KOMUNIKACIJE

CRITICAL NOTES ON THE THEORY OF THE LABOUR-MANAGED
FIRM AND SOME MACROECONOMIC IMPLICATIONS*

The Illyrian Firm

It is generally accepted that a capitalist firm tries to maximize profit,
What about a labour-managed firm? The first to answer the question was
Benjamin Ward [7]. He thought that rational behaviour would require that
the firn maximize income per worker. He was not sure that workers really
behave in this way and called his construct the lHyrian firm. E. Domar [1]
and, in particular, J. Vanek [6] accepted the same answer and developed the.
oretical implications. In the process the Ilivrian firm was transformed into
a typical labour-managed firm.

In the one-product, one variable factor {labour) case, the production
function is given by

H qg=f(x)
It k£ is a fixed cost itemn that has to be covered, income per worker is gi-
ven by

Maximizing v leads to the folowing first order equilibrium condition
(3) Pg =y

If income per worker is equal to the wage rate, (3) is identical with the usual
neoclassical equilibrium condition. If y includes profit as well — which is
what the model assumes — the two conditions differ, The Illyrian firm be-
haves in a very different way as compared with its capitalist twin. The table
summarizes the findings:

*) Slightly revised version of the paper presented to the conference on Teoria dell’ im.
presa jugoslava autogestita e implicazioni macroeconomiche held in Instituto di studi e docu-
mentazione sull’ Est Europeo (ISDEE), Trieste, November 1972, ISDEE will publish the paper
in Italian in a book together with the proceedings of the conference.
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Effects on Output and Employment

Neoclassical Iyrian U-maxim. Yugoslav

v I anoe ", - : 3
Type of change firm firm firm firm
Tncrease in wage rate - 0 0 0
Increase in lump sum tax k 0 0, 0
Increase in product price - ~— ) — .

The table tells us that the wage rate has no place in the [vrian firm
(which scems desirable on ideological grounds, since labour management eli-
minates wage slavery). Next, the lump sum tax has a positive effect, while
the supply function is negatively inclined. The latter spells instability. Also,
it is clear that under conditions of diminishing marginal productivity, the
[livrian fivm will employ less labour than its capitalist competitor. And that
implics a built in tendency towards underemplovment and uncmployiment.
More realistic production functions (Domar [1], Horvat [2]), with several
variable factors, considerably reduce the undersirable effects. In the long
run and with free entry the two firms bechave again identically [6]. Yet in
the short run the Hivrian cconomy seems 1O be more unstable and to provide
less emplovment than the comparable (ncoclassical) capitalist economy.

The Utility maximizing Illyrian Firm

S. Parrinello [5] accepts the same basic behavioural assumptions, but
iries to make the approach more general by introducing two risks: dismissal
and emplovment risks. The workers dislike dismissing their fellow workers,
and even more being dismissed themselves, and are not eager to employ new
workers, because they may change the preference map of the colective in an
undesirable way. Parrinello constructs two simple utility functions, by modi-
fving the income per worker, as a target, by the effects of the two risks
quoted, :

I _)'6",{" X e} ‘{: r -’i: 0‘ XX
(4} I3 . _..:.. .
L;" = ye - m" P 0 , Xy

where r is the relative change in employment, m is the coefficient of dismi-
ssal risk and n the cocfficient ¢f employment risk, o1, 1> 0.

If utility is maximized, the equilibrium conditions are now

mo .
pg =y — - A{pg - ;(), O << x < Xy
X5
(5)
. ) n
pg = ¥ T (pq — k), X
Np

in the case where the two risks are absent, mo= =0, (5) is, of course,
identical with (3). When the risks are present, fewer workers will be dis-
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missed than otherwise (pg’<3) and in the alternative case of new employ-
menil, fewer workers will be cmpioyed than otherwise ( rqg > y). This result
s, of course, not surprising. since the model assumes that the workers are
reluctant to change ermaployment in cither direction,

The troduction of the two risks has vendered the behaviour of the
firm indeterminate, though blased in the Mlyrian direction, as shown in the
third column of the table.

