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Soviet Bloc Currency Conversions Edward Ames

Since December 1947, five Soviet bloc countries have undergone cur-
rency conversion aperatlons.l/'These conversions differ from those in coun-
tries having market economles, since neither the total level of output nor
the allocation of output as between investment, consumption, and exports need
necessarily be affected. Moreover, prices will be affected only to the extent
that the conversion operation itself changes them. In these circumstances, it
might appear that the conversion is of no economic importance. Actually, how-
ever, it does appear to be a means whereby the government of a Sovieti-type
economy can co reut for maladjustments between purchasing power and the availe
abllity of goods in an economy., The terms of the conversion refiect both the
intentions of the government and the conditicns prevailing prior to the con—
version, A study of the conversions, there£>re, gives some information as to
the economic prccesses of Soviet-type economies, even though the available
information concerning the purposes of the governmerdt and the basic economic
situation within the individual countries involved is usually scanty,

Recduced to its simplest terms, the currency conversion oceurs, in
Soviet~type econcmies as elsewhere, because the note circrlation is too large.
The government exchanges old bank notes for new in such a ratic as to reduce
the currency outstanding. The reason for doing this usually develops (speak~
ing in terms of the centrel bank balance sheet) because bank credit has expanded
too much, or because budget revenue has been too small in relation to experdi-
tures, The problem of defining "too large" or "too small", however, involves
defining the "right" amount of money which should ex;st, given existing incomes,
outputs, and prlces, implicitly it also involves defining what incomes and
prices should be, given existing output plans. Soviet-bloc literature is
largely silent concerning these problems, and the student must develop his
theories about Soviet bloc monetary and credit policies largely cn the basis
of the actions of the authorities, rather than on the basis of any reasoned
explanation which they may make concerning their actions,

The conversions, however, are in part operations designed to "clear the
books" of extraneous elements, The pre~communist public debt may {as in Czech~
oslovakia) be wiped out, or blocked accounts representing compensation for

1/ The USSR, in December 1947; Poland in October 1950; Rumania in January 1952;
Bulgaria in May 1952; and Czechoslovakia in June l953o Other conversions
within the bloc are discussed brieily by J. G. Gurley, in Excess Liquidity
and HMonetary Reform, Americar Econcmic Review, March 19! 53. These are not
discussed in this paper as they were desxoaed either to liquidate the conse~
quences of the war and German occupation, or to cope with hyperinflation
cccurring prior to the final consolidation of ccmiunist powers
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-2 = Soviet Bloc Currency Conversions

nationalized property written cff (as in Rumania, Bulgaria and Czechoslovakia)e
Thﬁﬁeﬂo?érations amount simply to a recognition of the fact that tie go
ments of the countries feel no responsibility for the claims of "bourge
elements"; these groups, insofar as they had not actually been "liquidats
the time of the conversion, had undoubtedly abandoned hope of any genuine
compensation for their property, Conversions are alsn related to the problem
of organizing an effective financial and monetary system, from the point of

view of the authorities, and in this paper, attention will be concentrated on
this aspect of the conversions. e

The currency conversion in the consumer sector

Elements appearing in most of the currency conversions now under:
examination include: (1) an exchange of old currency for new in a ratio which
will drastically reduce the number of currency units in circulation; (2) the
abolition of rationing and multiple prices in the consumer sector; (3) wage
adjustments offsetting part of the losses which favored groups suffer from the
changes in the retail price system; and (L) a general proportional reduction
in money wages and retail prices as determined by these adjustments. The last
of these changes ig obviously of no particular importance to the consumer sector
as such, The other three, however, affect considerably the consumer sector o
of the economy, It will be noted that they have two functions: (1) a reduction ;}1
in accumulated and presumably unspendable purchasing power; and (2) a change in '
the relation of current earnings and spendings of the population, through
changes in the relation of prices to money wages,

A, Background of the conversions

Multiple price systems in Soviet~type economies result from excess
consumer purchasing power. Wage payments are typically on a piecewecrk basis,
so that increased output means increased money wage payments (See Table 1).1/
On the other nand, output of consumer goods does not rise as rapidly as money
wage payments, since most increases in output takes place in the capital goods
industries,

}/ Since 1947, the USSR has been an exception to this rule. In 1947, the
Soviet piecework system was changed to a system of "progressive norms'
in which piecework quotas are automatically increased as labor productivity
rises, so that money wage rates remain stable. The satellite governments
have as yet been unable to introduce such autcmaticity, although they
periodically raise work quotas,
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Table 1

Employment, Average Viages, and Total
Wage Bill in the Non-Agricultural
Sectors of Five Soviet Satellites

(19L8 = 100)

ke a/ 19508/ 19518/ 1952 b/

Bulgaria :
Employment 110 119 126 N.24
Average money wage 108 11h 122 N.3,
Total wage bill 119 136 154 Nede

Czechoslovakia
Employment 102 110 114 119
Average money wage 110 130 140 155 ¢/
Total wage bill 112 142 159 18L

Hungary :

Employment 112 127 140 154
Average money wage 117 133 1L7 180
Total wage bill 131 169 206 277

Poland
Employment 117 126 1,2 151
Average money wage 122 13 4/ 180 4/ Nod,
Total wage bill 143 180 4/ 256 4/ n.a,

Rumania
Employment 118 146 159 169
Average money wage 130 1L Nede Nede
Total wage bill 153 210 Ne2s, Nyaa

neas Not available,

3/ Based on year—to-year changes reported in the Economic Survey of
Europe Since the War, Economic Commission for Europe, 1953, page
33.

b/ From annual reports on plan fulfillment.

¢/ Industry only.

d/ These figures are apparently net of changes in the general level
of wages and prices effected in the currency conversion of October
1950,

led
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Complete data are not available, but for several countries it is
clear (Table 2) that the goods available to consumers increased less rapidly
t@anxmoney”wages over this period,l/ Since saving cannot be expected to have
risen sufficiently, this means ejther that consumer goods prices must have
risen steadily, or, to the extent that they were fixed by price control (as
was usually the case), that the population was forced to hold unspendable cur-
rency., This latter outcome obviously is true of Rumania, where wages more

than doubled from 19L8 to 1950, while total retail transactions inereased
only 9 per cent,

Table 2

The Relation of Consumption
and Money Wages in rour ‘
Soviet Satellites, 1748-1951 a/
(1948 = 100)

1949 1950 1951

Czechoslovakia
Consumption, constant prices 108 118 131
Wage bill 112 142 159
Hungary
Consumption, constant prices 122 13L b/ 152
Wage bill 131 169 206
Poland
Consumption, constant prices 101 118 126
Viage bill 143 180 256
Rumania
Retail trade, current prices 90 109 111
Wage bill 15 210 Ned,

2/ Economic Survey of Europe Since the Yiar, ope cit., pages 2 (data
derived by subtraction), and 3ln; and Table 1,
2/ In view of the severe drought in 1950, this figure seems questionable,

The natural result of this type of situation is that commodity
shortages appear. In order to assure the distribution of goods, the authorities

}/ These data overstate the increase in goods available to consumers, since
(apart from technical deficiencies in the indices themselves) these coun-
tries tend to export consumer goods to the USSR, receiving capital goods
and industrial raw materials in exchange, They are used because they are
the most convenient tabulation available,
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establish rationing. Since the prices of rationed goods are fixed and since
consumers cannot spend all their incomes at the rationed goods stores, the
state typically opens stores selling unrationed goods (often called "com-
mercial stores") at high prices, in order to absorb a part of this purchasing
power., A secondary objective of the unrationed goods stores is to hold down
prices in free markets, to keep the kulaks, or "rich peasants" from "specu-
lating" by selling on these markets.

