts

-75, o
(79 s 7 Gorﬁachcvo (9
(30)

FiG. 14

facture and transport of the products are 1895 units lower than in
the previous plan.
The potentials corresponding to this plan are

¢y =500, ¢y =459, ¢y =550, cs =609, cs =099, ¢, =597, e = 601,
cg =083, =034, 0,0-609 €y =617, ;3 =738, 0y3= 549, =633,

which, as may be easily checked, satisfy conditions (a) and (8} of
Theorem 5. and also conditions (¢). Hence, this plan isoptioud,
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We note that it may be obtained from the plan given in Fig. 11
by means of successive adjustments to the latter. To obtain the
optimal plan n the present case it is necessary to carry out three
jterations which in principle are hittle different from those carried
out in Example 2.

Adjustment I. Ten wagons are removed from the Moscown—
Maloyaroslavets section and 10 wagons are added to the Suk-
hinichi-Tikhonova Pustyn’-Maloyaroslavets section. At Moscow
the volume of production is reduced by 10, and at Sukhinichi it is
increased by 10.

Adyustment 2. Fifteen wagons are removed from the Ryazhsk-
Pavelets—Uzlovaya-Tula section, and 15 wagons are added to the
Sukhinicht-Gorbachevo-Tula section. At Ryazhsk the volume of
production ts decreased by 15, and at Sukhinichi it is increased by 15,

Adustment 3. Five wagons are removed from the Ryazhsk-
Pavelets—Uzlovaya-Tula section, and 5 wagons are added to the
Moscow-Tula section. At Ryazhsk the volume of production is
reduced by 5, and at Moscow 1t 1s increased by 5.

An Example of a Calculation of a Dynamic Problem

‘We shall consider a rather ssmplified problem of compiling a long-
term plan.

ExampLE 6. For the preparation of a certain product it is neces-
sary to use equipment (machunes) and a labour force; there exist also
a number of methods which involve technology to varying extents
and require correspondingly various amounts of labour. (We shall
assume, however, that only one type of machine 1s used for a long
period of service.) The resultant production is used partly to
satisfy demand, and partly for acquiring {(or manufacturing) new
machines, We are given the resources of labour per year, the number
of machines available in the first year, and the quantity of production
allotted to demand per year. It 1s required to construct a production
plan in such a way that at the end of the given period the productive
capacities are maximal:

(1) We shall consider a four-year period.

{2} In the first year 30 machines are available.

(3) The labour resources and magnitudes of demand are given in
Table IX.
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(4) The various technical metheds are given in Tabic N,
(5) Machines may be acquired to any amount required at o prive
of twenty units of production per machine. The acquisition and uce
of machines in the course of several years may also be deseribed ae
onc of the methods. These methods are given in Table X1

tad

Tapre IX. LABOUR RESOURCES AND DEMAND

i
Labour resources | : Demand
Year i (man-hours) { tunits of output)
1 | 10000 | 1500
I 100,000 | 1600
11 100000 | 1700
v 100,000 { 1800

Taprte X. CURRENT PRODUCTION METHODS (ANNUAL)

{

{ Costs and products
Sy
Methods Labour Pg:S;x;:::c ; Production
(man-hours) (units) | (units)
1 —50,000 0 ' 1000
2 —40,000 =20 . 1000
3 — 30,000 ~50 ; 1000
4 -25,000 -70 2 1000

TapLt XI. PRODUCTION METHODS FOR A NUMEBLR OF YFARS

Costs and produm
i Annual E\h'}*irﬂ
Methods Annual production f prodnc_xin. i i;i:;c‘r;“
g c:lmsvxf\“‘ of the
IS T %u gmil\’} eriod
i i H
i ! :
5. Machines acquired ! % ! i 3 !
in year ——20'—-',——3-§i;l§!' 1
6. Sameinyearll | — | =20] — | — {—111: 1
7. Sameinyear I | - — ; ~20° — —i—11 !
8 SameinyearlV i — | — | b =20 — 1~ 1
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In compiling an optimal long-term plan it is necessary to choose
those methods which secure least costs per unit of production for the
stated ratios of technical and labour resources. For this it is suffi-
cient to reduce the present dynamic problem to the basic problem of
production planning (see analysis of the dynamic problem in Appen-
dix I, pp. 284-5) and to solve the latter problem by any of the methods
described above.