The Evaluation of the Hlyrian Theory

Any meaningful theory has 1o pass two fundamental tests: the verifis
ability of assumptions test and the predictability  test. A theory may pass
both tests and may still not be a correct one. However, if it fails 1o pass one
or both of them, it is surely not the correct one. The latter rest is much sim-
pler and more conclusive and so let me consider it first,

The THyrian theory predicts that an increase in price will reduce output,
or at least leave it unchanged. Nothing of the Lind has been observed in the
Yugoslav econonty. Increases in prices, as signals of unsatisfied demand, have
benn folowed rather quickly by efforts to increase supply. It sufficies to read
newspapers to realize that.

The theory also predicts that a reduction of A will reduce supply. I
is not possible to verify or reject this predicition without a special empiricad
enquiry. Yet when in the 1960°s the six percent capital tax was abolished, I
did not observe — and no one to my knowledaze reported anvihing close to
that — a depressing effect on outnut,

Finally, the theory predicts that the labour managed cconomy will be
labour saving. The Yugoslav experience shows, on the contrary, chronic ove.
remployment in the frms. The government is constantly lamenting about the
»extensiveness« of production.

It is still possible to save the [lyrian theory by introducing special
factors accounting for ohserved effects. while retaining the basic assumption
about the per worker maximization, However, it s much stmpler 1o replace
the theory by another one, which corresponds 1o facts more directly. Besi-
des, there is a universally accepted rule in scientific rescarch which states
that of two theories with equal predictive capacities, the simpler one is
preferable,

As far as the basic behavioural assumption is concerned, my own ex.
perience has led me to postulate the following target function (23

(6) T = pyg— [(d + Ad) x + k]

At the beginning of a new business yvear the workers’ council sets the aspi-
ration level of personal income to be achieved. The aspiration income consists
ol the last year's or some standard persenal income (d) and a change, nor-
mally an addition, to be achicved in the current year (Ad). The aspiration
income is a function of (a) expected sales, (b) incomes in other firms, (¢}
incomes in the last and earlier vears, (d) fabour productivity, (¢) costs of
living, (f) taxation policy and perhaps of some other factors.
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Once the aspiration income has been decided upon, it becomes an obli-
gatory target for the management. This means that for all practical purposes
(d + Adj performs the allocational role of the wage rate, without, however,
being a wage rate. What the worker will actually get as his share in the firm's
income may be diferent from the aspiration income, d* 2z (d + ad), and de-
pends on the business resuts of the firm. In fact, the actual Ad may turn
out to be negative if the firm sufters losses. Thus instead of reducing em-
plovment the firm will simply reduce d, which is also observed behaviour.

Mathematically, (6) is identical to the standard neoclassical target
function, and so the equilibrium conditions will be the same. Thus, at least
qualitatively, the theory predicts the observed behaviour.

Maximizing Income Versus Maximizing Profit

Groups of Yugoslav economists have been engaged In long and bitter
debates about whether a socialist firm maximizes income or profit. What
can be said about that?

Suppose we deal with an IHlyrian firm whose income per worker

is represented as a sum of two components, the standard wage, v, and the

profit per worker, = |
X

7 v

Since we is fixed, maximizing v implies maximizing 2. I others words, ma-
X

ximizing income per worker and maximizing profit per worker come to the

same thing. The behavicural and allocational consequences are the same.
Suppose we deal with the Yugosiav firm, and the production function

depends on two variable factors, labour (x) and raw materials (2). The price

of product (p) and of raw materials (¢) is given. Suppose the target is to ma-

ximize the surplus which we may call conditionally the profit™

==pg(x,z)—[{d+Ad)x +cz+ K]