Reasons for price unification =~ Whatever the reasons for in-
troduction of rationing into a Soviet—type economy'}/) the maintenance of a
rationing and dual price presents various difficulties to the govermment of
a Soviet-type economy., Without attempting to document in detail official
statements in all countries which have found it advisable to abolish rationing,
it is possible to list various undesirable consequences of a rationing and
dual prices system.g/

l. The rationing and dual price system is extremely cumbersome,
and requires an elaborate bureaucratic gpparatus,

2, It leads to speculative buying by "speculators" anticipating
price increases in the free markets,

3« It leads to "arbitrage" by persons buying on ration cards for
resale in free markets, and thus to a distribution of goods and money incomes
which the government does not want,

Ls It reduces incentives to increased industrial productivity, since
a rationing system tends to nullify the effects of piecework wage systems. In
extreme cases, it may actually lead to decreased industrial output,

S5 It leads to misuse of scarce goods since, for instance, bread
and bread grains may be used to feed livestock if bread prices are controlled
through the rationing system, while fodder prices are not,

6e¢ It increases the purchasing power of the peasants relative to
the city population, causing unwanted social redistribution of incomes through
the free market system.

1/ These may range from drought (Hungary and Rumania, 1950), decline in farm
output due to collectivization (USSR, 1930), war (USSR, 19L1), or infla-
tionary pressures upon available supplies caused industrialization and ex
port programs.

2/ This discussion is based upon Rakosi's address of December 1, 1951, on the

~ abolition of rationing in Hungary; the Polish Decree of January L, 1953
on the abolition of rationing, and the commentary of the same date by
Edward Ochab, secretary of the All-Polish Committee of the National Front;
and P, M, Pavlov's book, O planovykh rychagakh sotsialisticheskogo
gosudarstva, Moscow, 1950,
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' f/Zi:fI£,tends to aggravate excess cnnsumer“purchasing}ébwér
mes can be spent and it therefore tends to place the distribu
L under continually increasing pressure, B

Tﬂfffﬁy,m_

~ Not all of these undesirable effects are of equal importance in all
economies, and they do not all become apparent at the same time in any coun—
try.,~1nfpar%icular;1p0ints»3, 5 and 6 do not seem to have been as true in
Czecheslovakia as tuey may have been in the less industrialized countri

- of the bloc, However, the couplaints about rationing systems are suffi
~similar in the various Soviet bloc countries that this list would seem
a fairly typical list of the difficulties to which they lead. o

Incidence of price vnification ~ The output of consumer goods in
Soviet~type economies is tixed -, the economic plan rather than by market
forces. Abolition of rationing vill not neccssarily affect this outo:
w0 the extent it increases labor efficiency), The abolition of the discrimina
ing rationing system.;/ has, however, complicated effects upon the distribu-
tion of purchasing power, e

Persons without ration cards, or having small rations,‘whp.hgdéﬁeén4
dependent upon supplies of unrationed goods selling at high prices, presumably
benefit from the fact that the unified prices are lower relative to money
wages than the former prices of unrationed goods. Peasants formerly selling
on free markets suffer from reduction in free markets, but they gain from the
fact that they no longer have to purchase at free market prices (their ration
cards for industrial goods being normally small or nil). Woerkers in the prefer—
ential ration categories suffer from the fact that they must now purchase
at the higher "unified" prices, However, the groups receiving preferential
ration cards typically receive relatively high money incomes as well, and

therefore have more to spend in the unrationed stores than workers in the inter< _'f

mediate ration categories. A part of their loss from the increase in prices
from the rationed level is offset by a gain from the reduction of prices in
the unrationed categories, and by wage increases.2/ Workers in the medium
ration~classes are mainly in low and medium incomg groups. They are the most
seriously hurt by the price unification, since they were the most dependent

l/ In Czechoslovakia, for instance, a differsntial rationing system was introw
duced in December 1951, with differentials between heavy and light indus~
trial labor, office workers, and dependeits, In 1952 *“capitalist remnants®
and "kulaks" (peasants oming more than about 20 hectares of land) were
deprived of ration cards; such persons and their families were deprived of
ration cards even if they were employed in Jobs normally entitled to them,

g/ In some cases, decrees have specifically given workers in the better ration
categories larger wage increases than those in smaller ration categpries;
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upon the lower (rationed) prices. Finally, if the price unification is
successful, the population as a whole will be able (or forced) to spend its
entire income and will no longer be able (or forced) to accumulate holdings
of currency. If unification of prices is accompanied by a currency cone
version, the population loses to the extent that part of its accumulated

cash savings (which may represent voluntary or involuntary holdings) is
largely eliminatedgL/

The combined result of price unification and currency conversion,
therefore, depends upon the structure of the economy, Czechoslovakia is an
industrialized country with a food deficit, whereas Rumania and Bulgaria are
agrarian countries with food surpluses., It would seem likely, therefore, that
the Czech government, through its control over imports, could hold down the
price of free market food more effeetively in the pre—conversion period than
the other goverrments. Likewise, spendings on unrationed goods in Czechoslovakia
would probably tend to be concentrated more in state stores, while such
Rumanian or Bulgarian purchases would tend to be mainly in free peasant markets,
Therefore, there would be less tendency in Czechoslovakia than in the other
countries for currency overhang to be concentrated in rural areas, The impact
of the Czech conversion would be more heavily concentrated in urban areas,
while in the other countries, the peasants would be the main losers. Since
communist support is, if anything, urban, and its opposition rural, the Czech
conversion would perhaps have more serious political consequences than the
others, where the chief sufferers from the conversion were already hostile
to the regine,

A price unification also changes the nature of incentives within
an economy. Under a multiple price system a worker may be more interested in
his ration category than in his money income. He may have little incentive to
work hard or regularly, since he may be unable to spend all of his money in—
come, and since ration card administration is less flexible than piecework
wagese In the circumstances, exhortation and in some cases legislation punish-
ing absenteeism, limiting labor turnover, etc., may be necessary., The unifica-~
tion of prices and the abolition of rationing serve to change incentives in
two ways. By raising retail prices from ration levels, they make money income
the determinant of how many goods the worker can buy, By meking his money
income (rather than his ration category or accumulated currency) the determinant
of his purchasing power, they give him an incentive to produce more. This
incentive is probably more effective than police measures involved during
periods of a dual price system.

