MunuctepcTBo o6pazoBanus Pecyonmku benapych
VYupexaenue o0pa3oBaHus
«l1oOUKHM TOCYHaPCTBEHHBI YHUBEPCUTET

IKOHOMWYECKAA TEOPUA

Y4yeOHO-MeTOTNUECKNIT KOMIUIEKC
JUISL CTYJICHTOB HEAKOHOMHYECKUX CIEHHATBHOCTEN

ECONOMICS

Educational and methodical complex
for students of non-economic specialities

ITon obmeit penakmueit N.B. 3enpkoBoi

HoBormomonk
[y
2013



VK 33.01(075.8)
BBK 65.0173
540

PexomMeH10BaHO K M3JaHUIO METOIMYECKOM KOMUCCHEH
WHKXEHEPHO-TEXHOJIOTHYECKOTO (DaKyIbTeTa B KAYECTBE
y4eOHO-METOANYECKOro KoMiuiekca (mpotokosa Ne 2 or 28 mapra 2013r.)

ABTOPHBI:
B. B. buuanum, E. B. bornanosa, B. A. T'anckuit, C. B. 3aumpunckas, W. B. 3enbkoBa,
O. H. JIazyka, A. B. [Tapdpenorud, T. M. ITlogsimaxko, E. B. [Ipynuukosa, B. I1. Pyauk,
O. B. Illonox, 1. H. lllynsxenko-Cyxanona, A. U. Hlypmak

PELIEH3EHTDI:

II-p PKOH. HayK, Tpod., 3aB. Kad. IKOHOMUYIECKOI TEOPHH
Bbenopycckoro rocynapctsenHoro ynusepcutera B.JI. KJIFOHS;
KaHJI. 9KOH. HayK, 3aM. JieKaHa dKOH. (pak. bemopycckoro
rOCYJJapCTBEHHOI'0 YHUBEPCUTETA 110 MEXKJIYHAP. CBA3SIM,
no11. kad. skonomuueckoit Teopun A.U. TEPEIIIKOB

JxoHOMHYecKasi Teopusi = ECONOMICSy4e0.-MeTo1. KOMILIEKC ISt
240 CTYIEHTOB HEAIKOH. crenuanbHocteii / B. B. buyanun [u ap.] ; mox o0,
pen. U. B. 3enpkoBoii. —HoBomomonx : [1I'Y, 2013. — 276.

ISBN 978-985-531-397-8.

[Moarorosnen B coorBeTcTBUM ¢ THIOBOI mporpammoit Ne TI-CI' (2008) mo
JTUCITUTIINHE «DKOHOMHYECKAsi TEOPHUS» JIJIsl CTYJICHTOB BBICIINX y4EOHBIX 3aBejie-
HHUM HEDKOHOMMYECKHUX clielranbHocTer. [IpeqHasHaueH 1is CTyAEHTOB HE3KOHO-
MUYECKHX CIEUATBHOCTEN BY30B.

VK 33.01(075.8)
BBK 65.015173

| SBN 978-985-531-397-8 0VYO J1I'Y», 2013



PREFACE

"You may like it or not, but the
main problems of modern politics are
purely economic. They can not be under-
stood without knowledge of economics.
Only the man who knows general ques-
tions of economics can form an independ-
ent opinion about concerned problems.”

Ludwig von Mises

The strategy of economic development of the RepuiiBelarus and
changes in social and economic development of dlaatcy which has occurred
during the last years cause the necessity to corerand attach great impor-
tance to human sciences when improving educatibe.nBw generation of edu-
cational standards, curricula, structural subjedtshe sample programs and
widely implemented innovative educational techn@edocus on it.

Taking into account goals and objectives of acpeaeticipation in peda-
gogical process, lecturers of the department oheaeics have prepared the
educational and methodical complex (EMC) "Econotnfos students of non-
economic specialties. During the preparation of ¢cheplex special attention
was given to its thematic structure, developmemt deepening of social and
personal competence of students based on the kageavief human sciences
which develop social and creative beginning in usid@ding and accomplish-
ment of civil, professional and personal functions.

In modern fast-changing world economic educatiort simed at master-
ing abstract theoretical truth, construction of mleddiagrams, but acquiring of
economic knowledge. This knowledge is necessaryiholerstanding the basic
laws of economic organization and activity of firthe company, and economic
system of the country, for mastering the objecégenomic laws, concepts and
categories which reflect real economic processesfamm analytical thinking,
professional skills to choose effective management.

Economic education as the main element of socidlumanitarian edu-
cation and the component of general world viewailked to analyze the condi-
tion and tendencies of social and economic devedoprof economic agents,
industries, national economy, to be able to rettealkpecificity of economic re-
lations in Belarus, accepted social and econonagrnams and economic policy
realization.



During the preparation of the educational and methodical complex the au-
thors used the principle of the modular approach which assumed teaching mate-
rial division into rather independent educational modules (sections):

1. Introduction to the course.

2. Fundamentals of microeconomics.

3. Fundamentals of macroeconomic.

4. Fundamentals of international economy.

The authors of EMC are:

Bichanin V.V., Bogdanova E.V., Rudik V.P. (preface, chapters 12, 13, 15);

Bichanin V.V., Prudnikava A.U., Shurpak A.l. (chapters 5, 6);

Bichanin V.V., Zashchirinskaya S.V., Shulzhenko-Sukhanova I.N.
(chapter 3);

Bichanin V.V., Sholoh O.V., Rudic V.P. (chapter 16);

Ziankova [.V., Ganski U.A. (chapters 7, 17, 18);

Podymako T.M., Ziankova I.V. (chapters 1, 2);

Lazuka O.N., Rudic V.P., Parfenovich H. V. (chapters 10, 11, 14);

Prudnikava A.U. (chapters 8, 9);

Sholoh O.V., Ziankova 1.V. (chapter 4).

EMC "Economics" is meant for a wide range of students of full-time and
correspondence modes of study of non-economic specialties. The EMC will be
also useful to those who are engaged in practical activities in modern conditions —
from politics to business — as success of this activity in many respects depends on
mastering economic style of thinking.

The team of authors of the department "Economics" will be grateful to
readers for wishes and constructive remarks.



PART 1
INTRODUCTION INTO ECONOMICS
Chapter 1. ECONOMICS: SUBJECT AND METHODS

1.1. Subject of economics as a science.

1.2. Branches (levels) of economics. Theoretical andieghgconomics.
Economic policy.

1.3. Methods of economics. Economic categories and laws.

1.4. Main stages of economic theory.

MAIN CATEGORIES

Economic science, economics, economic policy, business practices,
tangible and intangible production, positive and normative economics, political
economy, economics, the theory of the national economy, microeconomics,
macroeconomics, methodology, techniques, methods, economic laws and
categories, main stages of development of economic thought.

1.1. Subject of economics as a science

Economic science has a long and rich history. tigires lie on the one
hand, in philosophy, and on the other hand — imatd=bon pressing issues of
human activity. The first stream of economics appean ancient Greece in the
IV century BC. Even the term "economy" comes frdra Greek word, which
consists of two words: "oikos" — the house, thenfand "nomos" — the law, so
that in the literal sense economy should be ingtegor as "the art of household
management” or "home economics”. This understandinghe term is not
accidental, since the economy of that time remalaggkly natural, isolated and
in need of a certain set of rules and regulations.

The views of ancient Greek philosophers XenophdatoPAristotle, can
be described as theoretical starting points of modsconomics. Aristotle
divided the science of wealth into two parts — #wnomy (the aggregate
consumer price) and chrematistics (the art of ngaknoney).

During more than two thousand years the meanirtgeoferm "economy"
has expanded significantly and changed. In 161&ndkr economist Antoine de
Montchrétien published "Traite d’économie politijeA Treatise on Political
Economy"). Montchrétien’s work put into scientificse the term "political
economy" and then gave the name to the rising sejemhich has survived to
this day. The term "political” in the name of s@enalso has Greek roots. It



comes from the term "polis" (city, state) and enpasses a broader meaning
than the savings. "Political economy" is literallpnslated as "the laws of the
state in the economy,"” i.e. "the art of managing public sector.” In the late
XIX — early XX century qualitative analysis in eanic theory is increasingly
being replaced quantitative. Scientists increagisgiek to optimize the use of
limited resources applying for this purpose theotiieof marginal values,
differential and integral calculus, algebraic equat and graphs that simulate
specific market situation. After this the contemidahe name of the science
changed. The concept of "political economy" is iepd by a new name —
"economics". Its new name in economics was pubdishel890 in the book of
Alfred Marshall "Principles of Political Economy".

The evolution of terms "economy", "political econgim'economics" and
"economic theory" is caused by historical reasdng, essentially they are
entitled to the same constantly evolving sciencat tetudies economic
phenomena and processes of management at diffekaté of interconnection
and interdependence. Emphases and approaches dhéarthe science remains
the same — the science of economic life of indigldugroups and society as a
whole. Development of any branch of knowledge, udelg knowledge of
economy, is a successive change of scientificdialdwhich a revision of basic
theoretical concepts takes place.

The term "economy" in the current conditions is dusa different
meanings:

1) economy of a country or part of it, including seyiar branches
(economy of industry, agriculture, etc.), farm am@a@untry or group of countries
around the world (regional economy, the world ecopoeconomy of Belarus,
Russian economy, etc.);

2) historically determined set of economic relationstween people
developing in the course of economic activity cepanding to a given stage of
development of productive forces and forming a dge@conomic system
(slave-owning, capitalist economy, etc.);

3) scientific discipline concerned with the study ahtan activity, its laws
and regularities (theoretical economy, politicabremmy), some conditions and
elements of production (economy of population, tabmanagement, etc.),
individual industries and economic activities (t@ck economy, education, etc.).

If we try to give a definition of economy in onensence, then economy —
IS a business system that meets the needs of peadlesociety through the
creation and use of necessary life benefits.



Different aspects of economic life are studied bgriaus specific
economic sciences, but they are based on sciereh v known as economic
theory in the national literature, or just economythe majority countries of the
world — economics.

With the development of economics as a sciencesv@mwthe subject and
its practical function also change.

Thus, mercantilists reflecting interests of tradefrshe epoch of primitive
accumulation of capital considered that the subgctesearch was national
treasure. The only source of wealth was trade.\Wéwdth itself was often equated
with money. The main function of this science wasshhance the commodity-
money relations, attracting gold and silver inte ttountry due to increasing
demand for money. The main practical conclusiomftbis science is the need of
impact on economic policy which plays a cruciaénol economic life.

Physiocrats transferred subject of political ecopenthe national wealth
from the sphere of circulation in the sphere ofdjietion. This was the greatest
achievement of economists, although they mistaké&elyeved the source of
wealth was only in agriculture. Hence the practfaalction of this science was
to stimulate development of agricultural producti@nd the main practical
conclusion was approval of the need to limit gowsent intervention in the
natural course of economic development.

Representatives of the English school of clasgicahomics expanded the
subject to investigation of conditions of produntiand accumulation (Adam
Smith), and distribution (D. Ricardo) of the na@brwealth generated by all
sectors of material production which included irtdys agriculture,
construction, forestry and etc.

The same view of the subject of political econommyshared by some
modern economists, considering political economya axience of production,
distribution and consumption of wealth. But undamsling of the latter in the
course of history of economic thought has chandmtlally, national wealth
was in the form of money, then — a result of praidumcand today national
wealth includes and the man himself, his intelledgrmation as sources for the
subsequent development of society.

Practical function of classical economics was terease factors of
national wealth growth (deepening of social diumsiof labor, increase in
production, increase in employment and productivitynimizing the share of
public spending in national income of society, )etén this doctrine both
positive (as is) and normative (what should bexfwms of economics occur.
The bottom line is a warning against any form ofggament intervention in the
natural course of market processes.



The subject of Marxist political economy, in accamde with the class
approach to the analysis of social life is relagion production, which are based
on property relations. This is significant becalases, conflicts, class conflicts,
the need for the dictatorship of the proletariatl ahe domination of the
command system of management derive from the ptmuiucelations system
economic.

Relations of production are objectively folding atebns, relationship
between people during the process of productiostriblution, exchange and
consumption of vital goods.

Practical function of Marxism was the need to opeganically inherent
weaknesses and contradictions of capitalism, tdifyjushe objectivity of
economic struggle of the proletariat to achieve gials. The practical
conclusion from this science is replacement of tedipm by socialism,
inevitability of proletarian revolution.

Marginalists announced behavior of individuals autial institutions
(companies, groups, etc.), ways and means of aolgieteir goals as the
subject of political economy. Practical functionsMamited to scrutiny of the
motives of the subject in a particular economiaiaibn, justification of
economic policy of a firm. With this stream appeme of microeconomics is
connected.

Marshall, who tried to synthesize basic assumptiaris classical
economics and marginalism, defined the subjectohemic theory or political
economy as a study of normal functioning of humaciety — study of wealth
and partly a man, or rather, incentives and motfgesction to counter. In this
definition the role of people in economy is emphedi

The subject of economics as a science, accorditiget&eynesian school,
is functioning of national economy as a whole. Bcat function is seen in the
formulation of economic policy. The main practicanclusion is the need to
stimulate aggregate demand and partial business.

Paul Samuelson, who carried out the synthesis otrosand
macroeconomics, in his textbook "Economics”, knawroughout the world,
among many definitions of the subject of econorhmoty (political economy)
indicates that economics is a science of everydaginbss life and human
activities.

In modern economic literature understanding of sbbject of political
economy as a study of "rarity" of limited resourgesvery common. So, J.
Robinson wrote that political economy was a scietheg studied behavior of
people as a link between objectives and limitedd$uavailable for alternative



ways of use and P. Samuelson considers it as acscabout ways of use of
limited productive resources that allow alternatiwvethods to achieve purposes.
In the Russian economic literature there are dedms of economics as a
science of endless effort to meet the needs of Ipe@fficiently allocating
resources to produce goods and services, excharigarg in order to fully
develop capacities and empowering people.

All definitions of economics (political economy) asscience reveal its
subject from different perspectives because ofntakinto account various
aspects of human life. The subject of this scieiscextremely complex and
diverse, because complex and diverse human adsyiigcluding the economic,
which does not allow him to give a brief, yet costpensive definition.

While studying the subject of economics in ordebébter understanding
it is appropriate to distinguish the following asf®e scope of study (economic
life or environment in which economic activitieseacarried out), object of
research (economic phenomena and processes); tsupgson, group of
people, government), unit of research (livelihomdsan "economic man", a
group of people and government, economic behauiorconnection with
economic environment in which they are located)s limportant to emphasize
that the main objective of economics is not justlescription of economic
phenomena but to show their interrelationship amerdependence, i.e. to open
a system of economic processes and laws. In thiléfférs from the applied
economics.

So, the object of economics is relations of produc({relations between
people during manufacturing process about prodacexchange, distribution
and consumption of goods and services) with limibedscarce resources in
order to conduct business effectively.

1.2. Branches (levels) of economics.
Theoretical and applied economics. Economic policy

There are different levels of economic researchpddding on the size
economy is divided into microeconomics and macroenucs.
Microeconomics is linked with activities of indiwdl economic agents
(companies, firms, consumers, traders, etc), pshéb understand why at the
level of such entities these and not other solste® made. Macroeconomics is
associated with the functioning of the nationalrexay as a whole; it examines
general economic processes at the level of sog@tyduction of national



income, unemployment, inflation, etc.) and showsatwdovernment should do
to make the society flourish.

You can also mark out mesoeconomics, behavior cbsseof economy,
and super macroeconomics explaining behavior ofwbed economy as a
whole. To get a clear idea of the construction amalti-tiered structure of
economy, we select the most characteristic ofeNgls, which are presented in
the pic. 1.1.

World economy (super macroeconomics)

National economy (macroeconomics)

Economy of separate branches (mesoeconomics)

Economy of firms and companies (microeconomics)

Economy of households, consumer behavior (microamics

Pic. 1.1. The structure of economics

A representative of the historical school, Carl lgen stressed that
economic knowledge does not come from one econsommce but a network
of independent concrete economic disciplines wphcgl tasks, objects and
logical devices. Specific economic disciplines poel a system of rules
necessary for implementation and therefore do pplyao theory, but the art of
business practices. Hence it is legitimate dividenemics into its theoretical
and applied parts. Although this division is to soaxtent arbitrary, it reflects
real differences in the object of study, in the wadknowledge and methods of
description of economic phenomena and objects usgdtheorists and
practitioners.

Theoretical economy includes economics as scieacenpmic theory)
which was born as a theoretical course in econgnassociated with the
necessity to mark out general regularities of eoungrocesses.

Applied economy interacts with a concrete econoinyelies to a greater
extent than the theory on experience, practice geameant, specific indicators of
economic activity. It has set itself practical sk the objective analysis of business
activity while avoiding excessive abstraction adrayn the realities of life.
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Economics as a science is a methodological foumdétr a whole range of
sciences: sectoral (economy of trading busineslsisiry, transport, construction,
etc.), functional (finance, credit, marketing, ng@ment, forecasting, etc.), cross-
sectoral (economic geography, demography, statisic.).

Economics takes into account knowledge achievedpegific economic
sciences, as well as sociology, psychology, histeithout which conclusions
derived from economics may be wrong.

The interconnection of economics with other ecomosgiences in its
most general form can be represented in the c. 1.

Specific economic
sciences
Branch economics.
Business economics.
Nation’s economics

Economy of special economi¢
forms and organizations :
. . . Economics - .
Finance. Credit. Marketing. Economic and mathematical methods.
Economics of nature use Statistics. Analysis of economic activity
Historical and
economic sciences
History of economic
thought.
Economic history

Information-analytical sciences

Pic. 1.2. The interconnection of economics witheotéciences

In economics, there are two directions, dependimg tioe area of
application of its results.

Positive (descriptive) economics focuses primamy the objective
interpretation of processes and events, buildingngfic hypotheses, concepts,
and laws of functioning of economic systems onrthasis.

Normative economics answers guestions, how shoudd,ihow to act in
order to achieve desired results.

Forecasting as a special part of economic scienaescientific prediction
of what may happen in economy in the future. Inemss, it is a science of
economic expectations.

The practical importance of economics as a sci@wed-known formula
of Auguste Comte) is that knowledge leads to fgiesand foresight — to action.
Economics should be the basis of economic poliey permeate the area
everyday practice through it. Action (practice)dsd@o knowledge, knowledge —
foresight, anticipation — the right action.
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We should distinguish economics and economic policy

Economic policy is a purposeful system of actiohg@vernment and a
company in the field of production, distribution afealth. Government
economic policy should reflect interests of sogietfyall social groups and it is
aimed at strengthening of national economy.

Economic policy is engaged in finding solutionsetmonomic problems
and putting into practice their policy mechanisisliticians taking advantage
of economics should also take into account cultwsatial, legal and ethical
aspects of the problem to be solved, if they wiaeirtdecisions to be successful.
The goals of economic policy may change the ecooosystem and its
improvement or degradation.

Economic theory is a scientific guide to the knalge of economic
reality without claims to a monopoly on the truth.

1.3. Methods of economics. Economic categories and laws

Economic science possesses not only a specifiesiijut also its own
methodology of research.

The methodology of economics is a doctrine abouhcpples of
construction and ways of scientific knowledge oé thubject of economics.
Modern methodology is a powerful tool of knowleddfeis destined to give a
true guideline, a direction of scientific searcks fole in solution of new
fundamental problems is especially important.

The main approaches to the economic research:

1) Subjective. The starting point of research is the economenagyith
sovereign "Me". The object of the research is "hoeeonomicus" (economic
man) with self-serving interest, i.e. behavioutto$ person is rooted by egoism,
and "the invisible hand" directs market forcesjetyds a set of different agents;

2) Neopositive-empirical. In the foreground there is a technical method
of enquiry. The result is empirical models. Socistyanalysed on micro- and
macrolevel;

3) Rationalistic. The behavior of a person accounts for his aspirdao
benefit, and the economy purpose is to reveal &wes lregulating economic
relations, and to explain "how it occurs" (D. Raa). Society is divided into
classes.

4) Dialectical-materialistic. The research is carried out on the basis of
the objective analysis of internal relations of mmmic processes and
phenomena in their reality and development. Economrocesses and
phenomena arise, develop and destroy. Determimsarpublic life.
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The methodology isn't identical to methods, butmay it defines the set
of methods of research, the choice of various nustlud execution, carrying out
of researches. It is possible to say that methodsagoractical application of
theory, theory in operation.

Method is a set of ways, principles with the helpwhich ways of
achievement of the purpose are defined. Methodwayaof achievement of the
purpose; it is an important tool of scientific knedge, means of development
and enrichment of a science by new results.

The system of methods used in modern economictg@dmowledge is
as diverse as economics. It is accepted to disshgworld outlook methods
(materialism, idealism), general scientific (scigntabstraction, analysis and
synthesis, deduction and induction, logical andohisal), particular (economic
modeling, experiment, mathematical, statistical,)et

One of the basic methods while studying of the eonno phenomena is
the method of scientific abstraction (from an arnadastractio — derivation). The
researcher distracts from the minor parties ofghenomena to reveal what in
them is essential and constantly repeats. Thusc bdsfinitions appear:
manufacture in general, needs, distribution, exghaatc.

Analysis is a mental partition of the studied pheeaon on components
and the study of each of these parts separatelngUsynthesis economics
recreates a uniform complete picture.

Induction and deduction are widespread. By meansinafuction
(prompting) transition from studying of isolatedt® to general provisions and
conclusions is provided. Deduction (deducing) mabessible transition from
general conclusions to rather private. Analysis agdthesis, induction and
deduction are applied by economic theory in unityeir combination provides
the system (complex) approach to difficult (mukiment) phenomena of
economic life.