Tasie XII. OPTIMAL LONG-TERM PLAN

P"’d‘:;:&‘:) :"y the Expenditure on Acquisttion
Year Gross | of machines
Productive | Production | (use of

1 2 3 | 4 | Labour capacity methods 5-8)
1 | 800 |1500| — |~ | 100,000 30 2300 40
I | — |2071| 571 — [ 100,000 70 2642 52
I | — | 957{2057| — | 100,000 122 3014 66
W | — | — 12718{744] 100,000 188 3462 £

In Table XI an optimal plan is given which corresponds to the
specific conditions. In this plan the machines in stock by the end
of the fourth year will number 271.

We shall not pause to consider the calculation of this plan, and
we shall imit ourselves only to a verification of it being optimal.
For this we construct o.d. valuations for a unit of labour and for a
unit of output, and the hre valuations for the machines; these
valuations correspond to each of the four years under consideration.
We denote them respectively by Ty, T, T3, Ty, Py, Py, Py, Py,
M,, My, M, M, (these valuations are assumed to be converted to a
common peniod of time; see p. 285). Let the valuation for 2 unit of
work 1n the fourth year be 75 = 4. Starting from the fact that a unit
of production 1s equal to the sum of the valuations of the expendi-
tures, and that this sum 15 identical for all the methods used, we have

25,0007+ 70M ;= 1000P,,
30,0007+ 50M, = 1000P,
or
Ty== A, My =25004, P, =42-54.

In changing from the fourth year to the third, we must take into
account the fact that a machine which is bought one year earlier
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must have a higher valuation (gencrally, within the limits of cach
year, the valuation of a machine is equal to 20P). That i3, in order
to obtain the valuation for a machine in a particular year it is necee.
sary te add its hirc valuation for that year to its valvation in the
following ycar. Hence, for the third year, the wvaluation of the
machine equals

20P,4 My =20x42-544-250-04 = 11004 ;

Yad

the valuation of production in the third year is then
Py =11004:20= 55A4.

TasLe X1 ORECTIVELY DETERMINED VALUATIONS
{(CONVERTED TO THL TIRST YLAR)

Valuation of | Valuation! Hire | | Efficiency (5)

Year | production of { valuation | T3P | (in terms of

P labour T | A | output units)
1 10000 | 002000 | 10000 | 002000 ' 1
11 07368 0-01579 t 5263 ; 002143 ' 36
11 0-5429 001163 3878 | 002144 »
v 0-4100 000988 | 2:470 { 002353 —

By repeating this argument, we obtain all the remaining valuations
for the third year, and then in turn those for the second and first
years. Having chosen the proportionality factor A such that the
valuation for one unit of production in the first year is equal to |,
we obtain a final table of valuations (Table XI1II).

TabLe X1IV. PRODUCTION AND COSTS FOR ONL-
YFAR TECHNICAL METHODS (RFLATIVE LNITS)

Costs of method ! Valoation
Year ‘ X of
1 2 3 i 4 iproducticn
1 | 1000100071100 ] 1200] 1000
1 7901 7371 7371 763 1N
I 582 543 S431 562 543
v 494 445 4201 4201 420

It is not difficult to verify (sce Table XIV) that for all the one-
vear technical methods the valuation of production does net exceed
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the valuation of expenditure, and that, for the methods used in the
plan, these valuations are equal. This check may be made for the
methods given in Table XI, from which it is clear that the valuations
we have found are o.d. valuations and that the plan under con-
sideration is optimal

In the last column of Table XIII the efficiency for each year
(except the last) is shown. This norm is obtained by taking the
production as the umt of measurement (for example, for the first
year 1-0000/0-7368 — 1 = 0-36, i.e. 36 per cent). We note that in other
units of measurement the efficiency norm has other values. For
example, if labour is taken as the unit of measurement, then for the
first year the norm is 0 02000/0 01579 —1 =0-27, i.e. 27 per cent.

We note the steady decrease of all valuations and the increase of
the ratio of the labour valuation to the product valuations; these
tendencies have a general character.