;/ Savings deposits are a method of saving favored by communist governmentse
They are normally given relatively favored treatment, being reduced in the
same proportion as money wages (or deposits of state enterprises) rather
than in the same proportion as outstanding currency., There is sometimes
a graduated conversion rate favoring small deposits. The importance of
savings deposits varies with the degree of economic maturity of the
individual country.
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Be Analysis of conversion operations

The Soviet currency conversion of December 1947 is the case which
can most usefully be studied as an example of how the ratio of conversion of
old currency to new may be selected by Communist monetary authorities. Informa—
tion on the Soviet economy of 19L7-U8 is relatively accessible, and the cone
version itself is simpler than the others in that basic money wages were not
affected by the conversion, Its purpose seems to have been to reduce the
level of currency outstanding to the average amount which consumers might be
expected to have outstanding, assuming that (1) Soviet workers are normally
paid twice a month (as is known); (2) their cash income at one payday should
normally be spent in state and cooperative stores by the following pay day;

(3) the average amount of currency "required" for normal trade operations is
therefore equal to ualf of the anticipated value of retail trade during a half-
month period; (L4) the conversion ratio between o0ld currency and new is deter-—
mined by the ratio of the existing volume of currency to this "required"
amount,

In the Soviet case, quantitative verification of this hypothesis is
in some degree possible, Retail trade turnover in 19L7 and 1948 may be
estimated at 335 and 365 billion rubles respectively'}/; these represent turn-
over of 1l and 15.2 billion rubles in an average half-month pay period in
these tw years, Assuming that workers' spending is normally distributed evenly
over the interval between pay periods, an average of T to 7,6 billion rubles
of currency outstanding would be required to maintain this volume of trade.
If in fact, the currency conversion at the rate of 10:1 was designed to leave
7 = 7.6 billion rubles of currency outstanding, then currency outstanding
would have been 70 -~ 76 billion rubles prior to the conversione2/

It is possible to reconcile such an estimate with other information,
in such a way as to obtain a rough estimate of the State Bank balance sheet
prior to the conversion, as shown in Table 3, Vhile this demonstration is not
in any sense conclusive, being based upon somewhat elusive computations, it
serves at least to show that it is consistent with independently computed
estimates of trade turnover and credit. It would seem, therefore, that the
currency conversion ratio in the Soviet currency conversion of 1947 was fixed
by the authorities in such a way as to reduce the volume of currency outstand-
ing to the level required by the plans for retail trade turnover. It is not
possible, because of inadequacies of data, to perform similar computation for
the satellite countries, but the same reasoning may have governed the authori-
ties in fixing conversion rates.

}/ These figures are revisions of estimates contained in this Review, December
L, 1951,

g/ The BIS annual report for 19L8 (page 36) estimates currency in circulation
prior to the conversion at 420 billion, but its calculations cannot
readily be reconciled with other data,
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Iable 3

Estimated Balance Sheet of
the State Bank of the USSR, December, 1947

= — Assets o Liabilities o

Loans to enterprises a 67 - 76 Deposits of enterprises a/ 9

Loans to Government b 26 Notes ¢/ T 70 - 76
Ministry of Finance d/ 1L« 17

Total 93 =102 Total 93 =102

&/ "Current Assets and Liabilities of Soviet Enterprises", This Review,
April 29, 1952, The range of the loan estimates is given by the 1947
and 19L8 estimates of total loans in this paper,

2/ The total budget cash deficit, 19L2-1943, Aleksandrov, A. M., Finansy 1
Kredit SSSR, Moscow, 1918, page 51,

¢/ See discussion in text.

4/ Balancing item,

If money wages are reduced at the time of the currency conversion,
the conversion rate will presumably be affected. Thus if the USSR had
reduced money wages to half their former level, it presumably would have had
currency "requirements" only half as great as the 7 - 7.6 billion estimate

given above. It might then have used a conversion ratio of 20:1 in currency
rather than 10:1,

It is possible, therefore, to compare the pre-conversion currency
overhangs of the four countries in question by a comparison of the reduction
in money wages to the reduction in currency outstanding, as shown in Table L

Currency conversions and price unification -~ It has been indicated
that currency conversions are carried out because retail trade transactions
are insufficient to absorb the current money earnings of the populations,
"Excessive" currency holdings of the population can be eliminated either by
increasing consumer goods output or raising retail prices, so that consumers
must use all of their cash resources (current incomes plus accumulated cash
holdings) to maintain their current spendings. If such measures are possible,
rationing and multiple prices can be abolished without a currency conversion,
as has been done twice in Poland (1949 and 1953) and once in Hungary (1951),
Thus a rationing and multiple price system can be eliminated without a curw
rency conversion, in some cases at least,
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Table I

Soviet Bloc Currency Conversions

The Currency Overhang at the

USSR

Dec. 1947 Oct. 1950 Jan. 1952 May 1952

5R§w‘¢urrency'units per
100 units of old 10,00

~ New money wages per

100 units of old 100,00
Indicated currency overw

hand, as multiple of

normal requirements

under new price system b/ 10

- Indicated currency over~
hand, in months of re-
tail trade turnover ¢/ 5

Time of FEast European Currency Conversions

Poland

1.00

3,00

1.5

Bulgaria Czechoslovakia

Rumania e
«25 ~ 1,00 1.00 2&0012/
5.00 4,00 20,00
’ 4 10
2.5 ” 5

g/’ﬁbrkers in certain ration categories were permitted to exchange small amounts of
currency at rates ranging up to 100:20.

~holdings of currency, and was probably close to the general rate,

b/ Item in row 2 divided by corresponding item in row 1, In the Czech and Rumanian
cases, where there was a sliding scale in currency conversions, the average con-
version rate is not known, and these estimates are extremely provisional.

¢/ On the assumption that normal requirements are equal o half of the emount of
currency paid out at each pay period, and that workers are paid twice monthly.
In Czechoslovakia, workers were paid monthly until May 1953, when the twice-

monthly system was introduced.

The rate given here applies to other

There may therefore be some error in this esti-

mate to the extent that the new pay system had not been universally adopteds
The other countries pay their workers twice monthly.
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Table 5

The Relation,Between;Currenc, Conversions
and Unification of Retail Price System

Unification of Maintenance of
retail prices multiple retail prices

Conversion of
currency USSR, Dec. 19L9 Rumania, Jan. 1952
Poland, Oct. 1950 a/
Bulgaria, May 1952 b/
Czechoslovakia, June 1953

No conversicn of
currency Poland, Jan, 1949
Hungary, Dec, 1951
Poland, Jan. 1953

&/ Poland unified its price system in 1949. The Polish conversion of 1950
is the only case considered where there was no rationing system in effect
at the time of conversion.

‘g/ The number of goods rationed was considerably reduced in March 1951, but
a rationing and dual price system continued, especially in foodstuffs,
until the conversion,

In the five currency conversions under study, however, only in one
case (Poland 1950) was there no multiple price system prior to the conversiong,
and in only one case (Rumania, 1952) was the multiple price system continued
after the conversion. "Usually", therefore, there is a multiple price system
prior to the conversion; and "usually" there is a unified price system after
the conversion,

Table 6 suggests that the greater the scope of the dual price system
in any of these countries prior to the conversion, the greater was the indicated
currency overhang at the time of conversion, However, in the Rumanian case,
the pre-conversion dual price system was as extensive as in pre~-conversion
- USSR and Czechoslovakia, but the currency overhang was less, and the dual
price system was retained after the conversion.
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Table 6

Currency Conversions and Multiple Prices

Currency Over-
hang at time
Pre—~conversion Post-conversion of conversion

Cage Price system Price system in months of
trade turn-
over

Poland, Oct. 1950 Unified Unified 1.5
Bulgaria, May 1952 Dual prices Unified 2
in foodstuffs
only
Rumania, Jan, 1952 Dual prices Dual prices 245
Czechoslovakia, June 1953 Dual prices Unified 5
USSR, Dec. 1947 Dual prices Unified 5

These observations suggest that: (1) The currency overhang is the result of
decisions originating outside the consumer sector of the economy, since "too
high wages" or "too few goods" or "too low prices" reflect developments else-
where in the economy, (2) When the currency overhang increases unduly in
relation to retail trade turnover, the authorities may either increase the
number of items subject to rationing, in order to conserve existing supplies,
or, especially if all consumer goods are already rationed, it may carry out a
currency conversion., (3) The greater the currency overhang a country has, the
greater must be the number of rationed goods (the scope of the dual price
system)s (L) Therefore, the greater the scope of the multiple price system
prior to the conversion, the greater will be the currency overhang at the time
of the conversion.