The important place in research of economic evamid$ processes is
occupied by historical and logical methods. Theyhdboppose each other, and
they are applied in unity as the starting poinhistorical research coincides, in
general, with starting point of logical researcheTistorical method shows that
development goes from simple to the difficult ire thature and in a society.
Qualitative and quantitative definiteness is inhéne economic processes and
the phenomena. Therefore economics (political ecynowidely uses both
mathematical and statistical techniques and meamssearch which allow to
reveal the quantitative side of processes and phena of economic life, their
transition in new quality. Thus the computer faigh are widely applied. The
special role is played here by the method of econtonathematical modeling.
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The given method, being one of system methodss#areh, allows to define in
the formalized form the reasons of changes, thmisequences, forecasting of
economic processes. By means of this method ecanowulels are created.

Economic model is the formalized description of remmic process or
phenomenon. Its structure is caused by its obgegiroperties and a subjective
special-purpose character of research.

In connection with construction of models it is ionfant to note the role
of the functional analysis in economics. Functians variables quantities that
depend on other variables.

b) a)
6 6 1
5 5
]
(]
84 =
S 3 83
g 2 ﬁ 2
|_
1 1
0 ; ; ; ; ‘ 0
1 2 3 4 5 1 2 3 4 5
Production costs Sales

c)

0,6
0,5
0,4
0,3
0,2
0,1

0

Rate of inflation (%)

6

0 2 4
The unemployed proportion

Pic. 1.3. Examples of the graphic dependenceseaxpplieconomics

Functions are found in our everyday life, and wa'doealize it most
often. They take place in the technics, physicengsry, chemistry, economy,
etc. With reference to economics, for example, vag mote functional relation
between the price and demand. Demand depends qmitee If the price of the
good raises, the quantity demanded decreases wWitr things being equal.
Thus the price is an independent variable, or aggimand demand is a
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dependent variable, or function. But demand andepoan interchange. The
higher demand, the lower the price with other thifging equal. Hence, the
price can be demand function.

But demand and the price can be interchanged te&igpo The above
demand, the lower with other things being equalphee. Hence, the price can
be demand function.

The majority of models, principles of economic theoan be expressed
graphically, in the form of the mathematical eqoiasi, therefore it is important
to know mathematics and to be able to make and diagrams to study
economics. If the graph line goes from left to tigh descending between two
variables there is a feedback (see pic. 1.3(a)jhef schedule line goes on
ascending, it shows direct relationship (see pi8(h)), dependence can be
nonlinear (i.e. changing) then graph gets the ctoxe.(see pic. 1.3(c)).

Under the graphic approach diagrams are commonplieap — the
drawings showing a correlation between indicatbhey can be circular, stylar
(columellar), etc. (see pic. 1.4).

70

60

50 4
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0 T T |

T 2 3

1.4. Examples of charts (a — circular chart, bctaregular graph)

Schemes visually show indicators of models andr thtierrelation.
Drawings 1.1 and 1.2 can be an example.

Positive and normative analysis is often used talyae economic
problems. Positive analysis gives a chance to usetoeconomic events and
processes such as they are actually: that wasabc#m be. Positive statements
not necessarily should be true, but any dispute@ming a positive statement
should solved by checking the facts. Normative ysslis based on the research
of what should be. A normative statement is deduUcach the positive most
often, but objective facts can't prove its validityfalsity. In normative analysis
assessments are stated — fairly or unfairly, bamllywell, admissible or
inadmissible.
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Economic theories are formulated in the form ofitpges statements. The
majority of divergences between economists ariseenwleonsideration of
guestions of the normative analysis.

Economic experiments are possible, reasonable ecessary at studying
of economic life of people, their groups and altisty though not always it is
possible to expect all probable results of thegeements.

Economic experiment is an artificial reproductidnegsonomic event or
process for the purpose of its studying in optimewnditions and the further
practical application.

Conscious mass economic experimenting at microlsvebnnected with
R. Owen, P. J. Proudhon, F. Taylor, G. Ford andMByo's activity, and at
macrolevel — J. M. Keynes and M. Friedman. Wideeeixpents at macrolevel
were also spent in the USSR.

Economics carries out three interconnected funstioognitive,
methodological and practical.

Cognitive function of economics consists of studyiaconomic life,
analysis, classification and ordering of numeraugpiecal facts.

Methodological function of economics consists ofrkueg out methods,
means, scientific toolkit necessary for researttyesll economic sciences.

Practical function of economics is a direct maiatee of economic
policy, production control at various hierarchi¢alels of economic system.
Theory helps to predict future succession of eveatsl this is the most
important thing.

Economics as a science is a systematic descripfiogality on the basis
of reflection and abstract generalization of itsibaharacteristics by means of
definitions, concepts, categories presented aslahe a rule or model of
economic life.

By means of abstract thinking the essence of ecanawents is
disclosing step by step. It requires formation eft&in logic concepts, more or
less completely reflecting economic reality indesvelopment.

Economic categories are logic concepts reflectivg most general and
essential sides of economic life of a society.

The categories are, for example, demand, suppbditcrownership,
market, wages, profit and many other.

In economics, as well as in any other area of pdlsé and in the nature,
through outwardly seeming chaos and a heap of actsdnecessity, law of
development lays itself a way. Laws of public actioof people, or economic
laws operate economic processes in a society.elidlok "Philosophy of Law"
Hegel wrote about political economy as about amegewhich does "honor of
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thought" because it, having before itself a loaotidents, finds their laws. Any

law expresses the essence of this or that phenomém® law and essence are
homogeneous (one-serial) concepts and represedetite of man's knowledge

of the world. The phenomenon is wider, richer tiiaa law; however the law

catches internal essence of the phenomenon.

Economic law represents the most essential, steahgtantly repeating
objective relationships of cause and effect andrd#pendencies in economic
events and processes.

1) Economic laws shouldn't be mixed up with the nataves, with the
laws of natural sciences as there is a numbersaintigl and basic distinctions:

2) Natural laws are laws of the nature, economic -slafvdevelopment
of public life, economic activities of people;

3) Natural laws are eternal, economic laws have hegtbcharacter;

4) The discovery and application of natural laws oscomore or less
smoothly, and economic laws meet strong counteradtom dying off forces
of a society.

Economic laws unlike nature laws don't work in litseconomic process
isn't carried out automatically. People’s condubtoh live and work in certain
economic system are necessary for this purpose.

1.4. Main stages of economic theory

Economic science is one of the oldest sciencekadt always attracted
attention of scholars and educated people. The@mneasthat study of economic
theory is the realization of the objective necgsttfind out motives of people
In economic activity, economic laws at all timefrem antiquity to the present
day. It is interesting to recall that the A.S. Rushwhom king Nicholas |
commissioned to consider the principles of educadibyoung people, above all
was against home education but included politicebnemy in sciences
compulsory to study. At the end of the XIX centudy Bunge in his book
"Foundations of Political Economy" noted that polit economy did not exist
in nations that were at a low level of human depeient.

Today interest of educated people to economicstigaleconomy) has
not only lessened but it is actively growing. Aridstis explained by global
changes that are taking place around the worldraielarus in particular. The
prominent American scientist Paul Samuelson cadledhomics the queen of
sciences. Nobel laureate Milton Friedman wrote ttet economics is an
enchanting science, it is surprising that its fundatal principles are very

17



simple and can be written on a single sheet of pa@¢ few understand them.
While studying, this science reflecting the complearld economy requires
from the reader, according to the world-renownednt® specialist on history
of economic thought A. Heilbronner, "camel endusaand patience of a saint".

In the national and foreign literature there are fbllowing periods
(stages) of economic theory:

— Mercantilism (search for the sources of wealthiioutation);

— School of Physiocrats (search for the sources afttvén production);

— Classical economics (denial of market regulatiolybyernment);

— Marxism (theory of labor value, market researcimfigerspective of a
manufacturer);

— Keynesian theory (government regulation of markagation of
macroeconomics).

University graduates should be able to understandide range of
economic issues, evaluate conservative and positrends of social
development, determine independently their positiontransformations, be
ready to practice and have a certain view of thddvd his task is solwewith
the help of a number of o social sciences, inclyi@oonomics.

M oder n schools and streams (approaches) of economics

Modern economic theory known as "Economics" is Bamethe marginal
economic theory. It is an attempt to synthesizesutal political economy and
marginalism.

"Economics” was first implemented at Cambridge @rsity by A. Marshall
in 1902; it substituted political economy of classischool of J.S. Mill. In 1890,
Alfred Marshall (1842 — 1924) published his bookiriEiples of Economics”,
which we was translated into Russian as "PrincipfeBolitical Economy", and
there are no errors, as according to Alfred Matghal term "economics” meant
political economy. J.M. Keynes, Alfred Marshallwident, called his teacher the
greatest economist of the XIX century.

The economic crisis in the late XIX century, anth@$t two decades of
depression showed the failure of government intdree in economy, and A.
Marshall extolling the idea of free competition anshrket could not deny
limiting the role of government in a market econonwat was reflected in the
new term, where the first part of the former narhscience disappeared.

Today numerous books on economic theory are puddisinder the
same name.
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Closer examination of the course "Economics" shthas this is a multi-
valued concept describing:

1) special science of principles of market economycfiaming at micro,
meso and macro levels;

2) science of a more applied nature than politicaheawy which is more
abstract;

3) a series of training courses in universities of We and Western
Europe, which also includes economic history, mstd economic thought, and
a number of special courses on economic issues.

Nowadays there are four major areas of econommryhe

— Neo-Classical;

— Keynesian;

— Marxist;

— Institutional and sociological.

Neoclassical school

Neoclassical school formulates subjective theoryaltie (in contrast to
the labor theory of value in classical politicaloeomy) and theory of
equilibrium. Economic activities are consideredréyresentatives of this school
as a set of micro agents wanting to get maximufityutor minimum cost. The
starting point of this analysis is demand and sypgdemand and consumption.
The main representatives of this approach are Ashél, C. Cobb, P. Douglas.

Neoclassical theory includes modern monetarismreadiberalism.

Monetarism is a theory of economic stabilization gives monefactors
the leading role. Monetarists reduce economic mamagt primarily to
government control over money supply, issue of mpaenount of money in
circulation and reserves, achievement of a balastaeé budget, setting a high
bank loan.

American scientist and economist Milton Friedmaarfbin 1912) is one
of the major authorities in modern economics, aovared leader of the "new
monetarist school," Nobel Prize laureate in Ecomsmn 1976. In Russia
monetarist theory is associated with Yegor Gaidar.

Neoliberalism is a school according to which government intetioenin
economy should be reduced (minimized) (the prirecipf classical political
economy of Adam Smith), because private entersiable to pull the economy
out of crisis and ensure its recovery and increpsesperity. Hence it is
important to provide entrepreneurs and traders wmdgiximum freedom in
economic activity.

Major theorists of economic liberalism in the XXntery are Austrian-
born American economist Ludwig von Mises (1881 /3)9and his brilliant
pupil August von Hayek (1899 — 1992).
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Based on the theory of neo-liberalism, the Gerrmhaorist, statesman and
political leader of Germany, Ludwig Erhard (18971977) created a theory of
socially-oriented market economy, embodied in pracfThe main aspects of this
theory are necessity of free prices, free compatitequilibrium of supply and
demand, equilibrium of economy. Government is aautae of these conditions in
a market economy and of social orientation of gsalopment. This theory is
presented in the book "Prosperity for everyone'liphed in 1956.

Keynesianism

Keynesian economics, founded by Lord John Maynard Keynes (1883 —
1946), is an important theoretical basis for gowsnt regulation of market
economy by increasing or reducing demand througim@bs in cash and non-
monetary. This regulation may affect inflation, dayment, eliminate uneven
demand and supply of goods and suppress econois@s cKeynes's influence
on public opinion was the strongest since Adam Braitd Karl Marx. In his
main work, "The General Theory of Employment, |atgrand Money" (1936)
he sets out theory and program of government rggalaf the economy. This
theory is widely used in the Right-wing literatiaed has many supporters (W.
Beveridge, S. Harrs, A. Hansen, R. Harrod, J. RsannA. Lerner and others)
and also influenced economic policies of some Wasteuntries. J. Keynes
was declared a "savior of capitalism" and his thewais proclaimed "Keynesian
revolution in economics". However, Keynes borroveedumber of theoretical
positions from the arsenal of the classical paiteconomy of Adam Smith and
David Ricardo, and from Marxist economic theory farticular, from the
Marxist theory of reproduction), which has led fgpeoval of possibility of a
"bridge" between Keynesianism and Marxism. The geyblem, according to
Keynes, is the size of market, principle of effeetdemand, part of which is the
concept of multiplier, general theory of employmemtarginal efficiency of
capital and rate of interest.

In the modern Keynesian theory there are two trerds U.S. is
associated with names of a number of the U.S. enmt®, and the European is
associated primarily with the study of French ecoists. Among the American
the most frequently mentioned are E. Hansen, SidjarM Clark and others.

Marxism

The third pillar of modern economic thought, whishextremely popular
in many countries of the world. Marxism updated aedesigned by some
Soviet economists and economists of the formerdveolialist system until the
80's. of the XX century.
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Basic theoretical elements of Marxist theory aeettieory of labor value,
the theory of surplus value, the theory of reprdiduc the theory of capital,
interest, and money, formational concept of ciaflian, etc. The main work is
"Capital" in 4 volumes (three volumes of "Capitahd the fourth entitled
"Theories of Surplus Value"). Today we blame Mamxifr being dogmatic. It
must be admitted that Marxism is a significant stepthe development of
economic theory. Paul Samuelson highlights in tiseohy of economic thought
only three prominent philosophers who had a deeisnfluence on the
development of economic theory: Adam Smith, Karlriand John Keynes.
Another prominent American scientist, Galbraithlidveed that Karl Marx’s
ideas are too valuable to give it whole away to W&s. Joseph Schumpeter
also considered Karl Marx as a great scientisthustdid not prevent him from
criticizing Marxism. At the beginning of the XX ceemy the ideas of Marx were
criticized in works of Russian economists (eg, Tu@aranovsky, Rubin,
Zheleznov etc.).

It must be noted that the accumulation of a dogreairsevitable in any
science. Dogma is a useless truth. What was truenat stage of the
development of thought in the process of learnaigthe other stage it is an
axiom with a frozen content and is already uselBsslife does change and our
understanding of life cannot be unchangeable, there is a need for new
concepts, new approaches, and new paradigm regarchange of the course
of public opinion.

I nstitutionalism

The fourth and increasingly attracting the attentod scientists in the late
XX century approach is institutional-sociologicdls representatives are T.
Veblen, W. Mitchell, J. Galbraith. The name of tt@ncept derives from the
Latin institutum — establishment, a device estlbhisnt. All of its supporters
consider economy as a system where relationshipeleet business entities is
formed under the influence of economic and extefaators, including the
crucial role played by technical and economic fexctoThe concept of
“Institution" is defined very broadly as governmectdrporation, trade union, as
well as competition, monopoly, taxes, and as aasuable way of thinking, and
as a legal norm. In this stream of economics timayyae some disadvantages of
capitalism (free market forces) — dominance of npmties, growing
militarization of economy, some flaws of "consunseciety” (such as lack of
spirituality, etc.).
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CHECKLIST

What is included in the term "economy"?
What does economics study?
What unites political economy, economics and ecoadineory?

4. Determine logic interconnection between conceptsoriemic
science", "economics", "economic policy", "businbsbavior."

5. Define the term "economic law" and give the clasatfon of
economic laws.

6. Methodology concepts, methods and examples of tloeiect use.

7. Give a brief description of the main stages of ecoics as a science.

8. Briefly describe current directions of economicahe
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Chapter 2. NEEDS AND RESOURCES.
THE PROBLEM OF CHOICE IN THE ECONOMY

2.1. The concept and classification of needs.

2.2. Production and economics. Simple elements of lapoagess.

2.3. Resources and factors of production.

2.4. The problem of choice in the economy.

2.5. Economic growth: the essence, meaning and types.

2.6. The idea of economic and social effectiveness.viEs, ways and
factors to increase effectiveness.

MAIN CATEGORIES

The concept and classification of needs, resouffeesors) of production,
the problem of choice in the economy, the prodagboessibility curve, imputed
costs, economic growth, economic and social effayie

2.1. The concept and classification of needs

Needsare objective people’s requirements in somethingessary for
supporting of vital activity, maturation of an orgem, person. Needs require
satisfaction.

Person’s needs are different. The American scieAtidMaslow has dis-
posed all needs by a hierarchy principle in a feily ascending order: from
"the lowest" — material to "the highest" — spiritua

1) physiological needs (in meal, drink, heat, genpsaauction);

2) needs for safety and self-preservation (securdggnfexternal enemies,
criminals, diseases);

3) needs for social relationships (love, friendshipmmunication with
people, belonging to some group etc.);

4) needs for respect (a recognition of a man as apeals/, self-esteem,
acquisition of the certain status, authority);

5) needs for self-development (improvement of all peis abilities and
possibilities).

It is accepted to represent these needs in the dbrmpyramid, based on
biological people’s needs, above which spirituadeeraise a person as a social
individual.

Until a person doesn’t satisfy the lowest need$itjeest needs don’'t work.

But this classification can be added by other neawderial and spiritual,
rational and irrational, conscious and unconsceias
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It needs that make people do some activity. A nabikim to the activity
occurs only when needs are awared. In this casisrassgjuire the concrete form
of interest.

Economic interesis a manifestation of economic needs. Interegisess
economic benefit, advantage. Realization the istser&@conomic agents provide
themselves independence, self-development.

The variety of economic agents causes variety ohemic interests. De-
pending on the one who is the bearer of interésietare different types of in-
terests. They are social interests, collective pmdonal; national and interna-
tional; group and family; class-circled etc. All tfem exist in unity, but be-
tween them can be contradictions. Thus, personatdst in reception of the
greatest welfare can contradict collective interest

Satisfaction of needs a process of partial or absolute realizatiopevon’s
desires (needs). The satisfaction of existing naedsthe emergence of new ones
Is an infinite process. Therefore the main goaadnomic production is to satisfy
person’s needs in those goods which are necessdnint through his life. Not any
need but only financially reliable is satisfiedaimmarket economy because it is pro-
vided with money and measured by economic effigiebenefit.

It is necessary to notice that fact that peoplesds for material benefits
and services practically aren't limited: peoplestantly aspire to increase their
living standard; when they satisfy their main vitaleds they want more. And in
the process of progress there is an increase olsn&a/o centuries ago very few
people could dream of a personal computer, butytades necessary for each
student. This is explained by the fact that pespheeds in different welfare al-
most don’t have saturation.

2.2. Production and economics. Smple eementsof labour process

Economy "grows" from production which forms a matkbasic of econ-
omy. Constantly repeating, production has histbrivelopment — from the
simplest forms (food extraction with primitive me&ahy primitive person) to
modern automated production.

At all unlikeness it is possible to allocate comnfieatures inherent in any
production.Productionis the process of person’s influence on natursbueces
for the purpose to adapt them for satisfying ddfegmeeds.

The material basis of production process imbour processBasic ele-
ments of the labour process are work, subjectalafur and facilities.

Work is a realized, reasonable person’s spending ofwaidforce for
transformation the nature’s forms to satisfy theety of needs inherent in soci-
ety. Work and ability to work are different concgptvhich cannot be mixed.
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Each person has workforce — the totality of physacal spiritual abilities, but if
he doesn’t use it, the working process won'’t occur.

Workforceis the totality of physical and spiritual persoalslities, which
are used to produce material welfare.

Subject of labours at what is aimed a work, what makes up a materia
basis of future finished product. Subjects of latene given by the nature (min-
erals), or are the product of previous work (rawenal and materials). As a re-
sult of a scientific and technical progress thesperhas learned to create sub-
jects of labour with in advance set properties,civldon’t subsist in the nature.

Facilities are a thing or a complex of things which the perglaces be-
tween himself and the subject of labour; that isnstrument, with which a per-
son influences subjects of labour, creates a fadgroduct.

Material facilities are divided into:

— natural — land, a stick, a stone, domestic aninaatgnic fertilizers;

— technical — artificially created by the persontfunsients, machines, cars).

Means of productiorare a set of subjects of labour and facilities Wwhic
are interrelated and corresponded to each other.ekample, baking bread
requires not only flour (subject of labor), butalsuildings (bakeries), ovens,
vehicles for transportation of bread (facilities).

The interaction between workforce and means ofywmtiah is reflected by
technology of production, i.e. ways of a personfkience on the subject of labour.

In economics the complex of all forces, which asediin the process of
production (including physical and spiritual effoxf the person) is designated
by concept“productive forces’, introduced by the Marxist theory. Two
tendencies are inherent in their development: thegome less material and
labour-consuming. The first tendency marks resdéubeonature, and the second
— rescue of the person. Otherwise, increasing vesuof output would absorb
not only the nature, but also the person.

Productive forces form the leading side of the psscof production. To
each step of the development of productive for¢eset correspond certain
industrial (economic) relationan which people enter in the process of
economical activity.

There are two levels of production: individual gnblic.

Individual productionis an activity in the scales of the basic produrctio
unit (enterprise).

Public productions all system of industrial relations between qnises,
which become covered by infrastructure of produmtibat is branches and en-
terprises, which don’t make products, but provideith a technologic move-
ment (for example transport, communication, warskawoms).
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2.3. Resour ces and factor s of production

Resources of productioare a complex of different natural, social and
spiritual forces, which can be used in the procésseation goods, services and
other values.

In economics resources are divided into:

1) natural resources- natural forces and substances which are possibly
suitable for use in production. They are distingat between inexhaustible re-
sources (solar energy, wind power) and exhaustddeurces (they can be re-
newable — (wood, water) and non-renewable — (@5, dield of ore, etc.)).
Many natural resources are rare, and their resele@®ase every day;,

2) material— means of production created by the person abgas of
labour, which are the result of production;

3) manpower able-bodied population;

4) financial — cash assets, which society is able to lay oudrg@nize
production.

5) informational— data necessary for functioning of automated ycod
tion and for controlling it with computer technoies.