(8) 97 . pg.— (d + ad) =0, pg, =d-+ Ad
agx
o7 = pq. — =0, py.=c¢
a:

The result is familiar; in equilibrium the value of the marginal product i<
cqual to the price of the factor.
#y Conditionally, because part of it will he used to adjust wages upwards or downwards,
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IT the aim is to maximize total net income

Depgix, 2y—"(cz+ k)

(9) 9D _ py. =10
agx
gf) = pg,—0 o= 1 pq,=c¢

the condition for the nonlabour factor is the same. But the labour cquation
is different and stares that emplovment ought to be increased until the mar-
ginal productivity ol the last worker falls to zero. Since overemployvment is
an empirical fact, it may be thought that pg = 0 describes the reality well,
Yet I prefer to consider (8) as a more accurate description of normal be-
haviour and would explain overcmplovment (which implies pg_ < d + Ad) as
a deviation due to strong pressures generated by the lavge latent unemplo-
vinent.

Some Macrocconomic Implications

An extensive empirical enquiry into business cveles in Yugoslavia re-
vealed that the labour-managed firm behaves differently  from capitaliss
firms in a number of important aspects [3].

1. Since capital is socially owned, risk and uncertainty are greatly re-
duced. As a conscquence, the work collective, performing the role of an en
trepreneur, shows a much higher propensity to invest and to increase em-
ployment — aiming at a fast expansion of output — than is the case in the
capitalist environment. Hence, a high rate of investment, often not matched
by adequate financing, and overemplovment are to be expected.

2. Since the firm is collectivelv managed, there is a great reluctance to
dismiss fellow workers., In general the firm prefers to reduce wages rather
than dismiss workers. But before wages are reduced, the firm will exhaust
all its internal reserves and credit possibilities. If the workers are not dismi-
ssed, they must produce. And if there is no market, they will produce for
inventories. On both counts in a recession aggregate demand will be higher
than in a comparable capitalist environment. In the acceleration phase of the
cycle firms will decumulate inventories, which is again opposite to the be-
haviour of capitalist firms. Consequently, a labour managed economy is in-
herently more stable.

3. Because of 1. and 2. the firm will tend to produce even when it can-
not sell immediately and or continue to sell its products even when the buyers
cannot pay immediately. Thus one should cxpect large involuntary inven
tories and trade credits, particularly in the reccession phase. This may gene-
rate cycles of severe illiquidity which would render monetary policv com-
pletely incffective.

4. In the acceleration phase unit costs will tend to decrease and in the
recession phase they will tend to increase. Thus we should expect stable
prices when the rate of growth is high (except in booms, when demand pull
inflation becomes operative) and rising prices when the market is slack.
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5. Without regulatery activities of policy making authorities wage ra-
tes for the same type of work will tend to differ more than in a capitalist
ccononmiy. Inirasectoral differcnces are benefical, because thev imply adjust-
ment to local conditions, making it possible for the firm to survive. Ho-
wever, intersectoral differences are highly undesirable because they refllect
the violation of the basic distributional principle: distribution according to
work. Since this principle is deeply ingrained in a labour managed economy,
any vielation generates counteracting forces. Since productivity increases at
verv different rates in different sectors, the slow sectors will not be able to
absorb wage increases and will have to increase prices. Thus in an unregu-
fated or inelficiently regulated labour managed cconomy there will be strong
inflationary pressures of the cost push type. On the cther hand, because of
‘e absence of the fundamental ecmploveremployvee contlict, it is much easier
o conirul a cost push inflation in & labour managed envivonment than in a
capitalist environment.

6. I*n:’ obvious reasons self-managemient creates an aversisn against
farge units. The openness ol self-management nx kes collusive trade practices
\.Asfhuxh impossible. Thus in a labour managed ceonomy one she suld expect
strong pressures towards decentralization and against cartelization and mo-
nopolization.

Institute of Leonomic Seadics, Branko HORV AT
Beograd
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