A distingushing feature of dynamic problems is the existence of
technical methods which last for several periods. The existence of
dynamic valuations (Table XIII) allows one to produce a valuation
of the efficiency of these methods even if they were not considered
1n compiling the onginal plan.

In the present example let there be a further, ninth, method which
requires the following mputs for turning out 1600 units of pro-
duction during the second year; 15,000 man-hours and 25 machines
1n the first year, and 5000 man-hours and 31 machines in the second
year. In all cases we speak of the years after production by this
method has begun.

We use the existing valuations for studying the efficiency of this
method. In the first and second year the method is inappropriate
since

15,0007 + 50007, + 25M, + 31 M1, =792-1 > 1000P, = 736'8;
in the second and third years it is also inappropriate, since

15,0007, + 500073+ 25M 5 + 31 M5 == 546-8> 1000P, = 542:9;
in the third and fourth years this method is advantageous, since

15,0007’3+ 50007, +25M5 + 31 M, = 397-4 < 1000P, =420 0.

The use of this ninth method in the third and fourth years allows
one to obtain a new plan (see Table XV) in which the technical
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Tanr XV. OPTIMAL PLAN WITH TIN 1L 01 A
TWO-YEAR TTCHNICAL MITHOD

Production by the

i

Expenditure on

: method © Gross Sedusition of
Year! ‘ o , _ - " pro- .m:'r;hm:s fre
; y | tal g i i Productive | duction ; ©F meithods
% P2 § 3 24 ( 9 %Labourx capacity | : .5y
11s800j15000 — [—1—1100000! 30 | 2500 4p
I | — | 2071 | ST1/— — 100000 50 ¢ ;2 o
D | — | 95711836 —) — 1100000, 122 | X . 5
A §3264§-’E442§100,ooo§ 177 1 3706 ot

cquipment reaches 272 machines by the end of the period. One may
casily satisfy oneself that this plan is optimal by means of the new
o.d. valuations given in Table XVI (in this the total valuation of
expenscs for a two-year method must be compared with the valuation
of production in the year of its rcalization).

TapLte XVI, New 0.D. VALUATIONS

year | Valuation of ? Valuation of | Hiring
* | production P {  labour T valuation &/
1 N
1 1:0000 | 002000 : 10000
1 07368 | 001578 5:263
1 0-5429 {01165 3-883
v 0-4024 3 0-00572 2816

The Use of Electronic Digital Machines

As we have seen, if there are a few kinds of output and of factors
of production, the construction of an optimal plan and its charac-
teristics may casily be carried out by means of the computational
methods which we have discussed without the use of auniliary com-
putational means, or at least with the use of only simple cquipment
such as a slide rule, a comptometer, or a desk calculating machine.
However, when there are dozens of products. and mare so in the
case of hundreds and thousands of kinds, such calculations reguire
modern computational methods as provided. for example, by clee-
tronic digital machines which can be suitably programmed. In this
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case, the computational methods described in this appendix may be
used with small mod 1ons. The pilation of a pr

(list of instructrons) is carried out by the usual methods and involves
no special difficulties. Trial calculations carried out on a Strela
machine showed that with the use of electronic calculating machines
problems with several dozens of different products may be solved in
the course of a few minutes.

In this connection we must point out the importance of the com-
bmation of the use of electronic calculating machines with the im-
provement in the method of planned economic calculations resulting
from the apphcation of mathematical methods to these problems,

The use of electronic calculating machines, with retention of the
usual methods in planned economic calculation, would lead to a
certain speeding up of calculation, but will provide no essential
improvement in the analysis, and will not enable one to remove the
serious drawbacks from which it suffers. Funhermore, a machine
cannot help 1 the suppl Yy ions of the
problem which, 1n many cases, enables one m correct deficiencies in
the analysis. A systematic survey of all possible alternatives, or of
a number of randomly taken alternatives, also cannot prove to be
effectrve.

On the other hand, with a scientifically based method derived from
a precisely stated problem and having an accurate and
complete mathematical description, optimal plans may be solved
directly by electrontc machines; and this despite the considerable
volume and difficulty of the necessary calculations.
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