Equally with the concept "resources of producti@gbnomics operates
the concept "factors of production". When we spab&ut resources, we mean
those natural and social forces, which possibly lsannvolved in production,
andfactors of productiorare resources which are really involved in promunct
process.

There are basic and additional factors of prodactio economics. The
basic factors of production are labour, land angpitah According to leading
economists the additional factors of production ergrepreneurship, science as
productive force, informational technologies.

1) labour isperson’s abilities and skills which can be usadgimods and
services production. To be precise, here we spealitavorkforceas a complex
of person’s physical and spiritual forces, his igbtio work. Workforce in dif-
ferent countries (regions) is limited by the numbgradult able-bodied popula-
tion. Decreasing of fertility and related to thigeang of population raise the
problem of effective usage of workforce.

2) capitalis resources of production which are created byleee build-
ings, constructions, equipment, instruments, trarisphalf-finished products,
which are used in production. Their amount in ecoynas limited, besides they
wear out during the process of functioning, so friame to time they require
equivalent.
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3) landis represented by natural goods which is usedrimating goods
and services (minerals, wood, water, air, aredsrafory);

4) entrepreneurial abilities (entrepreneurshiig)a special type of human
activity, consisting in ability to use more effeey other factors of production.

5) scienceas a factor of production represents the spheheiimian activ-
ity, which function is the development and orderoigective knowledge about
the reality. Characteristics of this factor of pwotion are:

— science as an element of productive forces becdneeparticipant of
production;

— science influences the level of production efficygn

— science influences the process of preparationgbiiyaskilled workforce;

— science determines the level of technology androzgton of pro-
duction;

— science turns into immediate workforce.

Information as a factor of production provides ordering of \realge,
which is materialized in system of mechanisms, nmeas) equipment, manage-
ment and marketing models.

Ecological factorassumes ever greater importance in modern praacti
which plays the role of an impulse of economic @xse or as a limiter his abili-
ties in connection with adverse effect on the emment.

Some economists mark dirneas a special economic resource. People in
their industrial-economical activity have the ligdt amount of this non-
renewable recourse.

The great importance on effective utilization a$oerces is rendered by
technology of production, which is represented byarete methods of process-
ing of objects of the labour, a certain order afduction processes, and also the
organization of production, which secures coheraidenctioning of all its re-
sources. The organization of production, work amdation are called manage-
ment, which in the economic literature of the X>httey was considered as a
factor of production.

A specific role in modern economy has the factorcWhs called infra-
structure — complex of branches and spheres ofigctwhich create general
conditions for functioning of production.

All factors of production, firstly, are inseparalipked and are inter-
changeable. Secondly, welfare requires a certaiof$actors for its production.
Thirdly, every good can be created by the use fiémint factors in various
combinations and proportions. Fourthly, busineggyerorganizing production,
joins all its factors in the way to get more praduloy lesser costs. Fifthly, all
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economic factors of production are available in ltheted quantity. This raise
the problem of their effective utilization. Sixthlhe organization of production
provides agreed functioning of all factors of prolon, their proportional quan-
titative parity, interchangeability.

The main aim and the factor of production, its depment and im-
provement is the man. As the participant of progucit acts as 3 persons. On
the one hand the man is a producer, directly ppating in creation of goods
and services. On the other hand, he is a consusneg everything that is re-
ceived in the process of production. Besides tha owordinates, harmonizes
actions of the producer and the customer, perfoinesunction of manager.

It is necessary to notice that money is not a ptolu factor. There is noth-
ing that can be done from money, but it is a camaibf acquisition of resources.
Cash resources are involved in buying factors edlpetion from their owners, and
so it is a real possibility to join resources ireqmocess of production.

Material and non-material goods and services

Goods are means for satisfaction of people’s needs. Taere lot of cri-
teria, upon which there are various types of welf&oods can be:

1) material, which includes natural gifts of nature (ground, @ater,
climate); products (foodstuff, buildings, structsirenachines, instruments);

2) non-material, which has the form of useful activity for peopledan
which influences development of people’s abilitidhey are created in non-
manufacturing sphere: public health, educationtuceiland etc. Also they in-
clude internal blessings, which are given to aqetsy the nature — abilities to a
science, voice, an ear for music and etc, andtas@xternal blessings — which
are given by external world for satisfaction of ae€reputation, business con-
tacts, patronage and etc.).

Essential characteristic of human life and actiwstghe dependence on a
material world. The part of material benefits isigable in abundance and con-
sequently they are always accessible to peopledair rays, and wind power).
Such blessings in economics are calllest or noneconomic. While the given
conditions remain, these blessings and needs éon #ren't person’s cares and
calculations, so they aren't learned in economics.

Other material benefits are available in the lichiggiantity (any "rarity").
To satisfy needs and to have them in accessibletiahe person’s efforts di-
rected on their mining, the adaptation to needsaoessary. These benefits are
called economic. Well-being of people depends on possession thgesels,
therefore with them people address carefully, enocally, prudently.

The specific form of the economic benefits are goack. products of
work created for an exchange (sale).
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2.4. The problem of choicein the economy

The above-mentioned allows to confirm, that theetpdacesa fundamental
economic problem the contradiction between growing human neetlseivarious
benefits and limited resources for satisfactiotheSe needs. From this universal
contradiction the subject of economics which, ahesxe already marked, consists
in the research of a problem of an effective w@tilan of the limited resources for
the purpose of the maximum satisfaction of matpealple’s needs.

Production possibilities of economic system aratédhby a rarity of ap-
plied resources (factors of production). This peoblin the process of develop-
ment of a society not only remains, but at timed iacreases. It is explained by
an exhaustion of non-renewable natural resourcégeowth of society’s needs
in consumer goods and investments.

There is absolute and relative scarcity of res@uicghe economic theory.
The absolute scarcitig understood as insufficiency of industrial reses for si-
multaneous satisfaction of all needs of every mermbsociety. But it is enough of
resources for satisfaction selected certain neHulss, if we narrow a circle of
needs the absolute scarcity becomedative The absolute scarcity of resources
turns into relative thanks to a choice of the neeish are subject to satisfaction.

The economic choices the way of distribution of the limited resousce
which allows achieving a maximum of the benefits.

Any society should solve in one way or another ehradical intercon-
nected economic problems (three main questions).

WHAT? (What of the possible goods and services Ishbe produced in
the given economic system during the certain pesiddne?).

HOW? (By what combination of industrial resourcegh using of what
technology should be made the goods and servidashware chosen from pos-
sible variants?).

FOR WHOM? (Who will buy the chosen goods and ses”cWho will
pay for them, and thus will derive benefit? How gdoe the gross revenue of a
society from production of the given goods and ises/distributed?).

These three questions are basic and general fecatiomic systems, but
the ways of their solution in each economic system different. The market
economy in its pure form supposes presence of nsgge and independent
manufacturers and consumers. Manufacturers prathiose goods from the sale
of which they expect to make a profit. So, beftre beginning of industrial ac-
tivity they should know, for whom they produce, aticonsumer attributes it
should posses, when it needs to be made and how fflans manufacturers use
those means of production which allow saving ashragpossible expenses be-
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cause they defray them from their own pocket. tiear that consumption level
will depend on the received incomes. In other wotldls manufacturer will pro-
duce for the one who will pay.

Thus, market economy is the form of the organiratbthe enterprise at
where individual manufacturers and consumers cab@dry means of the mar-
ket, answering questions: what, how, for whom todpce? — by means of the
system of prices, profits and losses, supply amadahel.

The production capabilitieare possibilities of economic benefits produc-
tion at full and an effective utilization of all alable resources and at the pre-
sent level of development of scientific and techhprogress.

As resources are limited, and needs of people,eaalngady marked ear-
lier, are boundless, so society should make a ehaibat it is compelled to re-
fuse, what to renounce, i.e. what victim to brieg feceiving desirable result.
Here we face the problem of th#ernativeness of use of resourcEsr exam-
ple, if economic resources (land, materials, atbua) are used for buildings
construction, society refuses building of hospjtafices, schools which can be
constructed with the same resources. Thus, sasietympelled to refuse some-
thing, to donate something for receiving desirabtailt.

The quantity of one goods which should be donatedHe increase of
manufacture of other goods is calkdternative costs

For their designation other term is also usékde-imputed (latent) costd
achievement of the result which is chosen by spclatour example hospitals,
offices, schools will be the imputed costs. Thaetgacan direct all resources on
building construction, and can distribute resourtcesonstruct smaller quantity
of houses, but some quantity of other objects.

The essence of the problem of choice is if evecyola which is used for
satisfaction of diverse needs, is limited thera igroblem of alternativeness of
its use and search for better combination of prodandactors.

By consideration of the majority of economic praob& economists
widely use models which though simplify the realibut allow better under-
standing its essence.

In order to solve the main economic problem — whaty and for whom
to produce — the model tiie production possibility curve (PP® usedPro-
duction capacity is possibilities of society to mfacture economic blessings at
full and effective utilization of all available mgrces at the present level of de-
velopment of technologf?ossible output is characterized by the produgims:
sibility curve. We will explain it on a tentativa@mple. We will accept that in a
society only two goods are produced: grain and etsckf the society uses all
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the resources to manufacture only grains it prosl&cenillion ton; if to manu-
facture only rockets, then 6 items are made. Witiukaneous manufacture of
both goods following combinations are possible (@ee2.1). The figure shows
that any increase in production of rockets (frorro @ items) grain production
reduces (from 5 million to O ton), and vice versae A B C D E F G, which is
calledthe production possibility curyeshows alternative options at full use of
resourcesAll points located inside the figure 0AG, meaniacomplete use of
resources, for example, point K (means simultangoaduction of 2,5 million
ton of grain and three rockets). And vice versg, production program which
is characterized by points outside the figure OAGnN't be provided by cash re-
sources (for example, point I). The production gmokty curve usually has the
convex form (it is concaved to the beginning of rcihaates).

Production possibility table
Grain (million tomn)

Possibili- Grain Rockets
ties (million ton ) (items)
A 5,0 0
B 4,8 1
C 45 2
D 3,9 3
E 3,0 4
F 1,8 5
G 0 6

G ‘ G’

Rack

Pic. 2.1. The curve of production potentialities

It means that if we change production structure efcample, in favor of
rockets, we will use more ineffective for this posp resources. Therefore each
additional rocket demands an increasing reductoproduction of grain (and
on the contrary). Production of the first rockes ltaused the reduction of grain
production by 0,2 million tons, the second by O,8iom, the third by 0,6 mil-
lion tons etc. This example illustratdee law of diminishing productivity. The
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production possibility curve is historical; it refits the reached level of devel-
opment of technology and degree of use of availedeurces. If resources in-
crease or the technology becomes better, the fgne@ O A G grows, the curve
A B C D E F G move upwards and to the right.

If the process is going on uniformly the curve ASGsymmetrically dis-
placed to the position A'G' (pic. 2.1). If thereasunilateral increase of effi-
ciency of production methods of one of the gooldantthe shift has an asym-
metric character (pic. 2.2). At unilateral expansod grain production the curve
AG is already displaced to the positionGA if we increase rockets production —
the curve displaces to the position AGhe production possibility curve can be
used to characterize structural shifts betweensginmguand agriculture, public
and private goods, present and future consumptionsimer and investment
goods and services) and etc.

In the conditions of limited resources the probleheconomic choice is
non-correctable, however in various economic systénms solved differently.
The law of increasing alter native costs provides the growth of alternative pro-
duction costs of each new unit of production wité increase in production.

Grain (million ton)

A,

& G Rackets (pieces)

Pic. 2.2. Shift of the production possibility curve
at unilateral expansion of one of the production

This law determines the form of the PPC. It hasracave appearance, the
curve "bents" along the edgé€3oncavityis an important property of the produc-
tion possibility curve. It is explained by the fdcat at transition from one good, in
our case — rockets, to another it is necessargadatter adapted for grain produc-
tion resources and unsuitable for the productiomookets. And if we want to
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manufacture more rockets, than we should use latsble for this purpose re-
sources. Some resources adapt easily enough, etharge difficult (for example,
the specialized equipment, materials, raw mateetlg. It is shown in increasing
of alternative costs at transition from one comtameof the goods to another.

2.5. Economic growth: the essence, meaning and types

The major characteristic of a public productioramy economic system is
the category of economic growth.

Economic growth is the ability to make greater volume of productas a
result of increase in supply of resources and ieahprogress.

Economic growth means that at each given interivéihe the solution of
the problem of limited resources is facilitated and possible to satisfy a wider
range of a person’s needs. That means that ecomgpavith is a process of expan-
sion of production possibilities of society.

Graphically economic growth is expressed by thedpction possibility
curve shift to the right (pic. 2.3).

If we consider that all the proguct B
points of the PPC mean that a full
employment of available resources is
already reached, economic growth is
possible in two ways:

a) increase ofjuantity of ap-
plied production factors, with the aid
of natural growth at invariable qual-

ity (for example, able-bodied popu- Product A
lation growth, involving in economi-
cal turn-round of the earlier not ir Pic. 2.3. Economic growth

volved natural resources, production
growth by increase of production spaces at anealdrical basis, etc.);

b) account of improvement @fuality of production factors without addi-
tional gain of their quantity (for example, apptioa of more qualified work-
force, replacement of technically and morally ofitashion equipment by new
machines, application of new production and busiteshnologies).

The economic growth which is realized by the fissty, is calledexten-
sive and by the second intensive In real life both these types of economic
growth closely intertwine each other. For exampdroduction of new tech-
nologies can be interfaced with the increase ofigpcbon spaces.
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In intensive type of growth, the main thing is effncy increase, growth
of return of all production factors though the qutsrof theinvested capital, ex-
pended work and used land can remain invariable.

The major factor of intensive economic growth ie thcrease of labour
productivity which is defined by the following fouia:

LP = PL, 2.1)

whereLP — labour productivityP — the created product in natural or monetary
form; L — expenses of a unit of labour (for example, persmr).

Speaking about speed of economic growth, economgiy the term "rate
of economic growth".

Let's consider industrial alternatives and thdiluence on rate of economic
growth. It is possible to assume that there arg wid goods in economy: means of
production (cars, equipment, stock) and consumedgdclothes, footwear, and
foodstuff). Let us assume that the PPC at this mbmeoresented by the cunig
Ao (pic. 2.4). There is an alternative before a sgck® increase manufacture of
means of production by the reduction of items @istonption goods (poirf) or to
direct available resources on growth of consumedgoreduce the output of means
of production (poiniM).

If the society chooses the alternatiManore resources will be spent for cur-
rent consumption, leave an industrial turn and eguaently, it will be excluded

from participation in expansion of produc-
? tion potentialities of the society. Accord-

A3 ingly through some years the PPC will de-
T viate only to the positioA; A;.
AQ If the society chooses the alternative
K

K more resources will be excluded from
current consumption and will be directed to
manufacture means of production with the

M
aid of which in the future we can make
\ more consumer goods. In this case the PPC
AgAr Az will deviate to the positiod, Ap.

Thus, it is possible to draw the fol-
lowing conclusions:

1) if we direct more resources on
current consumption, we reduce rates of econonaieity and, consequently, we
will limit possibilities of the future consumption;

2) if we direct more resources on investment (camtgdenditures), we
will accelerate rates of economic growth and, cguestly, we will expand pos-
sibilities of future consumption.

Pic. 2.4. Alternatives of economic growth
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Besides specifying the problem of scarcity and @hoi is important to
remind once again about rational behavior of thesgein the course of eco-
nomic activities. The essence of rational behawgothe minimization of ex-
penses and benefit maximization

2.6. Theidea of economic and social effectiveness.
Activities, ways and factorsto increase effectiveness

At all stages of historical development society aw interests the ques-
tion: by what expenses the final industrial resuiiteached. We find the answer
for this question in concepts of production efficg.

In modern conditions the efficiency of foreign eoonic relations and the
world economy is becoming increasingly importatatTtransforms efficiency into
an international category. Consequently, with relsfgethe structure of the interna-
tional relations, it is necessary to distinguistional and inter national efficiency.

Economists also mark oetonomic and social efficiency of production.
Economic efficiency is an achievement of greater results at the egstnses
for a unit of production. It occupies an importahdce in economic systems, is
criterion of expediency of new branches and entsprcreation, reconstruction
of the operating companies, workings out and appba of new techniques, ac-
tions for perfection of production organization,lw@nd management. In gen-
eral production efficiency is a parity of results and expenses which were bor
for achievement of these results. If this paritydefined on macroeconomic
level it will characterize the efficiency of a sakproduction, if definition is car-
ried out on microeconomic level we speak about pecadn efficiency. Thus it
IS necessary to distinguigieneral and particular indicators. To characterize
production efficiency a number of particular indaa are used. With their help
productivity of application of certain kinds of megces is measured, among
which it is necessary to single out the following:

result
costy of living labor (divect index)

labor productivity =

The reciprocal variable is labour intensity of pwotion:

outlay of time
result

labor intensity =

resulf
outlay of materials

material refurng =
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The reciprocal to this quantity is a material cafyac

outlay of material
result

material capacity =

resuft

capital productivity = Al

The reciprocal is the capital intensity:

Cost of used fixed capital
result

capital coefficient =

Both at micro level, and at macro level indicatafrsapital productivity (capi-
tal intensity) have special value because it iigmt not only to have industrial po-
tential, but also effectively use it. Last yearsamnection with inflation the problem
of material capacity and energy intensity has loééme major importance.

Profit rate and the level of profitability are general cumulative indicators
of production efficiency. The profit in market cotoins is the main objective of
business and criterion of production efficiency. &mg many indicators of prof-
itability it is necessary to mark out: dutputprofitability which is defined as
the ratio of net return to the cost price of thépat; 2) profitability of produc-
tion which is defined as the ratio of net profit to naidaual cost of fixed capital
stock or to cost of the enterprise capital.

Labour productivity, quality of production, its neaial capacity and capi-
tal intensity are the main summands of productificiency. In the conditions
of a rigid business struggle in value of productefficiency the meaning of
competitive power increases which is defined bymlper of indicators. A spe-
cial place is occupied by the price and qualitpafduction among them. In this
regard and on micro level, and on macro level goomant indicator of produc-
tion efficiency is the improvement gtiality of production.

Social efficiency is the correspondence of economical activity restdt
the social purposes of society. It expresses thgesdeof satisfaction of all set of
needs. To characterize social and economic effigiem society level it is nec-
essary to pay attention to th€dreto-efficiency"concept widely used in the
western economic literature. Italian economist andiologist Vilfredo Pareto
has defined efficiency as a condition at whicls itnnpossible to increase the de-
gree of satisfaction of needs at least of one pens@thout worsening position
of other member of society. The optimum of Pardf@iency is reached when
changes in manufacture don't cause position destioo at least of one person,
but improve position of all other members of societ
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Social efficiency is connected to a population gtad of living, services
and working conditions, a condition of habitat loé tperson, free time scales. It
assumes strengthening of social orientation of @zon growth. It is inadmissi-
ble to increase scales of production at the expehsketerioration of working
conditions, cause damage to environment, and dee@her indicators of life-
sustaining activity of the person.

Economic and social efficiency are inseparably doshk Economic effi-
ciency growth forms a basis for achievement of rHgbial results. In turn with-
out social achievements solution of economic proklés impossible. The de-
gree ofresolution social problems (the relation to worlgrah atmosphere, etc.)
quite often has defining influence on dynamicsaafirmic production efficiency.

Production efficiency also finds the reflectionanohievement of compli-
ance of its results with public needs. It is a ¢joesof the main macroeconomic
proportion — equality of aggregate demand and aggeesupply.

In the conditions of transition to market econorhg tink between eco-
nomic indicators of efficiency and social onesnesreased. If economic results
become higher, than social results should be hjgivet on the contrary. Social
results are expressed by the following indicators:

— increase of living standards — growth of remunergtreal incomes,
maintenance with accommodation, health serviced,|lgeneral educational and
professional level of workers;

— scales of free time and its rationality use;

— working conditions — injury rate, turnover of lalwoeduction, popula-
tion employment;

— condition of ecology and production influence orolegical condi-
tions in the country (region).

Following ways to increase efficiency of social production are possible:

— adoption of scientific and technical revolution goetfection on this
basis of means of production, increase their return

— realization of forms and methods of scientific arigation of work in the
enterprises (improvement of professional skill airkers, perfection of division
and labour cooperation, rationalization of labawcpsses, work rationing);

— Introduction of rational system of specializatiardgroduction coop-
eration;

— development of the initiative and independencebbur collectives;

— realization of structural and organizational reaigation of national
economy;

— perfection of an economic mechanism, system antdhadstof man-
agement;
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— perfection of stimulation of work, strengtheningwbrk motivation,
consolidation of labour and technological disciglin

— use of advantages of the international divisiotabbur.

There ardactorsthat increase production efficiency:

— scientific and technical (STP acceleration, autoonatobotics, appli-
cation of resource-saving technologies);

— organizational-economic (specialization and coapmraof produc-
tion, rational placing of productive forces, ecomomethods of management of
economic activities);

— socially-psychological (humanization of producti@ducational and
professional level of labour, formation of certatgle of economic thinking);

— external economic (the international division obdar, the mutual
help and cooperation of the countries).

CHEKLIST

1. Give the definition of needs and their standardssfecation.

2. Explain the interrelation of categories "productieeces"” and "pro-
duction relations".

3. Explain the interrelation of categories "productiogsources" and
“factors of production”.

4. What is the essence of the fundamental economlagro— the prob-
lem of choice?

5. Name three general and basic questions of all esm®ystems.

6. Give the theoretical and graphic analysis of th@pction possibility
curve.

7. Give the definition and explain the economic megrohthe category
“iImputed or alternative costs".

8. Formulate the law of increasing alternative costs.

9. Give examples of economic and social efficiencgudslic production.
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Chapter 3. THE ECONOMIC SYSTEM.
THE MARKET SYSTEM OF THE MANAGEMENT

3.1. The idea, structure and levels of economic sysféme. criteria of
separation of economic systems and their types elanf market economy.