This set of propositions would tend to explain why the indicated
currency overhang at the time of conversion was greater in countries with more
elaborate multiple price systems. They would also explain the Rumanian case,
since a multiple price system can operate with a greater note circulation than
is compatible with a unified price system, They do not, however, explain why
Hungary (in 1951) and Poland (in 1949 and 1953) abolished rationing and mules
tiple prices without having a currency conversion, whereas the cases under
particular study did undertake such conversions.

Currency conversions and the level of unified prices —~— An explanas~
tion of why some countries can unify their retail price systems without cur—
rency conversions while others cannot, may be found by comparing the level of
unified prices with the prices of unrationed goods before the conversiors
This comparison leads to three conclusions:
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1. Vhere price unification has been achieved without a currency
conversion, the level of the unified prices has been at about the former
level of unrationed prices. This can be shown in three cases.

When Poland unified prices at the begimning of 1949 (Table 73:
the index of Warsaw retail prices (the most conbtinuous index available
showed no decline in 1949 as compared to 1948, The index purports to be
a cost~of-living index 1/, but since it does not include the prices of
rationed goods in 1918, it obviously is nots What it does show is the
relation of unrationed prices in 1948 to the unified prices of 1949, If

the ces of rationed good incly i i i i

{05, S SRR oog, o boop, dpehuded 3n 1945, the sncrease in prices
When Hungary unified prices in December 1951, Prime Minister

Rakosi stated that:

"We propose that simultaneously with the abolition of
rationing scheme, the price of bread, flour, sugar and
some other articles of food, and of clothing and other
goods should be increased. This increase in the price
of foodstuff should in most cases be below the free
market price but above the price on the controlled
market « o o _2./

This statement implies that some food prices, and most prices of industrial
consumer goods were fixed above the free market prices, and suggests that
the unified mrice level was approximately equal to the former free market
level.

The decree announcing the Polish price unification of January 1953
stated that:

"The government decision lays down a new relation be-

tween the prices of agricultural products and the prices

of industrial products, taking into account the existing
structure of free market prices, but at a somewhat lower L

level. " 3/

This statement seems to'say that the unified prices were somewhat lower
than free market prices. Taken literally, however, it means that a) free
market prices were the basis of the new system, and that b) food prices
were lowered relative to industrial goods prices, which also means that in-
dustrial goods prices were raised relative to food prices. This statement,
therefore, means the same thing as Rakosils statement given above.

1/ The index was published in several variations, the differences among
which are not clear. They all support the general thesis here given.
2/ Speech of December 1, 1952. :
3/ Decree of Jamuary 3, 1953 by Polish Council of Ministers.
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Table 7

ces Purchased by Vage

Earner's Family in Warsaw

(1947 = 100)

Index A Index B Index C_ Index D
Prices of un-
rational poods
1947 - December 1oL
1948 - March 107 107 106
June 104 104 103
Septenber 105 10, 104
December 105 105 104
Unified Prices
1949 ~ Uarch 109 109 109
June 110 112 1il
September 106 105
December 111
1950 - larch 1156
June 118
September 117
December

121 a/

a/ Presumably after adjustment for the effects of the currency conversion
in October 1950,
Source: Wiadonosei Statystyczne

Index A is given in No. 3, 1949, with the note: '"Index numbers of prices

published’ at present differ in their structure from those published

until now. Frices of rationed articles are not taken into account."

Index B is given in No. 7, 1959, with the note: "Since November 1918

certain changes have been introduced in tihe index scheme concerning
bread-flour articles in connection with the cancelling of rationing of

these articles. Besides some changes have been introduced in reference
to articles of foodstuff industry and vegetables. The last have caused
a recalculation of indexes for 1948." Index C is given in Nos. 9, 11,
and 13, 1949 with the same note. Index D 3s given beginning No. 2, 1950
with various notations, such as that given in Mo. 5, 1951: "Figures of
the Central Statistical Office based on quotations of prices in the
soclalized and private trade until the end of 1950, . oM
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2. In cases where the level of the unified prices has been be-
low the former level of unrationed goods prices, price unification has
been accompanied by currency conversion.

The cases supporting this statement are the Soviet unification of
December 1947 1/,  the Bulgarian unification of 1952 2/ and the Czech uni-
fication of 1953 3/. However, vhen Bulgaria abolished rationing of indus-
trial goods (but ot foodstuffs) in 1951, the unified prices in this category
were 10 - L5 per cent below former unrationed prices L/. This case is apparen
ly the only exception to the rule. 5/

3. Currency conversions therefore seem to be recessary when the
equilibriun level of unified prices (taking into account both current incomes
and accumulated currency holdings) would substantially exceed the existing
prices of unrationed goods.

There is no cconomic reason vy prices after unification should
not exceed the former level of unrationed goods pricess There' are, however,
political reasons why the authorities may make such a decision. There is
astrong tendency for communist propaganda and the communist police to treat
as "speculators" the peasants who sell their goods on unraticned markets
during periods when rationing is in effect. For the govermment to set
unified prices above the unrationed price levels is either to Justify the
former activities of the peasants, or to convict the government itself of
speculation. Second, the ostensible purpose of "cormercial stores" (state
stores selling wwrationed goods) is to force dovn the price in these peasant
markets. Since the peasants must actually meet government competition, the
commercial store system actually has the effect of holding dowvn prices in
the peasant mariets although it may discourage the supply of goods by the
peasants and also hold down the inflow of currency from retail stores into
the banking system. If the government admits that the "free market" prices
were too low, it admits also that its own policies, rather than the pernicious
activities of speculators, is responsible for the shortages of goodse.

l/ According +to P.li Pavlov, unified prices of food and industrial goods
vere reduced, respectively, to 30 and L0 rer cent of their former "com—
mercial® (unrationed) level (0 planovykh rychagakh sotsialisticheskogo
gosudarstva, loscow 1950, page 90). There may be question of the mag-
nitude of the changes, but not of their direction.

2/ The decree of iy 11, 1952, of the Bulgarian Council of Ministers, lists
numerous individual price reductiorsfrom former free market prices.
Rabotnicheska Delo of kiay 15, 1952 says that the prices of "most" in-
dustrial goods are reduced 5 to L5 per cent.

3/ 4ccording to Premier Siroky (speech of day 30, 1953 to the National

Assembly ), "the new retail price index will be up to one~third less

than the nrices on thepresent free market". The new prices are in

mary” cases given in the currency conversion decree of the same date,
but no comparison with former free market prices is made.