3.2. Property: the idea, evolution, types and forms. Teérm of
property in the Republic of Belarus.

3.3. Market: the idea, functions, classification. Markeilements.
Competition: the idea and types.

3.4. Market infrastructure. Circulation of recoursespqarcts and money
in market economy.

3.5. Government functions in modern market economy, oushof
regulation.

MAIN CATEGORIES

This theme is recommended for self-study for students of noneconomic
specialtiesin higher educational establishments. The main aim of self-study isto
master basic economic concepts and categories, to find out structure, functions,
tendencies and features of development, functioning of different types of
economic systems, Belarusian economy model.

In this chapter you can find basic concepts, definitions of categories,
structurally - logic schemes, tables of comparative characteristics of economic
systems, schemes of the patterns of ownership, classification and models of the
mar ket, market infrastructure and control questions.

3.1. The idea, structure and levels of economic sga.
The criteria of separation of economic systems arttieir types.
Models of market economy

Economic systemis historically occurred or established operatsag of
principles, rules, legislatively fixed norms defigithe form and the content of
the basic economic relations, arising in the cowfs@roduction, distribution
and consumption of an economic product.

Approaches to studying economic systems:

— Technological;

- Basic;

— The system of production relations;

— The set of institutes;

— Complex.
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Scientific approaches to the consideration of an economic system:

formational;
phasic;
civilizational.

To characterize any system it is necessary to pigk its elements,
organization levels, structure and functions. Ecoicosystem of the society

consists of smaller systems, sectors:

state;
cooperative;
home — economy;
entrepreneurial.

Multilevel character of the economic system of aiesty means that any
system is a part of a larger system. The entermisennected to a branch, the

Pic. 3.1. Economic system of a society and
other spheres of life of a soci

branch — to intersectoral economic
systems, the last — to economic system
of the country, and that, in turn, by
means of international economic
relations — with economic systems of
other countries. Therefore to mark out
borders of the economic system of a
society is difficult enough. There is a
set of intermediate links which separate,
for example, economic activities from
the non-economic. Sometimes
economic system is represented as a
chamomile, the petals of which
nominate activity fields (pic. 3.1).

Organizational structure of the economic systemis organizations’
structure, types of relations between them, dimistd functions, methods and
procedures of their performance. Organizationalicgire of production and
organizational structure of management are digshgd. The first assumes a set of
branches, economic complexes, organizational astohddogical relations between
them. The second is a set of controls and mutlzgiae between them [13].

The criteria of economic systems classification are
openness or closedness of a system;
the form of regulation, coordination mechanism;

patterns of ownership.
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The structure of an economic systen(pic. 3.2, made up on basis of [5]
and [17]).

Economic system

Production forces — Economic relations -

Subject: of laboil Organizational and

) < economic relatior

Instruments of

Means of
nrodiicting

Technical and

Labor force economic reldons
Elements of economic . )
. Production relations
relations
Needs Consumer
relation:
Interests Labor relations
Appropriation
Competition relation:

Pic. 3.2. The structure of an economic system

The criterion is an indicator, a sign formed on the base ofetanation
of quality of an economic object or process.

The criteria of economic systems classificatiors ar

— the prevailing form of management (natural or cordity;

— the degree of maturity of the economic system;

— basic patterns of ownership;

— the degree of openness of the economy;

— cooperation within the limits of the world commuit

— the degree of government influence on the econdewelopment;

— the structure of Gross Domestic Product;

— development of the prevailing branches of a natienanomy;

— the level of technical and economical and technolglevelopment.
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The structure of an economic systen{pic. 3.3 made up on basis of
Lemeshevsky .M., 2002).

Economic constitution

Institutes and organizations

Social andeconomic structure

Economic mechanism

Coordination mechanism

Economic interests

Needs

Pic. 3.3. Basic components of a modern economiesys

Types of economic systems (pic. 3.4, made up on basis of [17]).
The classification in a science acts as a toolystesnatization of the
phenomena and processes based on the selectioten&c

Traditional economy Market economy

Types of economic
systems

Mixed economy J \/ Command economy

Pic. 3.4. Types of economic systems

Levels of economic system.

— Microlevel (enterprise, company and organization);

— Macrolevel (national economy, economic complexes);
— World economy.
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The table 3.1 represents the comparative charsiiterof modern
economic systems (made up on basis of [5]).

Table 3.1

The comparative characteristic of modern econoystesns

Main feature

Market economy

Command econo

my Mixed economy

1 2 3 4

Scales of the Socialization of| Expropriation of| Socialization of

economy production on private ownership production on microlevel

socialization microlevel and national level

Prevailing form of| Private Domination of Private and government

ownership government property| property

Productive  work Production factor Rigid wages Incomes from

incentives returns production factors and
business activity

Regulation of the Self — regulation on Planning, the rigid Active state regulation gf

-

[¢7)

y
e

economic basis of the marketcentralized control bythe national economy fq
development mechanism whenthe state institutes | the purpose (o)
state intervention is stimulation of aggregat
weak demand and aggregsg
supply
Presence of Is present Emulation, contest Is present
competition
Pricing Prices are establishe®rices are setFlexible prices
by the balance ofcentrally
aggregate  demand
and aggregate supply
Remuneration oflIs determined in aAdministrative It is established in
labour labor market establishment of labor market at a supp
wages and demand parity. Th
minimum  salary s
established by the state
Social guarantees| Social vulnerabilityhere are socialSocial insurance an
of citizens guarantees support funds are creatg

d
2d

There are national models of organization of thaustrial, economic
activities in each system. Each country has pa#isedvay of economic and
social development. So, all countries differ byirthiistory, geographical,
natural, climatic, geopolitical conditions of thatimnal economies formation.
For example, American economy model is construafedn the system of all-
round encouragement of business, enrichment of rnttagor part of the
population. Grants are paid to the groups of pdmriawho need it and partial
privileges are given for them.
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The Japanese model of economy differs by the dpedlsystem of
indicative planning, coordination of a private secactivity by government
performance of government programs focusing andilmoly separate links of
the economy on performance of the national problefrtas economy is
characterized by the preservation of national i@, which was loaned from
other states and all necessary for the countryweldpment.

The Swedish model of economy differs by the stremgjal policy, which
is aimed at reduction of a property inequalityhet €xpense of redistribution of
the national income in the least advantage of wetlo population. In the state
property is about 5% of fixed capital, but the ghaf the state expenditure
makes about 70 % of the GDP, more than half of thees on social needs.

The list of distinctive features of the countrieghndeveloped economy
can be continued. It testifies that there is noqunecal standard decision of
economic and social problems in each of certaieriadountry.

CHECKLIST

1. Name the basic features, approximate criteria aih&on of each
type of economic system on the basis of the pita8d the table 3.1.

2. Types of economic systems.

3. Sectors of economic systems.

4. On the basis of the studied material reveal otleeulmarities of each
type of economic system.

5. What are the advantages and lacks of the mixedoecgh

6. Characterize the features of the natural and madaiomy.

7. Tell about basic features of Belorussian economy.

8. lllustrate in essays the features of the Ameridaeral market model,
the German model of a social market economy; thed&k model of «the
Scandinavian socialism», the Japanese model o$tatjie corporate capitalism,
the Chinese market model of socialist type andratbentries.

3.2. Property: the idea, evolution, types and forms
The reform of property in the Republic of Belarus

Property is the belonging of things, material and cultuvaalth to
certain people, the legal right to such belongind aconomic human relations
concerning the belonging, division, alienation bfexts of the property.

Property in economical sense is human relations concerning appropriation
of means of production and economic blessings edeatith their help. The
property is considered as a legal and economigoate
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Structurally — logic schemes
In the pic. 3.5 there is the scheme that showsertpms an economic

category [13], [17, 18], in the pic. 3.6 — classaion of forms and types of

property [18].
Property
— —
The legal category of property relations |is Economic category defines forms
expressed by means of legislatiye managing, norms of distribution
instruments the rules of law are established incomes, degree and character

that regulate the relations between people,
connected to ownership, use and right|to
dispose the property, owned by subjetts
belonainadifferent are establishe

|

Defines financial
person. collectiv

position of a certain

satisfaction of economic and socigl

inquires legal and natural persons

Df
af
of

Defines the character of economic systam,
a standard of we-beinc

Pic. 3.5. Property as an economic category

Patterns of the property

/

State

A 4

Collective

The property of
the Republic of
Belarus (the
republican)

Leaseenterprises

Cooperative saeties T

The
of
administrative-
territorial
entities
(municipa)

property

Economic soieties

Cooperative

Asscciations

Public association$
religioug

and the
organizations

N

Private

Share

General

The poperty of other
states, foreign natural and

legal persons
international
organizations, joint
ventures

Pic. 3.6. The classification of forms and typepperty
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Functions of the property:

— property as a basis of economic system;

— property is a result of the historical development;

— property as a basis of formation of class compasitif a society and
its position in economic system.

Economic realization of the property

The essence of the property as an economic categomgists in
appropriation of goods and services. Having appatga them, the proprietor
treats them as his own.

The property carries out the system-forming fumctid it is realized
economically. One of the forms of economic realmratof the property is an
increment of sources (incomes) providing augmentatof the property.
Augmentation can be reached in the course of econand legal fastening of
resources, property, means of production, matbaakfits, services, incomes etc.
that is appropriationAppropriation is the alienation of an object of property,
property holdings and cultural wealth from the pietor, carried out by the person
wishing to become the proprietor, the owner asaltref such alienation.

Alienation is the second part of appropriation. eiltion is the
assignment of property that belongs to one pemsdha ownership of another
person. Alienation is performed at will of the fimoprietor on the basis of the
contract, or a judgment under compulsion. Alienatmay be paid as well as
gratuitous in the form of donation.

To disclose the substantial part of the propertya ggiblic phenomenon
there is a triad of rights of the proprietor, irdilg its right under own
discretion to own, use, and dispose. The rightghefproprietor to own, use
and dispose the property are called as possesgyrly in subjective sense.
These rights of appropriation compose a certairugrof human relations.
These economic relations of the property are regdlhy rules of law. The set
of rules of law fixing the belonging of certain pexty to corresponding
natural or legal person, defining the content oé¢ tights and providing
protection of legitimate interests of the proprretg called the property right
in objective sense [22, p. 603].

Property reforminng in the Republic of Belarus

In the countries where the state ownership was wmamig during
transition to market system of managing there wasa@essity to differentiate
production process and, consequently, patternswofesship. This process is
defined today as destatization and privatizatiatess.

46



THE APPROPRIATION

THE RIGHT OF USE

The right of use is the righ
to carry out property
operation, to derive from i

—

\

THE OWNERSHIP
RIGHT

The ownership right is
legally provided possibilit

THE DISPOSAL RIGHT

[72)

The disposal right (belong
to the proprietor, a legdl
subject of  economid

conducting) or the
operational administratiof
right. One of the types of th
property disposal is it
consumption by the
proprietor or destruction
The disposal right assumes
monopoly on object
appropriation, including the
order an overall cost

of economic dominatio
over the property. Th
proprietor can influenc
property at any time; mov
it, transfer on a lawful basi
to other people, sell, give,
inherit. The legislation, th
administrative certificate, th
contract can be a legitimate
right title

useful natural properties, t
receive goods, incomes
providing satisfaction of
people’s needs. The ways
of using property arg
defined by its appointment.
The proprietor has the righ
of use

O

112

—

Pic. 3.7. The property right meaning

DESTATIZATION

e R

Transfer by the state of functions Liquidation of monopoly of state

of direct management of ownership through creation of new

industrial-commercial activity to enterprises of non-state patterns of

business entities ownership and reforming of trstate
rent enterprises

Pic. 3.8. Destatization kinds

Economy destatizationis a reduction of the state functions, decreaserate
of the state in management of economic objectarinp of the state of functions of
a direct economic board, transfer of some powersstafe structures to the
enterprises, transition from command-administratiee economic methods of
management. There is destatization of economy fgoperty (pic. 3.8, [17]).

Privatization is the process of transfer of on enterprises, gugp
complexes and other property that belonged to thte 40 the employees,
citizens or private individuals on the principles of non-stgpatterns of
ownership (pic. 3.9).

47



PRIVATIZATION

Combination of refundable and a

gratuitous ways of privatization The direct buyout of
. . the state ent [
Theright of each citizen of RB to esdeenterpnse
receive a part of gratuitously
transferred property
RIT

) " Transformation of
Differentiation of methods, forms and State enterprise into a
procedures of privatisation | F joint-stock company
Differentiation of competenciesto N O
carry out privatization between C Sale of the state
government and local authorities R enterprise by auction
The principle of pledging of certain M
social guarantees to members of P
labor collectives of privatized objects S The buyout of the

L rent enterprise

The principle of control over
privatization realization E
The principle of providing wide S Gratuitous transfer of
publicity of the privatization process the state property

Gradualness and step-by-step
realization of privatization

Observance of legality of
privatization carrying out

Pic. 3.9. Forms and privatization principles

SELF — CHECK QUESTIONS
FOR A SEMINAR FORM OF THE COLLOQUIUM

1. The concept and essence of property.

2. How did patterns of ownership change in the course of historical
development?

3. Who are subjects of the property?

4. Thelega and economic meaning of the property.
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What does "ownership right" mean?
What are the signs of private, collective, stateeship?
Explain the concepts "use", "ownership", "disposdlthe property.
What does collective using of the property mean?

9. What forms and property kinds are established byldaiv «About the
property» in the Republic of Belarus?

10. Are legal aspects of the property connected to lmarfrelations of
the property?

11.In your opinion, is economic backwardness of aetgdhe reason of
dishonest economic behavior of proprietors?

12.What property structure is in the Republic of Betaboth its leading
branches and spheres?

13.What is the difference between the concepts "deatetn" and
“privatization"?

14. What are the essence and the content of prinogblpsvatization?

15. What is the distinction between different typepo¥atization?

© NGO

3.3. Market: the idea, functions, classification. Mrket elements.
Competition: the idea and types

Market is the system of economic relations connectechtex@hange of
the goods and services resulting in demand, sugmyprice formation.

Conditions of market relations emergence:

— social division of labor;

— economic isolation of manufacturers;

— exchange regularity.

Exchange is the form of economic relations betweanufacturers.

Subjects of market relations:

— Sellers and customers;

— Natural persons (household, any person);

— Legal bodies (companies, enterprises, state, forsite).

The reasons of the market occurrence:

— economic and legal freedom of business entities;

— natural scarcity;

— international division of labor;

— international specialization of manufacture;

— competition.
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Market functions (its appointment and a role):

— controlling;

— price forming;

— information function;

— stimulating;

— distribution function;

— forming competition;

— sanifying;

— Intermediary;

— educational.

The market structure. In the market economy there are essential changes
of the market structure. Movement to the marketladsto formation of three
large systems of market relations: the commodityketa the labor market, the
currency and equity market. At the same time modeconomic science
considers a wider classification of markets. Alltoém differ from each other
by certain characteristics. They are classified ayerritorial characteristic,
economic purpose, mechanics of economy, marketaggeh organization, the
degree of observation of laws, etc.

In the pic. 3.10 there is the structural logic déag of commodity market
classification (worked out on the basis of [5, 19]), in the pic. 3.11 — the
diagram of financial market structure [5, 19].

According to the type of sold goods there are markd raw product,
materials, jewelry, means of production, real estebnsumer goods and services,
information and intellectual product, innovatiotise capital, currency, securities.
According to the scales of coverage of territoryldjozonal, regional, and state
markets are distinguished. Concerning each cotiming are domestic and foreign
markets. According to the level of competition nedskare divided into free,
monopolistic competition, oligopolistic, closed. €fb are also legal and illegal
markets. Equity markets are divided into primargt aecondary [20, p. 298].

By the organization of a market exchange the market divided into:

— wholesale;

— retall;

— export — import.

By the geographical attribute the markets may be:

— local;

— regional in the country;

— national (domestic);

— regional (group of countries);

— world (external).

50



THE COMMODITY MARKET

The consumer market

Food commodities

Nonfood goods

Housing

Services

Products of
intellectual work.

The information market

— Information product

Technical innovations

Inquiries

The market of resourcep The market of means of
productior
Raw Constructions
Materials Buildings
Fuel Eauiomen
: Machine tool
The electric
power
Instrument
Lanc
Vehicles etc
Minerals
The market of researc

and developme

Manufacture processes

Consultations Technoloaie
|| Rational offers, Programm
inventions
Innovative projects
] Patent
Pic. 3.10. The classification of commodityarket
THE FINANCIAL MARKET
[ |
[ [ 1
Equity market Currency-monetary Borrowed The market of
| market capital market investments
Share : | ' : |
| Foreign currency In production Investment
Ronde | facilities resources
[ Payment documer | I
Certificate: | Non-productive Short-term and
[ The international sphere long-term loans
Treasurv note monetary calculations

Pic. 3.11. The financial market structure
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3.4. Market infrastructure. Circulation of recourses, products

Competition is a contest between any economic, market subjctggle
for products’ outlets to receive higher revenueasfits, benefits. Competition

and money in market economy

kinds are characterized in the pic. 3.12 [19, ©]15

Price

Perfec

COMPETITION

P

Non - price

Monopolistic

Imperfect (monopoly)

Oligopoly

In the pic. 3.13 there is a structurally-logic deg representing elements
of market infrastructure [17, 13, 20].

Pic. 3.12. Kinds of competition

MARKET INFRASTRUCTURE

Other institutes

Normative legal
documents

Bank system Exchanges

__| National bank Employment
| Commercial Stock

banl

Mortgage banks

Currency
Investment
banks Commodity

Auditing companies

Insurance companies

Advertisingand news
agencies

Consulting agencies

Auctions

Fairs

Pic. 3.13. The elements of market infrastructure
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Infrastructure is a set of branches, enterprises and organizagatering
into these branches, kinds of their activity caliegrovide, create a condition for
normal functioning of manufacture and commoditguliation, living conditions of
people. The infrastructure includes roads, waredfgusommunication, transport,
water supply, and enterprises of consumer senates,

Exchange is a regularly functioning, with a certain orgaatian
wholesale market of homogeneous goods where bwandgselling bargains of
goods’ parcels, stocks of materials and capitalpgnent are settled. Stock and
currency exchanges carry out trading operations saturities and currency.

3.5. Government functions in modern market economy,
methods of regulation

In transitive economy government provides initiatiof institutional and
legal basis of market relations development. Thattransition to market
economy begins with creation of the regulatory legas granting the right to
private owners to realize foreign economic actgtiThen the process of self-
origin of market institutes starts.

Private proprietors lobby passing of regulatoryalegcts necessary for
development of business, creation of such insstaskecommercial banks, stock
exchanges, societies, firms, insurance and audtiggnizations, the unions etc.

The second function of government is indemnity oégative
consequences, the effects caused by market imperfec

On the one hand, steps to minimize costs of thekebaare taken by
making administrative arrangements in relationuigjects of the market.

On the other hand, government favors creation aketanechanisms of
competition protection, struggle against monopolegansion of possibilities
and comprehensible conditions for an investmenthef financial capital by
private business entities in development of sogdlere and simultaneously —
formation of paid services in education, public Itteaervices, and transport
infrastructure.

An important function of government is realizatioha macroeconomic
policy and maintenance of steady economic growtanyisocial and economic
programs defining long-term strategy development national economy,
economic complexes, branches, territories are addpt this purpose.
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CHECKLIST

What is market?
What are the conditions of the market emergence?
What functions are carried out by the market?
Classification of the markets according to certdiaracteristics.
The characteristic of the socially-focused markesnemy.
6. What caused destatization of economy, state owiperahd its
privatization?
7. Characterize the market infrastructure.
8. What are the features of economy, in which fun&iohregulation are
divided between the state and the market?

ahwnE
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PART 2.
FUNDAMENTALS OF MICROECONOMICS
Chapter 4. DEMAND, SUPPLY AND EQUILIBRIUM.
ELASTICITY OF DEMAND AND SUPPLY

4.1. Demand as an economic category. The law of demdmalprice fac-
tors of demand.

4.2. Supply as an economic category. The law of supydyprice factors
of supply.

4.3. Market equilibrium.

4.4. Elasticity of demand and supply.

MAIN CATEGORIES

Demand, demand volume, demand function, demanek,ctire demand
law, Geffen’s paradox, Veblen’s effect, the eftdcexpected dynamics of the
prices, price and nonprice factors of demand, sypplpply volume, supply
function, supply curve, the law of supply, price&l amonprice factors of supply,
market equilibrium, equilibrium price, equilibriumuantity, price elasticity of
demand, coefficient of price elasticity of demaand, elasticity, elastic and ine-
lastic demand, absolutely elastic and absolutellastic demand, factors of
price elasticity of demand, income elasticity ofmd@d, cross elasticity, coeffi-
cient of cross elasticity, elasticity of supplyeffwient of elasticity of supply,
factors of elasticity of supply.

4.1. Demand as an economic category. The law of demand.
Nonprice factors of demand

It is necessary to begin consideration of functignand efficiency of
market system with studying of the mechanism ofrfmtron individual and
market prices. The basic price forming factorssanggply and demand.

Demand is the need for goods presented in the market/iged with
money.

The demand volume is a quantity of goods which customers can géten
market during the given period of time at the setep

The demand price is a maximum price which customers are ready yo pa

Each price of goods corresponds to a certain vafugemand volume.
Such dependence carries the namaeofand function from the price:

Qo = f (P). (4.1)
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Inverse dependence between the price of the gowlgsaquantity which
customers want and can get, has received the niathe law of demand.

The curve of demand D graphically shows quantitydemand for the
goods at each price (all other factors being eqpat) 4.1).

Plk

P2 _______

P1 """""

A T T

@
©
O

Pic. 4.1. The curve of demand

To priceP; corresponds volume of demafyg, to priceP,> P, corresponds
volume of deman@, < Q, i.e., the more the price, the less demand volume.

As between the price for the goods and demand woblingre is an inverse
dependencehe curve of demand has a negative inclination.

There is an exception and some deviations frondémeand law The es-
sence of the first —Geffen’s paradox — consisth@fact that the increase of the
price for the certain goods, first of all foodstutbesn't lead to reduction of de-
mand volume of the poorest part of population.

Veblen's effect also doesn't keep in scope of tmahd law and, which
means that increase of the price for a number oflgqusually luxury goods)
leads to growth of demand volume at the expensecoéase in volume of so-
called prestigious demand. Prestigious demand appeathose goods which,
according to customers, underline their high scatiaius.

The situation involving a deviation from the demdan is possible by in-
fluence of effect of expected dynamics of the midécustomers expect further
reduction of prices on goods, price fall at presané can be accompanied by
demand reduction. If customers expect price ineréaguture, demand can in-
crease at the present time.

Price is not the unique factor which forms demarttere are also other,
nonprice factors.

There is a shift of demand line: to the right, @ahnd increases, to the
left — if decreases under the influence of nonpidcgors (pic. 4.2).

56



The nonprice factors of demand at

— change of incomes. With the P
increase of income demand for a maj
ity of goods grows, but demand for s
called “gray” (low-qualitative) goods
decreases. With the decrease in real P
comes — situation is on the contrary. T
increase in incomes leads to the shift
the curve of demand to the right, and | .

duction — to the left; Pic. 4.2. The Shift of a Line of Demand
— the prices for the interfaced

goods. If two goods are interchangeable (are the goabstiutes) there is a di-
rect connection between the price of one and derf@nanother. If two goods
complementary there is a feedback between the pficme good and demand
for another;

— consumer preferences. Favorable preferences in tastes of consumers
for the given goods will provide demand increase, an the contrary.

— expectations of customers. Change of their incomes or the commodity
prices essentially influences their consumer beiravi

— number of customers. In real market economy, when we speak about
the number of customers, it is extremely importantonsider their sexual and
age-related structure, the average size of famifieshare of persons of pension
age etc. Population increase (at preservationeoirtvariable income per capita)
shifts a market demand line to the right for albde because it conducts to in-
crease in quantity of customers in the market.

As the market assumes presence of set of custoinsregcessary to dis-
tinguishindividual andmarket demand.

Market demand is represented by the sum of individual demandmeis
at each price.

4.2. Supply as an economic category. The law of supply.
Nonprice factorsof supply

To describe behavior of sellers in the market gnmt‘supply” is used.

Supply isreadiness of the seller to sell certain quantittheke or those
goods during certain period of time.

Supply volume is quantity of any goods which the separate seligroup
of sellers wish to sell in the market in unit oh& under certain conditions.
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The supply priceis minimal price at which the seller agrees td a&itain
quantity of the given goods.

Each price of the goods corresponds to certairevalwolume of supply
(all other factors being equal). Such dependencalied functiorof supply
from the price:

Qs = f(P). 2%

Direct connection between the price of the goodssapply volume with

all other factors being equal is callgtk law of supply. Its graphic expression

. represents the curve of supply having a
P positive inclination.
5 The line of supply5Sof some goods
IS represented in the pic. 4.3. When moving
along this line to the right upwards increase
in the supply volume corresponds to rise in
prices. Price?, > P, corresponds to supply
volume Q, > Q,. The more the price, the
more profitable manufacture of the good,
and the more quantity its manufacturers are
ready to make and sell in the market.

The basimonprice factors which influence on supply are:

— prices for resourcesThe rise in prices for resources increases afsts
production. Manufacturers begin to reduce expenmigduction. And on the con-
trary, falling in the prices for resources stimataaspiration to increase supply;

— technological leveli.e. a way of production of the goods). As a rule
technological progress leads to decrease in expdas@roduction and the sub-
sequent increase in volume of supply;

— dynamics of other goods pric&shange of the prices of those goods, in
production of which the same resources are used poduction of the given
goods, can cause change of supply of the givengydbave speak about the
goods-substitutes, with other things being equs, rise in prices for one of
them will cause growth of its supply and accordyngdduction of supply of an-
other. If the price for one of the complementarpdgmthen growth of its supply
will be accompanied by supply growth of other gqods

— government activityGovernment carries out legislative activity, bsta
lishing rules of behavior of economic agents; aiidaxes from manufacturers,
and the tax policy is developed not only proceediog interests of formation
of the state budget, but also with purpose to ntlalseor that impact on produc-

Y

= I

|
|
|
|
|
|
|
|
|
|
|
|
|
2

0 N T,
Pic. 4.3. The Curve of Offer
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tion of goods (and in certain cases pe 4
grants). Government is engaged in pri "
control and standardization of good
Sometimes government carries out dire
intervention in production and exchan
processes;

— number of manufacturers and 0

mar ket structure.

Under the influence of nonprice fac
tors there is a shift of supply lirtg (pic. 4.4): to the right, if supply increases
(S1), to the left — if decreaseS)|.

Individual and market supply are distinguished. kéarsupply represents
the sum of individual supply volumes at each price.
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Pic. 4.4. The shift of the curve of offer

4.3. Market equilibrium

Now, having some idea about supply and demand, amepass to the
analysis of their interaction. We will combine siyppnd demand lines on one
diagram (pic. 4.5).

In the pic. 4.5 point of intersec
tion of the line of supply and demar
(E) is calledequilibrium point. Price
P* is equilibrium price, i.e. price a
which supply and demand are in bz
ance as a result of market competiti
forces action.

On the other hand, volun@*

Is calledequilibrium quantity, i.e. size
of commodity weight at which suppl
and demand are in balance as a re
of market competitive forces action.

Demand is equal in to supply
an equilibrium position. The market
Is balanced. Neither sellers, nor customers d@ve hnternal promptings to its
infringement. Interests of sellers and customensomte. On the contrary, at any
other price which is different from the equilibriupnice, the market isn't bal-
anced. Customers or sellers have desire to chaeggtuation in the market.

Pic. 4.5. Market equilibrium
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Any movement from the equilibrium point puts iniantforces which as-
pire to return the system to balance. Thus, wededine the equilibrium price as
if it is reached once, it will be supported andHer. It is fair for the equilibrium
price, and for equilibrium quantity.

If the price exceeds equilibrium (for example, lévg there is a situation of
surplus of a commodity output (pic. 4.5). Reallysach price demand of consum-
ers will beQ”, the size of supply @°. Thus, surplus of a commodity output will be
AB. However, in conditions of market competition ssgdhation can't proceddr
a long time: sellers will start to reduce volumenofput — supply of goods and (or)
to reduce the price of production. On the otherdha&aistomers will start to in-
crease purchases of goods at decreasing demanduéilye the economy will re-
turn to a balance situation (at prige and volume of good *).

On the contrary, if the price for goods falls beleguilibrium there will be a
situation of deficiency equal to size CF which, keer, also won't be long-term in
conditions of a market competition.

4.4. Elasticity of demand and supply

Elasticity of demand

Price elasticity of demand, or direct elasticity, shows degree of influ-
ence of price change to change of quantity of gdodsvhich demand is pre-
sented. The degree of price elasticity of demanaieasured by coefficient of
price elasticity which is calculated by the formula

= _ %AQp

Y%AP (4.3)

where %AQp is a percentage change of demand volumaP4s a percentage
change of price.

The coefficient of price elasticity of demand shdwesv the demand vol-
ume would change if the price changes on 1 %.

Coefficient of arc price elasticity of demand:

D = (@) (R* R 4.4
" (R-PR) (Q+Q) @4

Defined thus, elasticity of demand characterizesesawerage reaction of
demand to price change.
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Sign of coefficient of price elasticity of demaiad, rule, is negative, because
dependence between the price and demand volunevasse. Defining type of
price elasticity of demand, we analyze absoluteevaf coefficient (by modulo).

Demand is named elastic wh%‘:ﬁ?‘> 1 (it means that the demand quan-
tity grows or falls faster than prices), and inétagrigid) When‘EF'?‘<1, that is

the demand size grows (falls) more slowly thanghees change. IrEE‘ =1

(the demand size changes as w~"
as the price) it is demand of un o
tary elasticity.

If change of the price doesr
cause any change of demand v E=oa
ume,E,” = 0, demand is absolutel
inelastic. If infinitesimal change o
the price causes infinite expansi 0 >0
of demand quantityE? = oo, de-
mand is absolutely elastic (pic. 4.6)

The more elastic demand s,
the more flattened demand curve will be. For inetagemand the curve is, as a
rule, more abrupt.

Though the inclination for linear function is iniable, value of elasticity 2
will be various in different points of the curvedaaccepts any values. Elasticity of
linear function of demand changes from O (in pBiytto « (in pointDy,) (pic. 4.7).

Price elasticity of demand is influenced by follagifactors:

1. Presence of substitutes: the more the goods-substitutes exist, the more
elastic demand for the given goods is. Howeves itacessary to consider, how
narrowly borders of the given economic goods afme@. If we take salt, as an
example, it is difficult to find an
adequate replacement. Howev rh
salt "Extra" has salt of a roug
grinding as a substitute whic
doesn't decorate a festive tab
but has more iodine and it wit
success can be used for salti
products. Thus, in the first cas o Df=0 >0
practically there are no goods
substitutes, it is possible to fin.

Pic. 4.6. Absolutely elastic and absolutely
inelastic deman

2,

»1

h
-

=7

Pic. 4.7. Elasticity of linear function of demand
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much more substitutes (separate mark of salt)anséitond case (especially if to
consider various of salt which are made in theetffit countries).

2. A share of expenses for the goods in the consumer budget: the more a
share of expenses for the given goods in the cogrsbudget, the higher elasticity
Is. If consumer spends an insignificant part ofkhisiget for the given goods, he
doesn't need to change the habits and predileatibas prices change.

3. Degree of saturation of needs. the higher saturation degree is, the
lower elasticity is. If almost all families alreadiyave at least one refrigerator,
small decrease in market price hardly will essdgtaffect volume of demand
and sales. On the contrary, at the stage of irsa#liration of demand, for ex-
ample for computers, rather small reduction of @oraan cause considerable
growth of demand and sales.

4. A variety of possibilities (directions) of use of the given goods. The
more variously these possibilities, the highertatag (for example, demand for
the universal equipment is more elastic, than pecslized).

5. Quality of goods: if the given goods are luxury goods (demand for
such goods, as a rule, it is elastic) or a negesshject (demand for the major-
ity is inelastic).

6. Time factor. Demand is more elastic in the long period thashart
as for the adaptation to the changed parity ofptiees time is necessary. Price
increase stimulates manufacture of substituteb@fgbods that leads to the in-
crease in their number in the long-term plan. Imediate prospects habits and
conservatism of consumers will become a brake actien of volume of de-
mand to price change.

Income elasticity of demand characterizes relative change of demand for
any goods as a result of change of income of thewoer:

%AQ
ED — D
| —%AI : (4.5)

If ElD <0 income increase leads to falling of demand ler given good,

and it is possible to tell that it is of low qualitThe consumer, who becomes
richer, considers possible and necessary to replagi#h other, better goods.
For example, if we low margarine consumption, agpolace it with oil, refuse
consumption of a part of a potato, replace it vather vegetables (cucumbers,
tomatoes and etc.).

If EL> 0, the good is normal.
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If O <E1D<1 demand for the blessing grows more slowly ttenincome.
That is typical for the goods of the first necesfiread, salt, matches).
At E1D> 1 demand for the goods advances growth of incameshas no

saturation (luxury goods).
Cross price elasticity of demand characterizes relative change of volume
of demand for one good at change of the price oftean:

gD - PAQ
X %AP,

(4.6)

If EQ,> 0, the goods are interchangeable (substitutes)

If EQY <0 —they are complementary.

The more elasticity of demand for the go¥as, the higher degree of in-
terchangeability of the blessings (as a last regsbén EQY: + o0, there are per-
fect substitutes) is and, on the contrary, the é&agsticity is, there is more com-
plementarity (ifEQYz - oo we have an example of rigid complementarity).

If EXy= 0 then the goods are independent.

Elasticity of supply.

Price dasticity of supply characterizes degree of manufacturers sensitiv-
ity to change of the price and shows relative cleasfgsupply volume under the
influence of price change for one percent.

%AQ
ES — S
P = 0P (4.7)

Positive value which the given factor has is expdiby unidirectional
change of the price and supply volume.

If E3> 1, supply is elastic, E:<1, supply is inelastic, iE3 = 1 — unitary
elasticity, ifE3 = 0 — it is absolute inelastic,B; =« — supply is absolutely

elastic.
The coefficient ofarc elasticity of supply is counted:

es - (@ -Q)R+R)
PR -P(Q+ Q) (4.5)
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The mainfactor of elasticity of supply is time. To explain given depend-
ence three periods are considered: instant, shart-the long-term.

1. In the instant period the manufacturer is not able to react on price
P oa change. In the instant period supply
S S, IS accepted as quantity of the goods
S5 which can be made on the given ca-

pacities at an invariance of volume of
material and labour resources. In this
/ case all factors of production are
considered as constantBuring this
period the enterprise has a minimum
of freedom in choosing and can't
change output in this or that direc-
0 »<  tion. If supply S, is parallel to the
Dict 4.8, The curve of offer in three periods XIS Of prices the supply is absolutely
inelastic (pic. 4.8).

2. In the short period supply means volume of the goods which can be
made with existing capacities, but at change (emeor reduction) volume of
involved material and labour resources. For examplis possible to employ
additional workers, to increase purchases of ratenads and organize work in
the third change on the same equipment. In thie fuet factors (equipment)
are considered as constant, others (labour, rawemals, and materials) — as
variable. The curve of suppl, for the given period has a positive inclination.
The supply is inelastic (pic. 4.8).

3. In thelong period supply is the volume of production which can be
made with all capacities, including additionallyeated.In this case all factors
of production are considered as variabl@uration of the long period is that the
enterprise has possibility to reconsider all paroé the policy, execute operat-
ing to the beginning of the period contracts, replthe out-of-date equipment.
Besides, it is possible to mark out so-called "taatk" movements generated
by growth of knowledge and the capital, changesarfditions of supply and
demand from generation to generation. The supplyec®;) in the long-term
period is the typical, it is more elastic (pic. %.8

Among the other factors defining elasticity of slyppt is possible to
mark out: dynamics of the prices for other gootig, teached level of use of
production factors, technological specificity oabch.
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CHECKLIST

1. What dependence exists between the price of gawdisiamand vol-
ume for them, what is the difference between cotscggemand change” and
"demand size"?

2. What nonprice factors change demand and how dogexhlnge af-
fect on position of the demand curve?

3. In what cases doesn't the demand law operate?

4. How will demand for coffee makers change if thee@rior coffee in-
creases?

5. The concept of supply and the factors causinghiénge.

6. How will the price increase of tape-recorder affeapply of car-
tridges?

7. What happens with the curve of supply of wheat wheces for min-
eral fertilizers rise, construct the diagram?

8. What defines the equilibrium price when market beéais reached?

9. At what conditions is there a situation of surplrsdeficiency of a
commodity output in the market?

10.The concept of elasticity; the factors influencipgce elasticity of
demand, coefficient of elasticity.

11.Name the goods with elastic and inelastic demand.



Chapter 5. CONSUMER BEHAVIOR THEORY

5.1Utility and rational consumer. Total and margindility. The
principle of declining marginal utility. The prinae of utility maximization.

5.2Consumer's preferences and indifference curvesgiktr rate of
substitution and its economic meaning.

5.3Consumer’s budget limit.

5.4 Consumer equilibrium.

MAIN CATEGORIES

Consumer sovereignty, rational consumer, utilitak utility, marginal
utility, the principle of declining marginal utiyit quantitative approach and
ordinalism, indifference curve, marginal rate ofbstitution, budget limit line,
the principle of utility maximization, consumer gipium, income effect and
substitution effect, "income-consumption” curveticgconsumption” curve,
Engel curves, normal product and downscale product.

5.1. Utility and rational consumer. Total and margnal utility.
The principle of declining marginal utility. The principle of utility
maximization.

Consumer behavior theory examines the sum totalintérrelated
principles and objective laws. Following them thelividual generates and
implements his plan of consuming different goodslevfocusing on complete
satisfaction of the needs.

The appearance of the consumer behavior theorpnasected with the
examination of value and price problems in the eaan science. Philosophers
and economists have always been interested inubstiqn: "What is the basis
of value and price?"

Ex fade it may seem that manufacturers are the reabject in the
business system, because it is manufacturers étatnaine volume and pattern
of production, they have the possibility to inflaengoods and services price-
level and the result of their effective actionshis possibility to realize a profit.
Under such conditions it is possible to producey diné good that can be sold at
the market at a price exceeding production costs firinciple leads to the shift
of the emphasis from production sphere to consumptf consumer pays for a
good more than its production costs, consequendgufacturer will realize a
profit and will be able to continue his businesth&wise, manufacturer will not
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sell all his output, will suffer losses and evellijuaill come to ruin.Just that
very case indicates consumer sovereignty, i.e.ifpbgsto influence volume
and pattern of production by making demand on agoads and services.

The requirement of consumer sovereignty is thedbee of consumer
choice. In fact, limitations of such kind of freed@re commonly encountered, and
they may differ in scales and forms — from strigtianing of certain goods
(implementation of rationing system) to legislatpm@hibition to manufacture and
consume some kind of goods. These prohibitions b@yunderlied for quite
various reasons — force-majeure (famine, war)relésikeep nation from harmful
goods (alcohol, drugs, cigarettes) or desire tarseequality of consumption. The
result of such kind of actions is the renunciatbeonsumer sovereignty principle.
People will not be able to give signal to manufests of their attitude towards
actual goods and services and will not be ableayotipe appropriate to their mind
sum of money. Manufacturer will not be able to exparoduction of the goods
that are indispensable for consumer. All the prodaoaecisions will be taken by
administrative authorities in terms of their owefprences.

Each consumer is considered to have his subjeptieference scale, i.e.
he knows what he likes more and what he likes B§sll goods he chooses the
most preferable one or a whole set and definevdhene of his choice. This
principle is called rationality hypothesis. Thentefrationality” shouldn’t be
interpreted in the sense that an individual whansp# his income on flowers to
his beloved is not rational, but an individual wimade a purse to buy a car is
rational. From the economist’s point of view thegttbbehave rationally if only
they really have chosen these options. Scientistst cestimate consumer’s
preference scale, the only fact of its existence ahindividual’'s attempt to
obtain maximum satisfaction according to with msame is really important
for them. If we designate this satisfaction, accaydto marginal utility
principle, as "utility", then we can formulate thenciple of rational consumer:
when having fixed prices and income consumer aitoadistribute money so,
that he obtains maximum satisfaction.

Utility and its evaluation

Value paradox was formulated by Adam Smith: water is more valeab
than diamonds, but it is cheaper than diamondsariédi Gossen’s solution of
this paradox is connected to introduction of lingti values to economic
analysis, i.e. values that describe increase oengvariable after production or
consumption scope change.
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Quantitative theory of utility proceeds from thepbthesis about the

possibility to measure utility of

different goodsretttly. Authors of the

quantitative approach are William Jevons, Carl Marand Léon Walras.
Quantitative (cardinal) approach to utility analgsis based on the
possibility to measure utility of goods in hypotiat units — utiles.
Utility is the ability of an economic good to satisfy anenore needs.
Economists distinguiskotal and marginal utility Utility that consumer
gains from every supplemental unit of a good itedaharginal utility. The sum

of marginal utilities givesotal utility

of some quantity of the good.

Marginal utility can be described by formula ofdiste increment and by

partial derivative of total utility:

ATU

oTu

MU =—7-0r MU=—10- (5.1)
AQ

Total utility:

0Q

TU, = MU; + MU,+ MUz + ... + MU, (5.2)

As the result of researches

carried out in the Xéxtury the following

regularity was revealed: sequentially consumedspaftsome good possess

A a
TU
max
0 y B #Q
A b
MU

A‘\':B =Q

Pic. 5.1. Total and marginal utility

decreasing utility for consumer. Besides,
it's supposed that consumer’s tastes are
constant and consumption function is
continuous (and therefore it s
differentiated in each point).

It means that total utility increment
TU corresponds to any infinitesimal
increase of good quantit® (pic. 5.1,a).
Though with the growth of the quantity of
goods total utility gradually increases,
marginal  utility MU) of each
supplementary unit of the good steadily
goes down (pic. 5.1b). Total utility
satisfaction reaches maximum in point A,
when marginal utility is equal to zero. It
signifies that the good completely satisfies
the need.
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If further consumption blights (marginal utility isegative), then total
utility declines (see line segment AB on both dsgs). The more quantity of
good we have, the less value every supplementatyofithis good has for us.
Thereby, the price of the good is determined notdyotal, but marginal utility
for consumer. Since marginal utility of the goodldees, manufacturer can sell
additional quantity of his output only if he cutsetprice. The principle of
declining marginal utility underlies demand estiimat

Subjective utility theory is based upon laws diseld by H. Gossen.

The principle of declining marginal utility (Gossefirst law):

1. Utility of following unit of consumed good decreasen one
uninterrupted consumption act.

2. When the act of consumption is repeated, utilityewéry unit of the
good decreases in comparison with its utility at tmoment of first
consumption.

Italian economist V. Pareto drew a conclusion tihas impossible to
measure utility quantitatively. This led to lookifgr new way of explaining
consumer conduct. Thus, new mathematical modelinvasted. It is based on
determination of comparative utility of differentoramodity bundles and
revelation of those that posses maximum utility.wNapproach to utility
analysis is calledrdinal.

Ordinal utility function is based on following assptions:

1. When developing his own consumption strategy, cmesuestimates
value not of some good but consumption sHtscan’t define if a cupboard is
more utile for him than a fridge. It's more reatsb expect that consumer is able
to determine that two long loaves and one litejuafe are more utile than one
long loaf and two liters of juice. The member oh@aidge School, F. Edgeworth
was the first to draw attention on it. His reseamdde the basis of indifference
curves concept.