L/ Pravda (Noscow), March 21, 1953

5/ The Rumanian currency conversion of January 1952 involved some re-

"~ duction of prices, but did not unify the price systeme It is therefore

not pertinent to this discussion.
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Satellite govermments may also hesitate to widen the spread be-
tween rationed and vnrationed goods prices, or to unify prices of levels
exceeding former unrationed gocds prices because they are imitating Soviet
practice in ecircumstances where it may not be apnlicable, The Soviet Union
was able to eliminate rationing in the mid-1930fs without a currency
conversion by a gradual process of bringing "commercial" (unrationed) prices
closer to rationed goods prices, Similarly, during the period from 19kl through
l9h?, the Soviet Government gradually reduced the spread between the two sets
of prices, although it was eventually forced to carry out a currency
conversion, In Soviet experience, there has never been a case where multiple
prices in state stores were maintained, and where the spread botween the
price levels increzsed,

The basic reason why the Soviet Government was able to unify
brices in 1935, however, was the graduval recovery of agriculture from the
levels prevailing in the worst period of collectivization in 1932-3, The
basic reasons for the reduction in the spread between "commercial and
ration prices between 19U3 and mid-19L6 were the recovery of the grain
surplus areas of the Ukraine after the Germen retreat, and the reduction
in military expenditures at the end of the war, In 19L6-7, however, the
combination of a bad harvest and (apparently) excess credit expansion
tended to offset these factors, making it impossible to repeat the 1935
performance, By this time, however, the Soviet Government was committed to a
reduction of the spread between rationed and unrationed goods prices, and the
conversion operation became necessarye.

In the satellites, in contrast to the USSR in 1932-1935 and 19L3-
19h6, there has been a constant intensification of inflationary pressures as
the various industrialization and export programs were expanded, A literal
application of the doctrine that the prices of wnrationed goods must be
decreased (or at any rate not inereased) would therefore lead to an intensifi-
cation of disequilibrium in the consumer sector of the economy, The fact that
the Polish price unification of 1919 and the Bulgarian reduction of rationing
in 1951 were followed by currency conversions in 1950 and 1952, resie ctively,
suggest that in fact such literal apnlications of Soviet Tactice were mis~
taken under satellite conditions, 1/

Currency conversions and the enterprise sector

The enterprise sector, in a Soviet-type economy, makes most of

the wage payments through which currency is put into circulation, Tendencies
for increases in wage rates, which have been shown to be characteristic of the
Soviet satellites since 19&8, thus originate within the enterprise sector,

The note circulation itself is a liability of the central bank; most bank
assets consist of loans to enterprises; and enterprise borrowing has therefore
an effect on the currency in circulation, An analysis of the enterprise sector

‘may therefore cast some additional light upon the processes which make necessary the

1/ Tt may be noted in passing that Soviet unified retail prices were steadily
T increased from 1935 to 1931, So that Poland (Table 7) could raise - its ‘own
prices in 1949-1950 without violating Soviet example, Polish increases,
however, seemt o have been inadequate in the light of the 1950 currency

conversion,
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currency conversions, and may’ serve to explain in part vhy the conversions
take the form which they have. This explanation will be conducted largely
in terms of how the funds available to enterprises (which are kept in the
form of deposits, rather than currency) will vary, both under pre-conversion
and post-conversion conditions.

The particular problem to be explained is the following: enter-
Prises can bid up money wages only if their cash resources increase. Like- -
wise, they can increase current oxtput only if their cash resources increase.
The latter statement is true because a large portion of any profits accruing
toenterprises is either allocated to construction or taxed away, since the
government tries in general to keep deposits fairly small in relation to
current transactions. Given these propositions, how is it possible to ex~
plain the ability of the enterprises to obtain the funds hecessary to raise
money wages and increase output at a time when liquid funds are on balance
continuously moving into the consumer sector?

The funds available to enterprises depend upon 1) the amount of
profit currently earned by the enterprises; 2) the amount and structure of
budget revenue and expenditures; 3) the level of inventories and i) the
amount of credit extended to them by the central bank. The role of a cur-
rency conversion in changing the level of the enterprises! funds; vhich are
overwhelmingly in the form of deposits }/G will now be discussed.

It is useful in discussing Soviet-type economies to make a dis-
tinction between "accumilation" and "profits". In these econonies, levels
of consumer prices are high relative to the cost of producing consumer
goods. A portion of this difference enters the revenue of producing enterw—
prises, and is called "profits". The remainder, however, goes directly to
the Ministry of Finance in the form of a "turnover" or sales tax. From
an accounting point of view, it is rot profit, since it has never been a
part of the revenue of the producing enterprise. [Irom an economic point
of view, it has the same function as profit would have, since the producing
enterprises are state property, and since their profits could therefore be
paid out in any proportion to the state. The govermment, however, would
prefer to have accumulation in the form of turnover tax revenue rather than
in the form of profits, because enterprises can more easily build up excessive
inventories or finance unplanned construction if they have large profits
than they can if the budget absorbs as turnover tax revenue a large portion
of "accumulations".

Enterprise transactions with individuals — During the period prior
to a currency conversion, notes in circulation tend to increase since rioney
vages exceed money expenditures by individuals, and since additions to savings
deposits are typically small. Moreover, a part of the roney cxpenditures of
individuals represent turnover tax payments, so that the net outflow of funds

1/ Enterprises other than retail stores receive their revenue in the formof

T drafts. Retails stores receive notes, which they are required to de-
posit as they are received. There is, therefore, a clear separation
between notes and currency, which are held by individuals, and deposits,
vhich are held by enterprises.*
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from:enierprises to individuals will exceed the net additions to the currency
@old1ng§ of individuals, Other things being equal, enterprises should be
increasingly short of funds prior to a currency conversion.

A currency conversion, it has been noted, reduces. the purchasing
power of current wages by increasing prices relative to wagess This means
that individuals will no Jonger add to their holdings of cash after the
conversion. This change, however, does not necessarily affect the outflow
of funds frgm the enterprise sector to individuals. The conversion normally
contains a provision reducing deposits and wholesale prices by a stated
percentage; wages are reduced sorewhat less than this figure; so that all
(or more than all) of the additional accumulation from the increase in re-
tail prices relative to vages'will go into turnover tax revemues rather than
into the income.of enterprises. From the point of view of the enterprise
sector, the currency conversion increases, and does not decrease the out-
flow of funds from the enterprise sector to individuals.

Enterprise transactions with the Treasury - Treasury transactions
in a Soviet-type economy always tend to reduce the funds of individuals, since
turnover and direct taxes, and borrowings (ir any) are greater than Treasury
payments to individuals. Likewise they tend to increase the funds of enter-
prises, since the Treasury purchases most of the output of heavy industry
for construction and armament programs, and receivées relatively small reve-
nues from enterprises in the form of profits taxes. MHowever, under condi-
tions prevailing prior to a currency conversion, the addition to erterprise
funds by the Treasury must be less than the drain on enterprise funds by
individuals. This is true because the Treasury normally operates with a
cash surplus (Table 8) so that its addition to enterprise funds is less
than its drawing down of the funds of individuals. 1/ These additions, in
turn, are less than the drain on enterprise funds, since a characteristic
of the pre-conversion period is that cash holdings of jndividuals, on bal=~
ance, tend to increase.

As a result of higher consumer goods prices, the effect of a cur-
rency conversion will be to increase turnover tax revenue. If the Treasury
cash surplus increases by the same amount, the conversion will have no ef-
fect on the net flow of funds from the Treasury to enterprises. If, however,
budgetary expenditures on construction and armament rise, the flow of funds
to enterprises vill increase. However, unless currency holdings of indi-
viduals decline by an amount greater than the Treasury cash surplus, enter-—
prises, on balance, will continue to lose resources to the Treasury and in-
dividuals, taken together.