2. Comparability assumption. Consumer is able to compao different
sets of goods and to draw one of the conclusiatsX & more preferable than
setY; setX is less preferable than sétnone of the sets is preferable.

3. Transitivity of preference and indifference relagsoassumption. If
consumer prefers set to setY, and sety to setZ, then he prefers sét to set
Z. Similarly, if he prefers sef to setY and sety andZ are indifferent to him, then
he prefers seX to setZ. If consumer is indifferent both to s&tandyY, as well as to
setsY andZz, then it it makes no difference for him whethecomsumeX or Z.
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4. Incapacity of saturation assumption. If ¥etontains not less units of
each commodity than sé&f, consumer is indifferent when he makes choice
between sets. If st contains more units at least of one good tharY skies,
then setX is more preferable. This assumption correspondsuto intuitive
understanding "more is better than less" and itrap#gs almost all cases in real
life, while situations "more than enough" occurywseldom.

5. Consumer doesn’t need to know absolute value dfi eat utility or
utility of each good in the set.

Ordinal theory of utility was worked out by Englisisonomists R. Allen
and J. Hicks. The main instruments of this theaw iadifference curves and
budget limits.

5.2. Consumer's preferences and indifference curves
Marginal rate of substitution and its economic meamg

Let consumer face only to two goodsX-andY. Then any of possible
goods combination can be represented as a platiad (pic. 5.2), wher&-axis
Is a quantity of goodX, andY-axis — a quantity of goodé

Indifference curve shows different combinationswd economic goods
that have the same utility for consumer.

Infinite set of indifference curves forms indiffae@ curves chart, and it
reflects consumer preferences.

Indifference curves characteristics:

1. Indifference curves have negative slope. It carpfoed thus: when
consumption of the first good diminishes, consuinas to recompense it by
increasing consumption of the second good to savstant utility level of the set.

2. The further from the origin of
y4 coordinates indifference curve is, the more
utility level it characterizes.

3. Two indifference curves can't cross
because the same set of goods can't be

Va described by two different utility levels.
L 4. Indifference curves are convex
Vo g 2 towards the origin of coordinates, which can
° be explained by lessening of marginal rate of
X, Xp "X substitution when moving along indifference

Pic. 5.2. Indifference curves curve.
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Marginal rate of substitution of goadby goodX (MRS) is the quantity
of goodY that should be reduced "instead of' one unit iaseeof goodX in
order for consumer’s satisfaction level to staydie

oY
X
Since ratioAY/AX is negative by definition, minus, placed befdre tight
side of the equation, makes marginal rate of switistn positive.
Let consumer be indifferent when choosing betweenhAsand setB
(pic. 5.3, a). Then the rate, at which he agreesutwstitute good by goodX,
being on the same indifference curve, will be:

MRSy :% or for continuous caséMRSyy = (5.3)

oY,-0Y, _ _AY
0X,-0X, AX'

(5.4)

As point A approaches point B the ratioY/AX will approach the
incidence on the tangent in point B.

Within the limit around point B the slope ratio angent) in this point is
marginal rate of substitution.

Y A

u

Pic. 5.3. Marginal rate of substitution

Marginal rate of substitution may possess diffekatties; it may be equal
to zero, may be constant or may vary while movilog@ indifference curve. In
the case of convexity to the origin, as in the pi8,MRSdecreases as one good
Is substituted with the other, i.e. consumer agteegve less quantity of good
for the same quantity of substituted good (analogbieeclining marginal
utility). So, in the pic. 5.3p consumer, being in the point B, is ready tovigf;
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of the goodY in return ofXyX; increase of the good A. But as he possesses set C,
consumer for equivalent increase of the geofK,Xs = XoX;) will agree to let
only Y,Y; of the goody, that is less thaM,Y;.

For two absolutely interchangeable
goods MRS = const. In this case
indifference curves degenerate into straight
lines (line U;U; in the pic. 5.4). Usually
several such goods are regarded as one
good.

It's also possible that goods may not
substitute each other at all, for example, a
right and a left shoe. In this case
indifference curve degenerates into two

Pic. 5.4. Types of indifference curves transversely-spaced segmentsU, in the
pic. 5.4). Sometimes the more quantity of one gomasumer has the more he
would like to possess. In this case indifferenceveus convex towards the
origin of coordinates, and the rate of substitutionrements JsU; in the
pic. 5.4). Though none of these variants can beludgd, convexity of
indifference curves and decreasing marginal rateulfstitution perform the
most general and widespread situation.

Let’s increase quantity of the godn the set by shadeX.

Consequently, total utility of a set will rise BJUx* AX. Now we’ll define
how many units it's necessary to decrease so leagoodY will have the same
total utility of the set. To achieve this goal web MU,* AX divide byMUy:

0

_ ~MU, [AX
MU,

AY (5.5)

Minus sign is necessary becavsandY change in opposite directions.
The last equality can be transformed:

MUy _ AY

MU,  AX' &5.

Lets’ recall that we chose sualX andAY that total utility stays constant.
Therefore,

MU, :—ﬂ; U =const= MRS, . (5.7)
MU, AX
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Indifference curves allow revealing consumer pmfees, but they do not
take into account two important circumstances ae taken into account —
prices the goods and consumers’ income. Indifferetierves show only the
possibility to substitute one good with anothert Bwey don’'t define which
exactly set of goods consumer considers the maosfioeal. Budget limit gives
us this information.

5.3. Consumer’s budget limit

In the previous paragraph we described the systémcomsumer
preferences. Now we will examine the set of hissgmkties, i.e. the set of all
affordable bundles of products.

Let consumer have certain incorikin period of time. During this time
he can’t spend more th&h monetary units. So consumer can buy any bundle of
goodsX =Xy, X,, ..., X,) that fulfils the condition:

P X1+ PoXo + ... +P X, =M, (5.8)
whereXy, X, ..., X, — number of units of the goods 1, 2, ..., n thatscomer
purchasesP, Py, ..., P, — prices of these goods] — consumer’s disposable

income.

Formula (5.8) is called consumer’s budget limit.a@rc methods of
analysis give us the possibility to describe theecavhen consumer choice is
limited by two products (let’s call thexi andY). Thenbudget limit is counted
by the following formula:

PyX + PyY = M. (5.9)

The line described by the formula (5.9) is calleddpeting line.

Let's presuppose that an individual consumer dafitience the price of any
product, no matter how significantly he changescbissumption of this good (in
other words, there is a perfect competition bydide of demand in the market).
Thereby, product prices act as some external ydbiebmarket quantities.

Now we’ll show budget line graphically. Formula 9b.can be easily
transformed into the formula:

y=M_Box. (5.10)
I:)Y I:‘Y
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vA As far as we suppose thit, Py
and Py are constant, formula (3)
comprises the equation of a straight line
(line AB in the pic. 5.5).

Coordinates of points A and B
(cross points of budget Iline and
coordinate axes) characterize maximum
guantity of goodsX and Y, that a

0 X X—wip.x consumer can buy by spending all his
Pic. 5.5. Budgeting line income only on goodX or Y. Thus,
point's A ordinate is following:Y, =
M/Py. Exactly this quantity of the produ¥tconsumer can buy if he declines to
purchase product. Similarly abscissa of the point B = M/Pg. Any other set
of products C =X, Y¢) situated on the budget line has the same Mies sets
A = (0,M/Py) and B = M/Pg, 0).

Generally speaking, budget line is a geometricaligothat characterizes
all the sets of goods which consumer can buy bydipg all his incomev
when prices’yx andPy are given.

As we can see in the pic. 5.5, budgeting line hawgative slope. This
characteristic is quite explicable: since setsroflpcts situated on the budgeting
line have the same price, increase of purchasergmbone good is possible only
if consumption of the second good decreases. ketsllect that a straight line
slope is characterized by varialdegiven constant in the equation of this straight
line. Consequently, budgeting line slope is charastd by the quantityPx/Py.
Minus sign indicates the budget line negative sldpe prices are positive
quantities, i.ePyx>0, Py>0, quantityP./Py is negative).This slope, as we can see, is
constant so long because we have determined gbdiandividual consumer can'’t
influence market prices of the goods.

Now when we know budgeting line
characteristics, let's plot bundle of
products set that satisfies budget limit.
As far as the amounts consumed can't be
negative, affordable set corresponds to
the shaded triangle OAB in the pic. 5.6
limited by budgeting line and axes of
coordinates. D and E are unpurchaseable
Pic. 5.6. Set of consumer means  bundles of products.
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Since the ultimate goal of our analysis is the wtaflconsumer reaction
on prices and income changes, we need to examiwudrbatiers of affordable
set change when prices and income alter.

Income increase, when prices are fixed, resullgidgeting line parallel shift
upward (and income decrease, of course, — in pbshift downward, pic. 5.7).

Let us suppose that price of only one goddhanges (for example,
declines fronPy to Py), when price of goo and consumer income are fixed.

Cut of the goodX price results in budgeting line turn counterclodev
around cross point of budgeting line and axis yj @nice growth — in the
analogous turn clockwise (pic. 5.8).

% A A

y(‘=M2/l)_V < ¢ yA=M1 /Py.

yA:Ml/l)_V‘A

< )

B -
0 ) 'D\p > 0 =M, /P =M, /P~
Xp—= M]_/P)\- Xp— M2 X X Xp= My X X= My x

Pic. 5.8. Budgeting line turn when price

Pic. 5.7. Budgeting line shift when income
changes

changes

5.4. Consumer equilibrium

Now using the instrumentality of indifference cuwsvand budgeting lines
we will try to develop a model of consumer choicearder to identify the
characteristics of that bundle of products whichstoners choose from the set
of affordable bundles of products when prices andome are fixed. Let
consumer have some income which can be spent omgdads. Prices of these
goods don’'t depend on purchase amount of the camsuiimen the set of
affordable bundles of products can be portrayedualgeting line. The system of
preferences can be represented in the graphic byaae indifference map of the
consumer. Now we will depict budgeting line andfiedence map in one diagram
(pic. 5.9). What bundle of products will our congrnehoose with given budget
limit and an indifference map?

Consumer aims at utility maximization, which med#mat he chooses the
most preferable for him bundle of products fromgskeof affordable bundles.
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In the diagram (pic. 5.9) the set of
affordable bundles of goods is represented by
triangle OAB.

First of all, let's imagine that the point of
consumer choice is situated Ilower than
budgeting lineAB. It means that some portion
’ of consumer income is not spent.

1 Within the bounds of our model income

0 > '1>x can be spent only on two goods and the
possibility to save money is not taken into

Pic. 5.9. Consumer optimum  gecount.  Under  these  circumstances,

supplementary purchases of goods for saved

money will raise the utility according to the ordirtheory — "more is better than

less". In other words, the point of consumer chaiuest lie on the budgeting

line AB.

What point on the budgeting line corresponds toinggdt bundle of
products in terms of a consumer? Let's examinetdéirPointA is situated on
the intersection of budgeting line AB and indiffiece curvd;. The indifference
curve also crosses budgeting line in point G. App#y, pointsA and G are not
the most preferable for the consumer because, wioeing along the budgeting
line downwards from poinA and upwards from point G, consumer passes to
higher-up indifference curves and, consequentigber utility level. Now we
will examine point C. It is more preferable thanmid=. Point C is situated on
indifference curvd, that crosses budgeting line in point D. Pointsn@ B are
the points of the optimal consumer choice by thmeestoken as points F and G.

Generally speaking, if some indifference curve sessbudgeting line in
two points, then all the points on the budgetimg Ibetween them will be more
preferable for a consumer. And only in that caserwmmdifference curve has
only one common point with budgeting line (pointrEthe pic. 5.9), this point
corresponds to the most preferable for the consimmedle of products from all
the set of affordable bundles of goods. Point Eaited the point of a consumer
choice because it is situated on the highest ichiffce curve, i.e. it corresponds
to the highest level of satisfaction when priced eonsumer income are given.

As is generally known, that the slope of the curveach point is equal to
the slope of the tangent drawn through this politerefore, budgeting line
slope is equal to indifference curve slope in p&nt

Indifference curve slope in this point is equal nwarginal rate of
substitutionMR Sy, and budgeting line slope — to price rad@ig@gPy. It means that
in consumer optimum point BARSy equalsPy/Py.

VA
AI

14
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But, as it has been shown abo&l\% = —%, U = const =MRS&y
Y

Then,P—X: MUy or MYUx _
P, MU, Py R

Consumer reaction on prices and income fluctuation

Increase of cash income means budgeting line sipftgards to the right.
Similar result can be achieved when prices of hmtbducts decrease which
means the growth of active income. When cash incd@ceeases or prices rise,
budgeting line shifts downwards to the left.

YA

Pic. 5.10. "Income-consumption” curve

When income grows budget limit shifts sequentiatlypositionsB,, B,
Bs, ..., B, Points of tangent of indifference curves and midimesK,, Ko, K,
Ka, ..., K, show consecutive equilibrium positions of consumeconcordance
with his income growth (pic. 5.10). This curve,idefl by J. Hicks as "income-
consumption”, in American literature was callechdtd of living curve.

If "iIncome-consumption” curve is the ray that confiesn the origin of
coordinates at an angle of 45 degrees, it meahsgvtien income grows, consumer
raises consumption of goods and Y in equal parts. If purchases increase
disproportionately, slope angle of the curve chanljeour case at first occurs the
rapid growth, and then the relative decrease ol goconsumption and gradual
growth of goodX consumption.

Already in the XIX century it was noticed that drcsumer’s cash income
increases, consumption of secondary goods growekeuthan consumption of
first-necessity goods. The first researcher to yaealinfluence of income
changes on consumers’ expenditure structure wast Emgel (1821 — 1896).
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Q4 High-quality goods
and services

Manufactured
products of standard
consumer quality
I
/F Provisions
O »

> |

Pic. 5.11. Engel curves in the interpretation of Atrist

Engel curves in contemporary
interpretation are shown in the
pic. 5.11. Let's put consumer
incomel on the axis of abscissa
and quantity of product® — on
the ordinate axis.

First of all, saturation of
provisions takes place, then
saturation  of  manufactured
products of a standard quality and
only then — saturation of goods

and services of quality. There is an interestingliagity: even after the passage to
quality goods consumption, there is another boondevhand on manufactured
products of a standard quality that are used ily daeds.

When we studied "income-consumption” curve we pded from the
assumption of prices constancy and income dynamosy we will make the
income constant and price of one of the goodseftample, gooX) variable. Let's
suppose that price of the godiecreases, i.&.,>P >P*>P" etc. (pic. 5.12, b).
For example, unit of the good cost 100 US dollars and now it costs 50 dollars.
It means that for 100 dollars consumer can buyunits of goodX.

The diagram represents budgeting limit shift framsifion NX; into position

vA NX; (pic. 5.124).

Puc. 5.12. "Price-consumption” curve)(@nd
construction of demand curvi)(
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reflected by

Having marked points of tangency of

indifference curved),, U,, U;, U, and

budget limits as point&;, Ry, Rs, Ry

and having connected them, we will
> get “price-consumption” curve.

consumption”

Subsequent price decrease is
lines NX;, NX; etc.

On the basis of this curve, one

can easily construct a demand curve
(5.12,b). In this case, the price of the
goodX (Py) is on the ordinate axis and
the quantity of the goo& is on the

U A S A 7 >x abscissa axis.

When we analyzed "income-
curve we examined



influence of income changes, and when we analypadé-consumption” curve
we examined influence of price changes on relaswiestitution of one good
with another. Now let’s find out in what way chasgd demand for the goog
are generated by the price alteration, and in wiagt— by the active income.

Income and substitution effects

How does the changing of the price of the good (wireces of other goods
and consumer income are constant) influence derdmantiis good? On the one
hand, when other prices are constant price decraas@s the reduction of its
relative price, which results in the growing pric#sall other goods relatively to
this good. Consumer will try to substitute relapve@xpensive products with
relatively cheap one. On the other hand, price edser can be interpreted as
consumer’s active income increase. The sum of mefewt his disposal can be
spent on purchase of relatively cheaper supplemamta or other products.

Thus, price change of any good influences altanattd consumer’s
demand on this good in two ways: firstly, by relatprice changing, secondly,
by consumer’s active income alteration. In thisremgtion it is reasonable to
divide total effect into two parts: substitutiorfesft and income effect.

Substitution effect is the demand alteration preduonly by the change
of relative price when active income is constant.

Income effect is the demand alteration producey byl active income
change when relative prices are constant.

If we study "normal products”, income and substituteffects act in one
way. If we study "inferior products”, income andbstitution effects act in
different directions. In this case, effect of prickange will depend on what
effect is predominant.

1. Normal product Substitution effect Income effect
. > >
| |
| »
Total effect ”
2. Downscale Substitution effect -
produc : ! g
’ > Income effect
Total effect
Substitution effect
. | ol
3. Giffen good P | _Income effect |
P [
—
Total effect

Pic 5.13. Income effect and substitution effect
when price of the gooX decrease®f )
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Chapter 6. THE THEORY OF A COMPANY

6.1 Company: goals, functions, organizational and |égjahs.

6.1.1. Organizational and legal forms of enterpr{sempanies) and its types.

6.2.Factors of production and production function.

6.3. Production of the company in short-term amdy{term periods.

6.3.1. Production net and isoquant. Marginal rafe technological
substitution of factors. Isocost.

6.4. Production costs. Economy of scale.

6.5. Company'’s revenue and profit.

MAIN CATEGORIES

Enterprise, company, competitiveness of the compasple
proprietorship, partnership, corporation, stock-goamy, factors of production,
variable factors of production, fixed factors of oduction, short-term
production run, long-term production run, productitunction, technology, total
product, average product, marginal product, therdasing ultimate output law,
isoquant, optimal combination of production factaegplicit and implicit costs,
accounting costs, economic costs, opportunity ¢astividual costs, social
costs, distribution costs, irrecoverable costsedixcosts, variable costs, total
costs, average costs, marginal costs, economissaté, diseconomies of scale,
constant economies of scale, optimum size of amergsocost, isocost map,
manufacturer equilibrium, revenue, total revenueerage revenue, marginal
revenue, profit, economic profit, accounting prafibrmal profit, profitability.

6.1. Company: goals, functions, organizational antkgal forms

In every economic system goods and services ardupedl by a great
number of enterprises.

Enterpriseis an independent economic entity that owns tipetsiof legal
entity, produces and sells goods, renders senates material nature on the
basis of using property by the employees. Objethe@fight of ownership is the
complex of property used for entrepreneurial ativi

In the market economic system category "companyised more often.
In economic literature categories "company" andégnise" are considered to
have similar meaning. But enterprise is a singl@pction unit, and company
may include either one or several enterprises.
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There are several approaches to define "companyconomics. The
evolution one is of the main interest. It statest tompany is a self-developing
organization (airport, vehicle fleet, barber's, gpimg center, concrete
components plant, etc.).

Concept of the company and its types depends omyfeof economic
system. And though with the lapse of time it cha@aterprise is:

- the primary link of national economy;

- the main organizational unit;

- the subject of entrepreneurial activity;

- the object of direct combination of production tast

- the object of forming personnel where interestsagfiety, employees
and individual worker are realized.

Features inherent in enterprise are the following:

— organizational unity that supposes that the emg@syearry out
economical activity of the enterprise. Employeesiaterrelated by the division
and cooperation of labour, and common economicests;

— technical and industrial unity of all range of meanf production (or
technological unity) suited to produce goods odegrservices;

— economic isolation of all resources during the psscof production
(application in engineering process, compensatfa@xpenditures at the cost of
the results of economical activity and accountihgpecific economic interests).
By virtue of economic isolation, enterprise becorttesindependent subject of
economical activity;

— economic self-sufficiency (independent decision imgkabout what
to produce, in what volumes, at what price to sghat resources to use, and
how to develop further, etc.). Enterprise indepatigiedefines organizational
forms of management, its structure. It establisioedractual relations with other
subjects of business activity, bears responsibility execution of its
commitments.

Every enterprise as a legal entity makes up a balaheet, has a charter,
a settlement account in a bank, a name, an adainelss seal.

Goals of the companysStrategic commercial goal of every company or
enterprise is profit maximization. This goal iscabs stimulus of production and
economic activity.

Company can provide profitability by realizationtattical goals:

— increase of supply percentage, entering new seg@mnent

— increase in profits relative to invested capital;
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— growth of dividends;

— change of capital structure;

— product line diversification and quality improvenie the output;
— output growth, etc.

6.1.1. Organizational and legal forms of enterprises (companies) and
their types

According to the legislature of the Republic of &eis there are:

— unitary enterprises;

— business associations;

— partnerships;

— production cooperatives;

— consumer cooperatives.

State (national or municipal) or private unitaryte¥prise can be
organized in the form of unitary companies. Unitangerprises (companies) are
commercial organizations that belong to one persdrnich means that their
property is indivisible.

Property of republican unitary enterprises belotgshe Republic of
Belarus, of municipal enterprise — to politicaltsr{regions, cities).

Republican unitary enterprises may be based orrigfe of economic
control or operative administration; the latter eafled state-owned.

Property of private unitary enterprise belongs tatural person.

On the 2°of August 2006 the Law of the Republic of BelarA®dut joint-
stock companies, limited liability corporations aadtlitional liability companies"
was renamed into the Law of the Republic of Beldbout corporations".
According to the law, there are the following typégorporations:

— limited liability companies;

— additional liability companies;

— joint-stock companies.

Limited liability company (Ltd.) is a company organized by two or more
individuals. Charter capital of the company is ded into equity stakes, their
value is declared in constitutional documents. &malders of the company
don’t incur its liabilities. They bear a risk upttee amount of their investment.

Additional liability company is also created on the basis of shared
property but the liability of the shareholders ign#ficantly extended. They are
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liable jointly and incur subsidiary responsibilfiyr obligations of the company
according to the volume of their investment ensdinin constitutional
documents. In case of bankruptcy of one of itsedinalders his liability for the
obligations of the enterprise is divided amongrérmaining shareholders in the
proportion to their investments.