Decreases in inventories could provide cash resources to enter—
prises, since they tould provide them with revenuo without necessitating
additional payments. Such decreases would not necessarily alter the Treasury
cash position, but they would presumably cecrease the currency held by in-
dividualse The effect of an inventory decrease is thus to reduce the cur-

1/ The Polish budget deficit of 1949, of course, may have played a role
in establishing the basis for the 1950 currency conversion.
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rency held by individuals, and to increase the cash resources of the
Treasury and enterprises, It is difficult to suppose that decreases in
inventories have occurred under pre~conversion conditions, since the
note circulation is increasing rather than decreasing, Even under
post=conversion conditions, inventories may not decline since output
does not decline; there may also be a tendency, under Soviet bloe
conditions, for inventories to increase with output,

Jncreased borrowing is therefore the way in which enterprises
obtain the funds necessary to bid up money wages ard increase outpub
under Soviet bloc conditions, The reasoning so far, which has been a
process of elimination, can be supported directly in several cases,.

In the USSR, the available data point to increases in inven-
tories between 1943 and 19h7, which were apparently to a considerable
extent the result of increased credit, These increases in credit and
inventories offset budget surpluses to such an extent as to necessitate
the currency conversion of December 19&7, rather than a simple abolition
of rationing as in 1935, 1/

In Poland, publication of statistics on credit stopped in the
first half of 1949,” Prior to that time, there was a steady increase in
credit as shown in Table 9, If the increase continued until October 1950,
it would support the hypothesis advanced here,

Table 9

Expansion of Polish Credit and Deposits, 1947 - 19lo a/
(In billion zlotys)

Bank credits b/ Total deposits
Decenmber 31, 1947 169,7 62,8
June 30, 198 261,0 8Lo2
December 31, 39L8 383,1 112,3
June 30, 19L9 372,1 _c_/ el e

a/ Wiadomosci Statystyczne,

b/ Excluding direct credits by the National Bank,

¢/ This decrease appears to be the result of consolidations in the banking

- system rather than of an actual contraction of credit, An alternative
breakdown into "short-term" and "medium-term" credits gives totals
of L6l billion at the end of 1948 and 688 billion in Jume 1949
(Wiadomosci Narodnowego Banka Polskiego data),

In the case of Rumania, the problem is simplified by the fact
that Rumania purged the Minister of Finance shortly after the conver-
sion of January 1952, Since the purge was only in part motivated by his

;/ See a fuller discussion in Current Assets and Liabilities of Soviet
Enterprises, op, cit,
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fiscal and monetary policies, it was accompanied by a torrent of abuse
bla@ing him, in effect, for all of the country'!s difficultiess The fol~
l9w1ng,excerpt, however, seems to support the contention that credit expan-
sion was one of the factors responsible for the conversion.

« + « "The Ministry of Finance took no pains to improve
methods for the calculation of financial norms of en-
terprises and of the financial norms for working capital
+ » « ALl this led to above-norm inventories . . . Be=
tween 1949 and 1951 there was no connection between fi-
nancial plamning through the profit-and-loss accounts
drawn up by the Ministry of Finance, on the one hand,
and the planning of credits by the State Bank . . . This
led to disproportions between the "own resources" and the
borrowed resources of enterprises, the latter being far
too high + + . The situation was made even worse by in-
adequate control over the granting of credits by the
State Bank." 1/

Investment, credit and price policy

In most countries, a restriction of credit will affect both con~
struction and inventories, since both are in part financed through the com—
mercial banking systeme In the Soviet bloc, credit restrictions will not
affect construction, since the central (commercial) bank does not finance
construction activity and credit for construction is financed solely through
an investment bank deriving its resources from tax revenue, centralized
amortization funds and retained profits.

A change in the amount of credit, therefore, will affect directly
only that portion of investment which goes to inventories. It may have an
indirect effect upon consumption or construction, to the extent that in-
ventory changes affect the volume of resources available for these other
purposes. Communist literature on inventories indicates that plans are
based upon the assumption that inventories will not exceed a certain number
of days'! supply for any particular plant, depending upon the distance it is
from its suppliers, the frequency of deliveries of supplies, etce Specula-
tive changes or any other changes which are not directly the result of
changes in the level of output of the plant in question are not ordinarily
countenanced in the planning process. For this reason, any other changes
in the level of credittend directly to lead to disruptions in the planned
flow of goods.

The discussion of the enterprise sector dealt with the background
of currency conversions in terms of credit policy: a currency conversion
became necessary because enterprises received too much credit. This argu-

ment amounts, of course, to saying that investment in inventories became
too high relative to construction and consumption. On the other hand, the
discussion of the consumer sector formulated the background of the currency

1/ Niculeanu, Some Aspects of Right-Wing Deviation in the Financial
and Banking System, Probleme Economice, No. 6-7, 1952.
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conversion in terms of brice policy: ‘the conversion was necessary because
prices were too low relative to wages. Putting this argument in terms of
resources, it would be said that the reason cousumer goods supplies were
100 low may have been because too much production went into inventories.
If these interpretations be correct, control over investment in inventory
may have been the wesk point of Soviet bloc planning, since so many bloc
countries have had difficulties originating in this sphere.

The problem may be formulated in terms of policies, rather than in
terms of economic ectivity., From this point of view, the currency conversions
can be avoided if controls over retail prices are removed, or if controls
on credit are intensified, It is easy to move from this proposition to ano=-
ther: currency corwversions are necessary because the authorities in Soviet-
type governments undersstimate the importance of credit controls and over-—
estimate the importance and usefulness of direct controls.

Price controls, however, are an essential feature of Soviet-type

economies, since they serve to force enterprises to hold down their costs,

and to assure the government of adequate investible funds through controls
over turnover tax revenue. If it were not for them, such economies would
find it difficult, if not impossible, to maintain the level and direction

of their investment programs. Such economies will presumably have difficul-—
ties in holding down wage levels, unless the regimes are as strongly organized
as the USSR, In these circumstances, increases in credit would be necessary, -
even under optimal conditions, if enterprises are to meet payroll requirements,
A further problem is that as output increases, the minimal volume of inven=
tories required to prevent bottlenecks and stoppages will also increase.
Thus a country of this sort may well expect some increases in the level of
credit and deposits. The difficulty is that retail prices seem less flexible
than wage rates, so that there 1s always a tendency for the note circulation
to rise too much; moreover, it is difficult to determine the maximum credit
expansion permissible at any given moment. Only if wages can effectively
be frozen (as they were in the USSR after 1947-8) can there be much assurance
of effective credit controls. A wage freeze seems to be much more difficult
to enforce than price controls.

Ixchange rate changes and currency conversions

All the currency conversions under study, except that of the USSR
in 1947, have involved changes in exchange rates.;/L The analysis of the
change of exchange rates is complicated by the fact that in these cases
there have been simultaneous changes in the general level of wholesale
prices, and it is useful to consider both changes togethers An earlier
article in this review 2/ has shown that although the foreigh trade
program of a Soviet-type economy is not de—

1/ The USSR raised its exchange rate from 5.3 to the dollar to L.0 to the
dollar on March 1, 1950, This change was not associated with a cur—
rency conversion, and will not be discussed in detail here.

2/ "The Exchange Rate in Soviet-type Economies", March 2Ly 1953,
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termined by market considerations, and although the exclhange rate has there-
fore no effect upon the trade program itself, it has several effects upon
the money supply of the country because:

L A trade imbalance is hormally not accompanied by any change

in central bank holdings of foreign exchange, since it represents a planned
capital movement or transfer.

2. This imbalance will normally be financed in a menner amounting
to the purchase of clearing ruble surpluses from the central bank, or the
sale of deficit rubles to the central bank by the Treasury. These represent
the domestic currency equivalent of the international credit which is re-
ceived or extended because of trade imbalances. These transactions affect
the cash position of the Treasury, and they depend upon the exchange rate.

3. The effect of the trade program upon the money supply thus

depends upon two factors, the second of vhich is affected by the exchange
rate:

a. transactions which the Hinistry of Foreign Trade
carries on with domestic enterprises, which may
add to or reduce their available funds;

bs transactions in clearing rubles between the Treasury
and central bank, which affect the tax revenue needs
of the former.

A change in domestic wholesale prices affects the order of magnitude of

the first type of transactions; a change in exchange rates affects the order
of magnitude of the second. If the price of a clearing ruble changes in

the same proportion as wholesale prices, the ret effect of a particular trade
program upon the money supply will change proportionally, but since the money
supply changes by the same proportion, such a change will be of no economic
importance. Changes in the brice of a clearing ruble relative to wholesale
price levels, however, do affect the impact of the program upon the money
supply, and it is these which are of intereste Table 10 shows the effects

of the currency conversions and exchange rate changes upon this relation-
ship. 1In three of the' four cases, the ruble was depreciated relative to

the satellite currency. The following discussion will attempt to explain

why these different changes may have taken place.
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Table 10

International Trade Aspects
of Satellite Currency Comversions

Poland Bumania Bulgaria Czechoslovakia
Tct. . Wan Ty Wme "7
1950) 1952) 1952) i953) - o
~ Post-conversion demand
~ deposits, per 100 units
of pre=~conversion ’ ‘ ’
deposits 3.00 5. Q0 L. 00 20, 00

Post—conversion net flow

of funds between Ministry

of Foreign Trade, in :
per cent of pre-conversion [:Not available, but probably ciose to figures
flow a/ in first row._| T

Post=-conversion net

flow of funds into or

out of Treasury in

connection with inter—

national transactions

in per cent of pre- ' ‘ '

conversion flows b/ 1. 00 7. 47 2.38 1L Lo

Ratio of clearing ruble

to domestic wholesale

prices (pre-conversion ' ' '
ratio equals 100) c/ .33 . L9 .60 .72

a/ The reduction in wholesale prices.

.E/ The domestic currency price of one ruble, in per cent of the pre-
conversion rate. :

/ Row 3 divided by row 1.

It is to be presumed that measures undertaken at a time of currency
conversion will be designed to hold down the money supply, since the con-
version itself is an effort to correct excessive money holdings by individuals
and (to a lesser extent) enterprises. The problem is therefore to determine
the conditions under which the particular exchange rate changes would have
a tendency to reduce the flow of funds to enterprises, or to increase the f£low
of funds from enterprises arising from foreign trade operationss The opera-
tions of the Ministry of Foreign Trade with enterprises will not be affected
by the change in exchange rates, since they will be affected only by the re-
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lative size of purchases and sales carried on by the Winistry. On the other
hand, the operations undertaken W the Treasury in tonnection with the planned
capital movements are affected by the exchange rate, Table 11 shows how ex
change rate changes affect the Treasury cash position under conditions of
export and import surpluses, It will bhe assumed for convenience that the
Treasury will respond to changes in' its cash position by changing its taxes,
rather thanp by changing its outlays.

Table 11

The Effect’; of Exchange
Rate Changes on the Ireasury

If the clearing ruble balance shows

For any given trade An export An import

progran, valued in _ surplus surplus

clearing rubies Lﬁhe Treasury "bhyyst !:Ehe Treasury "sells"
the clearing - ruble clearing rubles repre-
surplus to finance senting capital im=
the capital exporﬁj ports|

If the ruble/rhole- Treasury purchases Treasury revenue goes

sale rrice ratio rises and its tax revenue up, and its tax revew
needs go up nue needs go down

If the ruble/whole- Treasury purchases Treasury revenue goes

sale price ratio falls and its tax revenue down and its tax re-
needs go down venue needs go up

surplus in clearing rubles would show an export surplus in its domestic ace
counts. That is, if the value (in clearing rubles) of exports exceeds the

value of imports, the value of the goods which the Ministry of Foreign Trade

purchases from domestic enterprises for export purposes should' exceed the

value of imported goods which it sells to domestic enterprises.s If the Soviete
type economy were a market economy, this would be true because domestic prices
and clearing ruble prices would tend to be equal. This condition, however,

is not necessarily met, and prices may be so distorted that g trade program
which showg an import surplus in clearing ruble accounts can have an infla-
tionary effect internally.

The rase of Rumania seems to be relatively "normal". Rumania is
known to be paying reparations to the USSR under the terms of the beace treaty
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of IShV.d;/ In other words, it has an export surplus, "Normally", as has been
indicated, an export surplus in a country!s clearing ruble account will be
accompanied by a tendency for the money supply to increase, since the Ministry
Foreign Trade will buy more from enterprises (for export) than it sells to
thems In this situation, a country such as Rumania wishing to reduce the
inflationary effects of these transactions will raise the exchange rate (and
taxes) so as to increase the amount of funds used in the purchase of clearing
rubles from the central bank, for any given volume of reparations deliveries,

The other three countries all showed declines in the ruble~whole-
Sale price ratios at the time of the currency conversion, This, according to
Table 11, would be associated with an import surplus, on the assumption that
the change was designed to accompany increased taxation of the funds of
enterprises.‘g/ If the relation between domestic and clearing-ruble prices in
these countries were "normal", however, an import surplus would tend to
decrease the funds of enterprises, since they would be purchasing more from’
the Ministry of Foreign Trade than they sold to it, In these circumstances, a
reduction in the ruble-wholesale price ratio would hardly seem necessary, If,
however, clearing~ruble prices are so far out of line from domestic wholesale
prices that trade programs have inflationary effect even though there are
"deficits" in terms of clearing rubles, it would be possible to account for
this combination of circumstances, In this "abnormal® situation, then, the
iﬁ?ort.surplus would result from an over-pricing of Soviet goods, rélative to
satellite goods.  The exchenge rote chonge, insteand of being inflationary,
would in these peculiar circumstances be deflationary.

Currency conversions, national income, and the price level

The foregoing discussion has shown that many of the provisions of a
currency conversion affect the consumer and enterprise sectors of the economy.
They do not, however, indicate how the various wage and price changes may be
related to each other, or how they may be related to the disequilibrium
prevailing in the economy before the conversion, Moreover, they give no
explanation of why the conversions in the satellites involved general changes
in the level of wages and pricesy apart from adjustments in wage-price
relationships,

There is nc clear explanation in Soviet=bloc literature as to how the
decisions as to the price and wage levels are made in fact, It is possible,
however, to advance a hypothesis as to how they may be made, using a simple
national income analysis,

The national income in a closed Soviet-type system may be representer
as the sum of consumption and investment goods output, as in other types of
economies, However, savings in general are not made by individuals but by

1/ Rumania and Hungary were to have completed reparations payments at the end

T of 1952, Hungary made an announcement thrat reparations payments had been
completed in January 1953, but Rumania has made no such announcement,

2/ The assumption that these countries have import surpluses in clearing
rubles does not seem unreasonable, as all of them have received medium-
term credits from the USSR,
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the state—in the form of "accumilations", which include both the profits of
enterprises and tha turnovertaxThere are thus two ways of looking at the
natibna1 inname either in terms of goods produced, or in terms of wages and
accumulations, These may be written respectively as:

¥ = ¢ .+ I {(2s in ordinary economic writings)
Y =w@ala where W = wage payments
& = the rate of accumulation,

i.e., savings as a per-
centage of wage payments.