Joint-stock companis a company (corporation) which fund is formed by
issuing and selling shares. Shares may be ordaradyprivileged. Their holders
are the owners of the company. They have the t@bollect dividends. Owners
may be juridical entities and individuals; they acelled stockholders or
shareholders. Shareholders bear the risk of logpet® the amount of their
shares. Joint-stock companies can be classifiederutdo types: public
corporations and close corporations. Corporatiaesfaunded voluntarily by
joining capital through execution of the foundatagreement.

The goal of creating corporations is capital foromtproperty reforming,
and increase in profits. The supreme body of that-giock company is
stockholders' meeting; also management is elected.

Partnership is a profit making organization foundmsd two or more
individuals by combining their capital on the basisa contract. It can be
founded in the form of general partnership. Memludérthe general partnership
incur joint and subsidiary liability for the ressilbf business activity. Subsidiary
liability means additional liability of the "partr&g proportionally to their
investment. Profit is also divided between memlrefgoportion to their shares
in the statutory fund.

In the limited partnership along with full "partsérthere are also
investors who don't assist business activity. Ttedke part in capital formation,
gain profit and bear losses within limits of thieivestment.

Production cooperatives are voluntary associatain$e citizens on the
basis of shares to carry out joint production acmhemic activity. Cooperatives
are based on personal labour participation andgiat®n of shares.
Cooperatives are generally called artels, in auoel — agricultural production
cooperatives, in other sectors of the economy Hipuwnterprises. They are
commercial organizations. Members of cooperatinesin joint liability for the
obligations. Revenues of cooperative member consistages as participation
in activities and profits are distributed propomnidly to shares.

By the size, companies are classified as smal$ flean 50 employees),
medium-sized (from 50 to 500 employees), largees¢alore than 500) and
especially large-scale (more than 1000).
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6.2. Factors of production and production function

Material basis of progressive development of @ailion is the progress
of social productionProductionis the process of creation of material benefits. |
IS an appropriate human activity aimed at satigfytimeir needs. To carry out
any production activity enterprise (company) usatiral, material, manpower
and financial resources. Resources, actually iratin the production process,
are called factors of production. There are fowugs of production factors:
land, labour, capital and entrepreneurial activity.

Landis considered a natural factor. It is not the tesuhuman activity.
This group of factors includes croplands and mineealth.

Capital as a production factor acts as a set of elementsaehinery,
equipment, transportation links, structure, storagens, communication, etc.

Labour is presented by intellectual and physical actjvégt of abilities
conditioned by education, experience, skills, Healt

Entrepreneurshims a special type of economic thinking is charaxd
by the combination of all production factors, apilto foresee and make
efficient decisions; it is characterized by initvat flexibility, businesslike
approach, ability to risk. There are different fermf entrepreneurship —
production, commercial business, financial, adyisawommission business.
Entrepreneur himself organizes his business, ggilsds and services, and
distributes received revenues.

Nowadays so called specific factors are of a padrcimportance. They
include information, science, technology and intfiasture. The most important
factor in the innovation economy is informationplovides systematization of
knowledge materialized in the system of machinegquipment and
management models.

In contemporary production environmental factor emkthe greater
significance. It acts either as an impulse for ecoic growth or as a factor
limiting its options in relation with hazard, pdilon with gases and
environmental pollution.

Production of every good or service requires cert@mbination of
factors but the main ones are land, labour andtalagihey act together and
supplement each other.

At the same time factors are interchangeable. difasacteristic is caused by
various consumer attributes of a product. As alti@sis possible to manufacture
any product using different factors in various carabons and proportions.
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Interchangeability of the factors is due not omlspecificity of needs and
constructional features of the product but maindy limited resources and
efficiency of their usage. Therefore, entreprenaprspresupposes use of
different combinations of production factors takinmgo account inevitable
decline of production costs.

Production factors may be fixed and variable. Fifattors are those the
quantity of which can’'t be changed in the shonreperiod (production
capacity, technology, amount of equipment, indakstructures). In the long-
term period all factors are considered variablmast branches of economy.

Possibilities of different combinations of prodwctifactors can be seen
on the basis of the production function. It desesibrelationship between
maximum production volume of the produ® and minimum inputs of the
factorsxy, X, Xa, ..., % Q = (X, %, %, ..., %). IN Microeconomic analysis two-
factor function is the most commonly used one.ah de represented in the
following form:

Q =f(L, K), (6.1)

whereK — capital inputst. — l[abour inputs.

Production function is constructed for a peculechinology. Changes in
technology lead to a new production function. Ceterform of a production
function is established on the basis of observatiwinhow the output changes
when amounts of applied labour and capital chargjd. as the optimum
combination of production factors for a company may always be beneficial
(price increase, changes in scientific and techgiodd advance, the company
size), it should always be looking for a reasonabimbination of factors.

6.3. Production of the company
in short-term and long-term periods

Time, during which it is impossible to change timoant of one of the
factors, is called a short-term period; and théofais called fixed.

A company can change output in a short-term pedy if it increases use
of variable factors, for example, labour. Amourftsther factors are constant.

As labour costs change (in number of employees orking hours),
volume of output will also change. We use suchdattirs as total, average and
marginal product to characterize it.

Total product (TP)of variable factor is the total number of units of
production obtained from the variable factor emplbywhen other factors are
constant. Total product of variable factor labauleiteredr PL.
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Average product (APYf a variable factor is the total product divideyl
the number of units of the variable factor employ@derage product is
calculated by the formula:

ST | (6.2)
Variablefactorinputs
If the variable factor is labour then the formwda i
APt:ﬂ. 3P

L

Average product shows the amount of product matwfad by one
employee. It characterizes the productivity of laho

Marginal product (MP)of a variable factor is the change in total praduc
associated with the change in units of a variadt¢oir of production when other
factors are constant. The formula is

p= ATP
A Variablefactorinputs’

(6.4)

If variable factor inputs change L, and the amount of the output — by
ATPL then marginal product of labour is

ATPL
MPL = ®.5

In this caseMPL characterizes ultimate output of labour. [5, B £2129]

There is a relation between changes of total, geerand marginal
product. It's based othe law of diminishing returnsThe law of diminishing
returns is the fact that as you add variable faabdiproduction to a fixed factor,
at some point the increases in total output begladsen.

The law is valid under certasonditions

- atleast one of the production factors is fixegl,in a short-term period;

- all units of a variable factor are homogeneous (&xamples,
employees are equally qualified). Marginal prodwstarts diminishing not
because the employed workers are less qualifiedécduse relatively greater
number of them is employed at the same level dtieg capital;

- technology and engineering conditions are constant.

If due to technical progress technology and engingare being improved
then boundaries of the law change. [5, p. 130] feldgy improvement leads to
the fact that with the same input of factors thgotigrows.

87



6.3.1. Production net and isoquant. Marginal rate of technological
substitution of factors. | socost

In a long-term period a company tends to expandutput. It is necessary
to increase all factors. Consequently, factorshmnariable. Let's suppose that
production process is carried out by using twodet capital and labour (thus
we can use two-dimensional graphical space). Sereths a two-factor
production function which characterizes the relaslip between inputs of
labour and capital and the maximum amount of output

Q=f(L, K), (5.6

whereK is capital L is labour.

Since both factors are variable, production of¢hse volume of goods
can be achieved by using different combinations.

For a given technology, the same output can beeweti with more
capital or with more labour involvement. There als intermediate solutions.
Production function doesn’t take into account piacities in labour
organization and production management in indiviéngerprises.

Combination of resources, needed to produce sanggtluharacterizes
certain mode of production. Different modes of picitbn can be represented by a
production net. There is a tabular form of productunction presented (table 6.1).

Table 6.1
Production net@ = f (L, K))
Capital Labour inputs (L)

inputs (K) 10 20 30 40 50 60
100 30 50 65 70 90 85
200 50 70 85 95 100 115
300 65 85 100 110 115 120
400 75 95 110 120 125
500 85 100 115 135 130

We can see from table 6.1 that the same outpubeachieved by different
combinations of production factors. For exam@es 85 units can be produced
using a combination of 200 and 30L or a combination of 10R and 60L.

If we join all combinations of resources the usewtifich provides the
same amount of output, then we will get isoquants.
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Isoquantis the curve that reflects different combinatiohsesources that
can be used to produce the same amount of goard5(f).

Factor F;

Factor F;

Pic. 6.1. Isoquants

Isoquants have the same meaning for the producporcess as
indifference curves for the consumption processlthe@y have similar features:

1) they have negative slope;

2) they are convex towards the origin of coordinates;

3) they don't cross;

4) they show different production levels (10000, 2008@000, etc.);

5) isoquant, that is above and to the right of theegthepresents bigger
amount of output.

The set of isoquants, any of which shows the mamnoutput achieved
by using certain combinations af 4
resources is called a chart of isoquants.

Isoquant not only shows that
production factors are interchangeable but
also gives an opportunity to identify limits | 4
of substitution. These limits are
determined by marginal rate of
technological substitution characterizing
the amount of one resource that can bg
reduced "in exchange for" one unit of the
other resource maintaining  output Pic. 6.2. Marginal rate of technological
constant. Let's examine isoquant (pic. 6.2). substitution

»

AL

A\1”4
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We will move along the curve top-down substitutoapital with labour.

If AK is the reduction of capital inputs and is the labour inputs increase, then

the amount of factoK which can be substituted by one unit of fattos %.

Here is a marginal rate of technological subsotuti

-AK
MRTS = A (6.7)

The concave form of isoquant shows tMRTSk declines as we move
down along the curve. That means that labour ampiataare not absolutely
interchangeable. Therefore, there are difficukuben we substitute capital with
labour, i.e. there are certain limits of interchaalglity of factors. They are
determined by the efficiency of factors usage. As substitute capital with
bigger amount of labour, working efficiency decbhand vice versa, when we
substitute labour with bigger amount of capitaficegncy of the capital usage
reduces. Combination of factors should be optimahe production process.

There is also another method to calculate margstal of technological
substitution. When we move down along the isoqueagpjtal inputs shrink by
AK. Consequently, production losses from reductiocagital inputs are equal
to product ofAK by marginal product of the capit®Px. In order to produce
former production volume it is necessary to incedadour inputs byL. In this
case, gain in production achieved by labour inpatsease, will be equal to
product ofAL by marginal product of labodP, .

As the volume of production should be the samecavewrite down:

-AK* MPx =AL* MP, (6.8)
ie. _AK MR (6.9)
AL MP,
However,
AK
-— =MRTS,, 6.10
consequently,
MR
MRTS, = —-. 6.11

This formula explains from mathematical point oéwithe decrease of
marginal rate of technological substitution.

Every company seeks to maximize volume of outpkintpinto account
its financial capacity.
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The sum of money that company haski
called budget limit (graphically it is a straight
line, isocost).

Isocostis a straight line that shows all
combinations of resources the use of whic
requires the same costs (pic. 6.3):

Isocost

M=Px "K+P_" L, (6.12) Pic. 6.3. Isocost

wherePyx andP_ are prices of unit of capital and unit of laboespectively.
There are variants of isocost location in the fid.

y A A A

V] 0 y I 9

Y v
2

»
»

X1 X g X1 Xz X

v

Pic. 6.4. Variants of isocost location: a) whercesi are fixed,;
b) when price of the goad changes; c) when price of go¥ahanges

Using the same method, as when we described consqugibrium, we
will superpose isoquant chart with isocost, andtémgency point will show the
biggest production volume for a given budget li(pit. 6.5).

Manufacturer equilibriums the state of producer during the substitution
of one production factor with the other when theémate ruble, spent on each
resource, yields the same marginal product.

Mathematically the equilibrium is described by caneldl equations:

MR - MR . (6.13)

M:&R+Rﬂ{ =
K L

MPy _MP (6.14)
PK PL

Condition of production optimization is the choiaenong all possible
combinations of resources that will have the b#ete

To see the future of enterprise development irkah@ run, it is necessary to
imagine how production volume and expenditures fémtors acquisition will
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increase at each stage of production growth. Halkgd with the line all the
points of tangency of isoquants and isocosts, wamkhe trajectory of company’s
economic activity or production activity — isoclgiine OK (pic. 6.6).

YA Y A

Qs
Q2
Q& X
ok
Pic. 6.5. Manufacturer equilibrium Pic. 6.6. Trajectory of company’s business activity

6.4. Production costs. Economy of scale

Production costs were the main subject of classcditical economy.
Thus, A. Smith introduced a concept of absolutés;d3. Ricardo is the author
of the concept of comparative costs. They constlessts to be the average
social costs per unit of output.

According to Marxist theory, production costs aree tvalue of the
commodity, i.e. all expenditures for the purchateneans of production and
labour.

Karl Marx differentiated production costs as thiedar inputs and capital
expenditures.

Representatives of marginalism (C. Menger, F. W)esensidered costs
to be a psychological phenomenon based on margti&y. In their opinion,
the amount paid by a company for production fad®idetermined by marginal
utility they possess from the point of view of dexe

Austrian theorist F. Wieser developed a subjectiveory of costs or
alternative possibilities. According to this theorgal production costs of a
given product are equal to the highest utility le¢ benefits that society would
receive if it used manufacturing resources in d&edkht way. Following the
institutional theory of costs, J. Clark took upralgem of overhead charges and
studied different types of costs — individual aondial, short-term and long-term
ones. J. Hobson introduced the concept of humats,caekich are measured by
the quality and nature of work efforts.
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Neoclassical theory of costs (A. Marshall) consdérem to be the
totality of expenditures for production factors aisifion.

Recently the theory of transaction costs has begnpopular (R. Coase). It
was developed by representatives of new institatieaonomics. Transaction costs
include distribution costs, i.e. expenditures faoduct supply (K. Arrow).
Followers of this theory think the main market ftioie is to save transaction costs.

Karl Marx divided all production expenses into i®guction costs and 2)
distribution costs.

Thus, costs are the money means of the expendituneoduction and sales.

Let’'s examine them in detail.

Production costsare total inputs of direct and embodied labour to
manufacture the product. These are inputs (expgtisasshould be run up to
create goods. They cover payments for material®/ (meaterials, fuel and
electricity), wages, amortization, organization exges. When the goods are
sold, their value turns into proceeds in cash. @ag of it indemnifies for
production costs, the other makes profit, it metret, for what production
process is organized. Therefore, production costéeas than value of goods for
the amount of profit:

Revenue= Costs+ Profit. (6.15)

Distribution costsare related to the process of production suppheyT
include net and additional costs.

Net costsare expenditures connected to buying and selfirgpure form,
they are lower than the value of products. Netsasé responded from profit
after the offtake (wages of sellers, maintenanasaimercial premises, etc.).

Additional distribution costsare expenses for wrapping, sorting,
transportation and storing of goods.

This type of distribution costs is connected to tdmmtinuation of the
production process in distribution. They are inelddn the value of goods and
increase it, and they are reimbursed after theddaleods from the proceeds.

Modern market economy assumes that entrepreneecexpevenue from
all its costs in order to have a sustainable magpksition. Therefore, all costs
are alternative costs and they are called imputstisc because using them for
production of a single product means rejectingde them for the production of
other goods.

All the alternative costs that a company incurarduproduction process
can be either explicit or implicit.
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Explicit costsare cash payments to involve resources into ptamycor
money benefits to suppliers of production factontermediate products and
business services. Explicit costs include wages, dbst of raw materials,
supplies, fees to banks and other financial instis, payments for
transportation services.

During production process a company also involessurces that belong
to it. These arenternal (implicit) costs— cash income that could be derived
from alternative employment of held resources — @yonapital, equipment,
engineering tools, business ideas of the compaywieer, as well as advantages
of the company (location, prestige value of thentdraetc.).

So called normal profit of entrepreneur is con®deto be one of the
elements of implicit costs. Normal profit is thewaed for the functions of
entrepreneur. Otherwise, he could deposit moneybank and draw interest on
it, give up earnings by working in another firm.

Normal profit is the minimal fee that is necessary to keep the
entrepreneur, his entrepreneurial abilities andriosey in the given enterprise.
Production costs that include normal profit ardechleconomic costs which is
not the same as accounting costs. Accounting aoclisde all the real, actual
expenses calculated in money terms.

From the point of view of an economist, productmosts are not only
actual expenses incurred in money terms but alpaidrcosts.

In addition, there are sunk costs — costs thairemerred by a company
once and can not be returned under any circumsdfmeexample, purchasing
a license, registration of an enterprise, advediand packaging). Sunk costs
are not alternative, and are not included in threetut costs of the firm.

Production costs in a short-term period

In the short-run the amount of some factors is @ortsand the amount of
others varies. Consequently, there are both fixedvariable costs.

Fixed costg(FC) are those costs

Costs that cannot be changed due to
¢ variations of production (they are
TC connected with the existence of

mechanical facilities of companies).
vC These are the cost of use of buildings,
/ facilities and equipment, administration
= FC and executive expenses, rent, insurance
/ contributions, etc. They must be paid
even if a company produces nothing.

Graphically, this is the linEC, parallel
Pic. 6.7. Structure of production costs  tg the abscissa axis (pic. 6.7).

0 Quantityof production: Q
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Variable costs (VCare those costs that can be changed in the short-r
depending on the volume of production. Variableesasclude expenses on raw
materials, fuel, energy, transportation, laboucéoretc. In order to decide how
many products to manufacture, the head of the coynpaeds to know how
variable costs will grow if the output increases.the pic. 6.7 the curveC
shows the dynamics of variable costs. This curvesgbigher because any
increase of production is related to the growthlb¥ariable costs.

Total costgTC) are equal to the sum of variable costs and fixstsc At zero
output, total costs are the sum of only fixed coBlten, in the production of each
additional product unit total costs change by #iaesamount as variable costs.

According to the definition, the line of total cestepeats the line of
variable costs but shifts from it upwards by theoant of fixed costs. The
difference between fixed and variable costs isrdggddor a businessman.

Variable costsare those costs that can be controlled. TheirevaAn be
changed in the short-run by changing the volumeroduction. And while
producers do care about the total costs, they ateless concerned about
average costs, i.e. cost per unit of output.

There are als@average fixed costs, average variable costs andagee
total costs

Average fixed costs (AF@ye calculated by dividing all fixed costsQ)
by the quantity of the outpu®@y, i.e.

AFc=FC. (6)16

Since fixed costs don’t depend on the volume opwottas soon as the
output grows average fixed costs will decreasepblically, the curveAFC is
shown in the pic. 6.8.

Average variable costs AV@ic. 6.8) are calculated by the same mode — by
dividing all variable costs\C) by the amount of outpu):

ave=Y<. (6.17)

As far as variable costs follow the law of diminrghreturns, this tendency
will also affect average variable costs. Sincéhatstage of increasing returns less
and less additional variable resources are reqtorpdoduce each subsequent unit
of product, then variable costs per unit of outpt decline. However, having
reached their minimum, they begin to grow as theredese of returns will result in
the need to use more variable resources for ealitiomal unit of output.
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Average total costsATC) can be calculated either by dividing total costs
(TC) by the amount of outpu€) or by addingAFC andAVC.

ATC:T—QC:AFC+AVC- (6.18)

In the pic. 6.8 the curvRTCis got by vertical additioAFC andAVC.

Marginal costs(MC) are additional costs related with the productdn
each additional unit of output. They can be caleddike the change of the
costs that are the result of the production of dimis, i.e.

_ATC _TC change(increast

MC : : (6.19)
AQ  Qchange (increase
inStS In the pic. 6.8 the graph of marginal
costs is the curvBIC which first goes down
MC and then goes up steeply. This reflects that
ATC variable and total costs at first increase at a
decreasing speed and then at an increasing
AVC pace.
AFC Changes in prices of resources and
0 >Q production technologies will lead to a shift

Pic. 6.8. Average production costs N COsts. Thus, the growth @FC will shift
up the curve, and since these costs are a part
of total costsTC, the curvel C will also move up.

As for the curves of variable and marginal codtg, increase of fixed
costs will not affect their shifting up. At the sarime, the increase of variable
costs (appreciation of labour) will cause shiftung of the curve@VC, TC and
MC but will not influence the curveéFrC.

Technological change exerts great influence onctsts. If it leads to a
reduction in price of production factors or to acerease in productivity, then
curves of the costs will shift downward.

Long-run is characterized by the fact that a congparable to change the
amount of production factors involved.

In a long term period nature of all variable praditut factors allows the
company to use the best options of their combinatand it will affect the
magnitude of change of its average cokssI(C, pic. 6.9).
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Pic. 6.9. The curve of long-term average c@st$7C)

In the pic. 6.9 there are five different variatiofhs— V) of the sizes of
enterprises meant to produce different volumesaafdg at the lowest average
total costsATC) —ATC,ATG,..., ATG. A company may consider these options
as stages of its growth. At some intervals of itfvdly a company doesn’t
change production capacity and uses what it hasc&veassume that at each
stage the company adopts a short-term strategyefdne, the curve describing
its costs at a given stage, is the curve of sleomtaverage costs. The curve
ATC, describes sort-term average total costs for tredlest business (I variant).
It means that entrepreneur aims at getting outpsg than 20 units. But this
sales volume can be also produced in a big enserpand then average total
costs will increase because production capacitygrdo, the choice of the
enterprise size Il presupposes the growth of odtpuat 20 to 30 units, etc.

Each point on the curve of long-term co&t&TC, corresponds to a
specific size of the company with its own cu&&C. Long-term average costs
curve LATGC, is tangent (envelope) for all possible curves lafrsterm costs
ATC. It shows the lowest production costs for any givelume of output on the
condition that the company has enough time to ohatigts production factors.

The pic. 6.9 shows that an increase of productiapacities will be
accompanied by a decrease of average total costshencompany reaches the
size that corresponds to option Ill. Further growthproduction requires an
increase in long-run average total costs. Archempshof the curve can be
explained by the economies of scale. There are omims of scale and
diseconomies of scale.