When there is a currency conversion, wages and prices are adjusted for a con-
version factorlg (thus in Czechoslovakia, prices and wages were reduced to
one-fifth their former level, and k = e2)e In addition, prices of capital
goods and consumer goods, wages, and the rate of accumulation are also changed,
Thus, after a comwersion, the quantities given above will be changed, so that
the national income is shown by:

o= (kde)cd d i)z
= ktww@dalan

1. Under what may be called "equilibrium" conditions, consumption
will equal wage payments (it being assumed that there is no voluntary indi-
vidual saving§. However, this is not necessarily the case, and if there is

a difference between the two, it will reflect a change in currency holdings
of individuals. One of the purposes of a currency conversion is to establish
equilibrium in the consumer sector, so that, at the new price-wage levels,
wages will equal consumption, or that:

kfec)e = xlww
This in turn implies that:
(k'l- C) - W

S (7 T

or that the increase in consumer goods prices relative to wages (the left-
hand' side of the equation) equals the ratio between wages and consumption
(i.e.,the unspendable income of the population) before the conversion. The
greater the excess purchasing power (the ratio of W to C) before the conver—
sion, the more must prices increase relative to wages in che conversion.

2.* Similarly, under "equilibrium" conditions, investment mast equal
accumulation. If this equality is not attained, it will be because credit
expands more than "accumulation", or because some accumulation is used to re—
duce the amount of credit in the economy. One of the purposes of a conver-—
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sion may be to establish equilibrium in the capital sphere, so that:
k+1)I = (klw w (ad ar)
which implies that:

(el s) . W(alan
”TE‘r ; i . L ai}

The relation betweeﬁ the change in capital goods prices (k & i) and the

‘change in wages (& + w) thus depends upon the relation between wage payment
and investments prior to the conversion, and the rate offaccumulatichMhi¢h

the government wishes to achieve after the conversion. If the government
does not wish to change the rate of accumulations (a! = 0), the ratio of the
change in investment goods prices to the change in wage rates will equal the
Ppropertion of investment which, prior to the conversion, was financed from
current accumilation (as opposed to credit). )

3. These two objectives of a currency conversion determine the
change§ in “real purchasing power" of vages and ghe "real price" of capital
goods (In Ysyus of wages), but they de not explain why there should be any
change in the general price level as such. They offer no clue as to why
the €zechs should have lowered the general price level by 80% (settihg;”

k 2.2), while the Soviets left it unaltered (setting k = 1). The following
analysis shows how and why a currency’ conversion may involve a reduction in
the geniral leval of prices and wages. T

A currency conversion may involve a change in the rate of accumu—
lation (at # 0)e It also invo ves- changes in the general price-~wage level
(k 3 1), and in vage rates (w 0). Suppose that the authorities wish to
change "real" accumulation (money accunulation adjusted for the change in
the general price level k) by some factor F. This means that:

k & w) (a ¥ at) W = F (kaWw)
This expression can readily be solved for k:

k = -~ w(atar)
a (l-F)+aT

When "real" accumulation is to be held constant (F = 1) this expression
simplifies to:

k= - w (alar)
a!

This formula indicates that a change in the general price-wage level
would be necessary if the real level of accumulaticns (saving) is to be maine
tained when muney wages and the proportion of the national income going into
accumulation are changing, It is, of course, not known whether a calculation
of this sort is actually made by Soviet-bloc authorities in deciding how much
to change the general level of prices and wages in the conversion pProcess.
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osejof.thiSfdembnSthatibn‘is:simpltho_shcwﬁthatythe‘deCisiohwﬁo
er the general price level does not seem to be irrelevant to the other
- decisions made simultaneously, and may be explainable in some terms such
as those given here.

Summazry and conclusions

S The currency conversions of Soviet=bloc countries represent at—
“tempts to adjust purchasing power to the availability of goodss The latter
are determined by industrialization and armaments programs, so’that the
entire adjustment must be made on the side of purchasing power. In the
~absence of adequate statistical or explanatory data from official sources,
the reasons for the selection of measures included in any particular cur-
rency conversion can only be surmised, but available data suggest that:

1. The rate at which old currency is excharged for new seems to
be designed to reduce the note issue to the' amount normally required to
carry out planned retail trade requirements.

2. The greater the scope of the rationing and miltiple-price sys=-
tem existing prior to the conversion, the greater will be the amount of
excess purchasing power (currency in circulation) which an economy can sup-
port without a currency conversion. Such systems, however, tend to impair
incentives and to have undesirable effects upoh the distribution process,
so that the authorities ultimately wish to abolish them.

3« Rationing and multiple prices can be abolished without a cur-
rency conversion if the level of conswrer goods prices which will absorb
current earnings and accumilated currency is not higher than the highest
prevailing level of prices. Apparently, however, the authorities decide
to have a currency conversion when they feel that prices would have to
exceed this level if they were to absorb existing purchasing power. This
decision will probably become necessary if the price of unrationed goods
has been held too low, because the authorities wished to hold down peasant,

ned expansion intervened to block the downward movement of unrationed prices.

L. Under conditions prevailing in a Soviet-type econory, increases
in the currency in circulation will normally lead to decreases in the de-
posits of enterprises, unless there have been budget deficits o credit
expansions. Such decreases in deposits would normally make increases in
money wages and output impossible. However, money wages have increased
steadily (except in the post-conversion USSR), output has increased in all
countries, and budgets have usually shown a cash surplus. Credit expansion
is thus the reason for the intrease in note circulation, and hence of the
need for currency conversions.

5. In theory, the Soviet~type government could avoid a currency’
conversion by relaxing price controls or by strengthening credit controls.
Given credit controls, price control may be unnecessary, but given price
controls, credit expansion may be unavoidable. Since price controls are
an essential feature of the Soviet system, serving to regulate costs and
the availability of investment funds, there may be an inherent tendency
toward credit inflation in this type system unless a wage freeze can suce
cessfully be introduced. -
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incones, or beceause they had isapplied Soviet experierce, or because an unplan
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6. The changes in exchange rates which occur at the time of cur—
rency conversions may be designed to neutralize the effect on the money
supply of foreign trade programs. The direction of the various changes
may be accounted for in terms of known balances of trade and of the dif-
ferences which may be presumed to exist between clearing—ruble prices

in which trade agreements ape computed) and the internal price structures
of the various countries.

7-  Finally, several plausible suggestions can be made as to the
changes in internal price structure which accompany currency conversions:

2 The greater is the proportion of current earnings which cannot
be spent by individuals prior to the conversion, the greater will be the
increase in consumer goods prices relative to wages at the increase in con-
Sumer goods prices relative to vages at the time of the conversion.

b.  The greater the proportion of investment financed from bank
credit before the conversion, the less will wholesale prices rise relative
to wages at the time of the conversion.

¢« The greater the desired increase in the proportion of savings
(accumulation) in the national incorme, the greater will be the reduction

in the general level of wages and prices effected at the time of the con-
version.