Economies of scale: if at some time gap long-tevarage costs decrease
when the output grows, there are economies of sxadditioned by the growth
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of scale of operations. Graphically
this is a downward part of the curve
LATC,. For example, growth of the
amount of resources by 10% leads to
| Long-term  OUtPUL increase by 12%. This period
| AT of time with output @, corresponds
\u to the variant | of the company’'s
1n expansion (pic. 6.10).
L *Q There are several factors that
determine economy of scale:

a) deepening of specialization
of production, which leads to increased produgtjvit

b) indivisibility of production. Every company shouléhve a minimum
amount of resources. As a company grows, expemrditior such resources
don’t increase, so the value of costs per unitrofipction reduces to;

c) new technologies. The efficiency of new equipmeppligaation is
high in big enterprises where the volume of proiuncis big. Small businesses
can't afford it;

d) manufacturing sideline products. Big companies aae inevitable
waste for auxiliary process which decreases long-teverage costs.

If at a certain time gap of production long-termeiage total costs
increase with the output increase, then there asecdnomies of scale.
Graphically, this is the ascending part of &EC curve. For example, growth of
the number of involved resources by 10% leads tputurise by 7%. This
interval with the output more thanQ@ corresponds to the variant Ill of an
expanding company operation.

Reasons of diseconomies of scale are:

a) technical factors. Thus, large-scale productioruireg adequate raw
materials sources and failures to deliver them tegaroduction costs growth;

b) organizational reasons. Growth of office and mansege personnel,
isolation of the "top" floors of management fronoguction process, loss of
flexibility lead to average social costs increase.

If during certain time long-term average costs tlarspond to output
changes which means that they remain constant, aoynwill have constant
economies of scale. For example, increase in amoiumyvolved resources by
10% causes production growth also by 10%. This tgap corresponds to
variant Il of the expanding company functioning.

»

Costs per unit of productior

|
|
|
|
|
|
|
|
Q
Pic. 6.10. Variants of company’s expansion

o
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At the present time transaction costs has beconp®riamt. They are
costs to protect one’s own benefits in the markehemy, such as:

- costs of searching for information about prices aunitets;

- costs of negotiating, contracting, closure of deals

- costs of standards engineering, protection of brsenties and trade
marks;

- costs of property rights protection through thealesystem, etc.

6.5. Company’s revenue and profit

Revenue is the result of business activity of arerpmise. It is a certain
sum of money received by a company as the resydtaduction and sales of
products for a certain period of time. Categoryvémue” reflects economic
effectiveness of company’s operation, its econopaticy, choice of strategic
and tactical decisions. The dynamics of revenuelewel of income indicates
the effectiveness of a company, public recognitbits products and of its role
in the market. There are total, average and mdrgnanue.

Total revenue (TRis total sum of proceeds in cash received asdbeltr
of sales of products:

TR=PQ, (6.20)

whereP is the price of the unit of produ€};is the amount of units of production.

Average revenue (AR the amount of cash proceeds per unit of
production. It is equal to weighted average prictne unit of output sold during
certain period of time,

AR=_"=FY_p (6.21)

Average revenue is calculated when prices changegdcertain time gap or
in those cases when the range of goods consisévefal products or services.
Marginal revenue (MRjs the increment of the total revenue as the tesul
of production and sales of one unit of production,

MR = 2TR (6.22)

AQ’
where ATR is the increment of total revenue as the resultpafduction
additional unit of outputAQ is the increment of production volume and sales
per product unit.
As a rule, total revenue consists of 1) sales mads@nd 2) extraordinary
income.
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Sales proceedare money that arrives on the company’s accouwn fr
sales of products. Mainly, sales proceeds corregspmimternationally accepted
indicator "sales volume".

Extraordinary incomas money that is not the result of production\atti
of a company — interests on deposits, dividendsegived fines, penalties,
income from exchange transactions, etc.

Profit depends on the amount of revenue. Moderm@oacs considers
profit as an income from all production factors abdur, capital, land and
entrepreneurship. But at the same time profit io@biguous category because
there is normal profit as the element of implictists due to the nature of
business. Therefore, entrepreneur considers ngroét as yield on capital, as
entrepreneurial income (normal profit is the eletwdrcosts)

Profits= TR — TC. (6.23)

There are two approaches towards profit calculatiothe one of an
accountant and the one of an economist.

Accounting profitis the difference between total revenue and eatern
costs (these are explicit actual costs — wagesresgs for raw materials, fuel,
auxiliary materials):

Accounting profit = Total revenue — Accounting (&if) costs.  (6.24)

In economics the totality of internal and extec@dts forms economic costs:

Economic profit = Total revenue — Economic costsefinal + external). (6.25)
Accounting profit > Economic profit.

Since profit is the difference between sales prds@amd cash costs,
Profits= TR - TC, (6.26)

obviously, a company tends to maximize this differ

Production of each additional unit increases totats by the value of
marginal costsNIC), but simultaneously it increases total revenudhayvalue
of marginal revenueMR). When marginal revenue is more than marginalscost
total revenue increases and company steps up groduce. MR > MC —
output grows, profit increases. As soon as margouats exceed marginal
revenue, total revenue decreadd€. > MR — profit decreases.

Consequently, profit is maximal at such output wimearginal revenue
(MR) is equal to marginal cost§IC):

MR = MC. (6)27
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This is the marginal revenue = marginal costs rule.

The difference between total revenue and economstsc(explicit and
implicit) is economic profit

Profitability is the indicator of production effectiveness ofemterprise,
association, and industry in whole which demonssgdahe degree of return of
involved production factors. There gueoduction profitability(profit rate) and
profitability of a certain production linéoperating ratio).

Profit rate is the ratio of balance sheet profit to productiacilities
expressed as percentage. It characterizes theedegneeturn of all advanced
capital, the efficiency of capital costs of a compa

Balance sheet prOfElOOO/c

Profitability, =
Yp Advanced capital

(6.28)

where Balance sheet profits total profits of a company for a certain period
Advanced capitals the sum of basic production assets and cilogjassets.

Operating ratio is the ratio of balance sheet profit to producstso
expressed as percentage. It characterizes thdiedfeess of running expenses.
Operation ratio may be calculated for every typeroduct.

It shows the degree of profitability of production of a product. The
main ways to increase profitability are:

— reduction in cost of the elements of advanced ahpit

— reduction of current inputs into production.

The basis of this is a broad implementation ofrdsalts of scientific and
technological advance leading to higher produgtivaf labour and lower
production costs.

The essence of profit is in its functions — accowgt stimulating and
distribution function.

Accounting functions an important criterion of business efficientfe
main indices are the amount of profit, profit rated operating ratio.

Stimulating functionProfit is a powerful generator of economy. Prelgis
desire to increase profits underlies most innowtiorhe amount of profit is
influenced by the output, production costs, ratiocapital turnover, working
efficiency, level of prices, etc.

Distribution function Profit is the source of accumulation and
development of production, the source of matemalentive of employees. In
the market economy profit is the basis of busitks&lopment.
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As mentioned earlier, the main goal of businespridit maximization.
It's not quite true. In the western economics thare several theories of
optimization of company’s activity. Thus, accorditigone of them, sales but
not profit maximization should be the goal. A comya task is to achieve and
to retain certain level of profit for the longestssible period. In this case a
company will focus on industry average profit ratsulting from intrasectoral
competition. But in a competitive environment, abjeely, not all firms can
secure a permanent and adequate profitability.

CHECKLIST

1. Characterize goals and functions of a company.

2. What are the main organizational and legal forma cdmpany?

3. Explain the essence of long-term and short-ternogerof company’s
operation in terms of changes of production factors

4. What is the production net? How is it constructed?

5. Define isoquant. What is the basis of the constaaf isoquant?

6. Why is the equity of marginal revenue and marginabkts the
condition of maximum profit?

7. Differentiate categories "expenses", "costs" amst'price".

8. What is the nature of imputed costs and their figance in economic
analysis and developing a strategy of the company?

9. Do you think turning economy of the country intoeogiant company
could be an effective measure? When answering tlestign remember the
attempt to realize it in the command economy. Ajgeréhe attempt.

10.What is the "maximum profit"? Why should a compasgek to
maximize profit but not production?

11.Define marginal revenue and marginal costs. Whysdibe profit
reach its maximum when marginal revenue is equalaginal costs?
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Chapter 7. MARKETS OF PRODUCTION FACTORS
AND INCOME DISTRIBUTION

7.1 Features of functioning of markets of productioctdas.
7.2Labor market, its nature and features.

7.3Capital market. Loan interest.

7.4Land market. Land rent.

7.5Profit as an entrepreneurial income.

MAIN CATEGORIES

Economic resource, demand for a resource, margnadluct, income from
marginal product of a resource, costs of resourse, yrice elasticity of demand
for a resource, labor market, equilibrium of labmarket, demand for labor force,
labor supply, salary, monopsony, capital, loan &apiinvestment, present
discounted value, production factor "land", remind rent, profit, income.

7.1. Features of functioning of markets of production factors

Economic resource is a set of possibilities and preconditions neagstor
creation of economic welfare and satisfaction ofesponding needs [1, p. 488].

To carry out any production activity companies usgural, physical,
financial and manpower resources. Business entriesther private or state
determine themselves types and application areeedfin resources. Hence
peculiarities of performance of resources marketikhbe taken into account:

1. Entrepreneurial company is interested not in a gpcodn factor
itself(as physical object) or ownership of a reseurbut its value in use —
specific useful properties which are reflectedtfok all through output in unit
time (productivity) and quality of manufactured guation.

2. The seller sells an economic resource, and theuoco#s buys a
production factor. But the entrepreneurial compamnters the market of
economic resources both as a seller and as a censtlihe household acts only
as the seller of an economic resource.

3. Some kinds of economic resources are sold and bolgh
businessmen only (steel, coal, etc.), concludingndactions between
themselves. Goods and services of this sort argriged as an intermediate
product. The investment welfare acts as an objécduoh purchase and sale
between entrepreneurial firms as well.
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4. Expenses of entrepreneurial firm are money incofa cesource’s
proprietor. It turns out that factor income is feunthrough the market of
resources l@bour — salary;land and other kinds of natural resourcesent
money capital- percent and etc.).

5. Household incomes (salary, percent, rent) determise future
purchasing capacity and solvent demand for an eadupt. Through money
income of households, which are formed by meanth@fmarket of economic
resources, it is defined, for whom and in what wvads the national economy
will work in the near future.

6. Pricing on resources is directly connected to tioblem of generation
of factor income (that belongs to proprietors ajqurction factors), hence, well-
being and a property status of certain social emg¢aage level and profits, land
rent and grants to farmers, norm of loan percavienmues of entrepreneurs). It
leads to actualization of problems of ethics ofitess and social justice.

7. Demand for resources is the reaction of a manufactuo
corresponding market signals about perspectivesarfsumer goods sale.
Therefore demand for resources from firm is deweabf demand for an end-
product from household.

8. In the market of consumer welfare change of thepetor always
takes place. In contrast, in the market of econaomgources not only object
purchase and sale takes place but also rent ofoththat resource which is
capable to keep the physical cover long time (egeift, land and etc.). Some
kinds of resources by the nature are not in a ¢@mdio change the proprietor.
Such economic resources only pass in temporaryousetrepreneurial firm. In
this case the price is paid for service of the pobidn factor.

9. Through the market economic resources are disttbuietween
branches of national economy and kinds of manufastaccording to offered
prices. Expected money income and profit are hiddehind such prices.
However in the market economy continuous speciboabf the reached degree
of economic efficiency takes place. Therefore thisteng variant of distribution
of resources isn't final.

10.In the market of resources entrepreneurial firms asc consumers.
Therefore large wholesale transactions dominate. hiEne interested parts are
commercial banks, trade unions and governmentlaadrstitutes of economic self-
government (associations, economic chambers ardFtesence of the developed
institutional environment is typical for the markaft economic resources. It has
strong influence on formation of the mechanisnmupidy and demand.
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11. Scientific and technological advance, technique aedhnology
development influence the condition of the nationatket of economic resources.
Domination of unskilled labor in the labor marksbor development of the market
of modern equipment and etc. reveal problems biieal development slowdown
and at the same time — weak perspectives of nheooaomy.

In such a way, the market of economic resourcagsepts an integral part
of general circulation of the goods, money, andme between business entities.

Resources really involved in production process aaked production
factors. There are various approaches to classditaf factors. The modern
economic science as a rule marks out four produdastors: land, capital,
labor, and entrepreneurship. In this case landhaerstood not only as ground,
as such, but also forests, mineral deposits, ad, gater resources, air. In some
branches land is the object of management; it $anabusly acts as instrument
of labor, subject of labor and property items.

Capital is all accumulated stock of means, which are acgsfor
production of material benefits. Economists distisj monetary capital embodied
in cars, machine tools, equipment, buildings, coetibns, long time functioning
during production process. It is called fixed calpilonetary capital spent on raw
materials, fuel and energy, fabricated parts anetég, tools completely consumed
in one production cycle, are called operating @ntrcapital.

Labor is a reasonable activity of a person through whiehiransforms the
nature and adapts it to satisfy his needs. “AnykywoA. Marshall marks, - has the
purpose to make any result”. In economics labax psoduction factor mean any
intellectual and physical efforts applied by peapleng economical activities.

Entrepreneurshipis a special factor which helps to combine labor,
capital and land.

7.2. Labor market, its nature and features

To study this question let's examine the essendaludr market and its
functions in transformational economy.

Labor market is the organic sphere of market ecgnamch carries out
function of maintenance of interrelation and bataatmanpower and workplaces,
concordance of structure of manpower, workplacdf wiructure of specialists
training in establishments of education, achievenagnbalance of perspective
forecasts of social and economic sphere developmémtdemographic forecasts
by means of differentiated manpower and workpldsasinces based on the
industrial-cyclic approach to human resources mamagt.
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L abor market functions:

1. Assistance to rational distribution of manpowerwsstn application
areas of labor, national economy branches, enseiqrii.e. achievement of
concordance of available (future) vocational andhlifjoation structure of
human resources to structure of available (futwakplaces.

2. Informing of the unemployed and workers, who wishchange a
work place, about existing structure of free wodgqals which are available in
labor market (formed for a long term).

3. Assistance to establishment of relations betweggrgises with higher
educational (averages special) institutions comoegrspecialists in demand by the
market; with job centers — concerning filling aahle vacancies in labor markets
(various levels) and securing orders for placenmnspecialists to workplaces
which are planned to be created in the long tetmisTperspective data should be
accumulated in the differentiated balance of lafsce and workplaces, they
should generated at a stage of working out of ngupenent, workplace creation
taking into account professional requirements édftiture expert.

4. Assistance to an exchange of professional abilesabor force to
worthy gratuity (in the form of salary), which igsible at the expense of
optimization of number of manpower resources atanicmeso — and macro-level.

Accumulation of progressive norms of number of ahnmorkers in the
differentiated balance of labor force and workpta@eas of labor application) is
a total result of calculations going from microdéwhere, at a stage of working
out of new equipment (existing equipment descnipfioby means of the
structurally functional analysis, probably to déserindustrial-technological
parameters of a workplace (on prospect or existmgpunt using computer norm
of number of workers at each technological linakihg into account the essence
of energy-cyclic planning and contingency coefiitieo pass to level of branches
and intermediate branches. Calculations are ma&aegtanto account volumes of
intermediate and end-products, age and sex, ednah&nd qualifying structure
of workers. The purpose of creation of such docurnseto have an information
array (suitable to updates) where areas of applicaif work and vocational
requirements to manpower resources are represantekis way, information
about workplaces is created under the certain seljpim. 7.1).

Technological

| sectoral
limit :

complex

Pic. 7.1. The scheme of creation of an informasiay about workplaces
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Thereby, information about workplaces will be atrieas levels of
economy and even in various geographical pointsi€pends on where the
industrial chain on end-product creation is finbheso far as in functions there
IS a reservation about creation new equipment (@ogy) it is possible to
speak about formation of information array in pexdp Things are easy — the
enterprise, planning input of new equipment or nebbgy, describes industrial-
technological parameters of the future (in the ltergn 5 years) workplace and
then the enterprise declares to the employmentecdnt statistical planned
reports) vacancy before occurrence of the workplgitie the description of all
requirements. It is not a laborious work at a dertastitutional framework of
labor market and debugged mechanism of functiomhgach participant of
labor market — higher educational (average speegiBblishments, enterprises,
labor, employment and social protection departments

We are convinced in necessity of renewal in Belastatistics of
workplaces (unit of measurement is the person) mitiute detail elaboration of
gualifications, practical skills and abilities.

Labor market equilibriums a balance of a vocational sentence structure
of a labor force supply and economically expediotkplaces. Achievement
and maintenance of the equilibrium (approach toigtpossible taking into
account constant revealing determinants that dsfipgly and demand for labor
force during each given moment of time of social anonomic development of
economy and elaboration of mechanisms of the coatidin of both parts.

Note: pay attention to the essence of labor maefatlibrium where authors answer the
questions set within the limits of the fundamestahomic theory:

What?— A set of the relations arising at formation afcational characteristics of
manpower resources and industrial-technologicalgmaeters of workplaces.

Between whom? Or concerning what?Between vocational characteristics of a
manpower resources and industrial-technologicalgmaeters of workplaces.

For what purpose? For achievement the coordination of supply aadhdnd in labor
market.

So, it is considered to be, if in a category alegtions are presented the category is
given at fundamental level. Try to give your défam of the category "labor market
equilibrium®.

Labor supply and demand are formed under the méli@f various factors.

Labor demand depends on:

— the level of development and structure of economy;

— production condition (size and efficiency of capitéeature of
technology, perfection of methods of organizatibmanufacture and work);

— guality of labor (education, professional level. gtc
— the size of demand for the goods and services ddistnial and
personal consumption.
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In our opinion labor demand is defined by followifagtors:

1) composite norm of number of workers various on sage,
gualification necessary for manufacture of an emdipct of the enterprise;

2) volume of output of end-products of various kinfishe enterprise;

3) production technology, enterprise equipment;

4) profit size per unit of end-products volume.

Labor supply is defined by:

— a number of able-bodied population;

— ratio of the occupied and unoccupied population;

— intensity and productivity of labor;

— duration of working hours and working conditions;

— migration of labor;

— pension legislation, etc.

Labor market conditions have direct influence om phice of labor which
in turn fluctuates depending on operating markiegst

Salaryin a modern economic science is understood agrihe paid for
use of labor [4, p. 172].

In the market of a free competition on one part\ihdous enterprises,
and on the other — numerous proprietors of thisrlalst. And neither consumers
nor proprietors of labor can dictate to the mars@nditions on definition of
level of salary. It is established spontaneoushythe basis of free competition.

The imperfect competition is typical for the majgrof labor markets. Its
extreme case is represented by monopsony.

Monopsonyis the market where one buyer of the goods, sereica
resource is [2, p. 775].

Such situation quite often takes place in smalesitvhere the economy
almost completely depends on one large firm thapl@ys a great bulk of the
population. If alternative kinds of work are nobagh, it leads to situation close to
pure monopsony. In this case the firm acts as (aaid actually unique) buyer in a
local labor market that is why it possesses pdigibito influence salary level. It is
reached by reduction of number of employees. Asesultr of competition
strengthening between hired workers their salacyedses below equilibrium level.

Nominal and real salary are distinguished.

Nominalis a salary in money terms.

Real salary represents quantity of goods and servidashwthe worker
can get for the nominal salary at the given praaseel after payment of taxes and
other deductions.
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Entrepreneurship is considered an independent ptiodu factor.
Entrepreneurship as a special type of economiditignis characterized by
ability to foresee and make the correct decisioitiative, efficiency, flexibility,
innovation, ability to overcome fear to run riske aherent in it.

Entrepreneurship shows its worth in the most effectonnection of all
factors. Entrepreneur independently organizes raatwre, defines directions of
distribution and income use for the purpose of tganded reproduction
realization. At the present stage so-called smepitbduction factors (information,
science, technology, industrial and social infradtire) are of great importance.

The factors applied in manufacture, are subdividded constant and
variable. Constant production factor@re those, quantitative scales of
application of which can't be changed during givene (short-term period).
They include production capacity, volume of output.

Variable production factorgre those quantitative structure of which can
be changed during given interval of time. It is lbeg-term period. In the long-
term period all factors are consideredragables

7.3. Capital market. L oan interest

Capital is the resources created by the person used faufacture of
goods and services; goods which directly don'tsBatheeds of a person;
investment goods, means of production [2, p. 773].

Graphic interpretation of structure of capital imetmodern market of
production factors is presented in the picture (ffade on the basis of [1, p. 575]).

Money capital

Physical capital

[ Means of production ] Functioning technological
| complex
[ Objects of the Iabor] [ Means of |abor]\:’"""'T'h;'e'n;grg)r-i;e ----- :
Vo )
—TTTsTTETsT =" N e e e e m - - - - \ ;T T s \
/ 1
! Materials | 1 Theequipment ! 1 _1heland |
| R terials ! \ Buildi ' | Information
| CAWTRETEE uldings | support
1

____________

Pic. 7.2. Structure of capital in the modern maddgiroduction factors
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Two basic forms of capital exist:

1. physical (tangible) capital (machines, buildingenstructions, raw
materials and etc.). Physical capital is divided, turn, into fixed capital
including real actives of long using such as buaidi, constructions, cars,
equipment, anavorking capitalspent for means for each cycle of manufacture:
raw materials, basic and auxiliary materials aisg &bor.

2. human capital (general and special knowledge, lakiis, know-how
and etc.). Human capital is a special version bbiddorce. Therefore capital is
considered to include only physical, material fegto

Capital market consists of two parts:

— stock market where shares of participation in theem@rise property
are bought and sold;

— market of loan capital, i.e. credit where both sherm funds —
money, and long-term — bonds circulate.

In the market of capital the supply and demanddperates.

Demand for capital is a demand for investment meagsessary for
acquisition of the capital in physical form (mearigproduction: cars, machine
tools, equipment, etc.). It is necessary to distisiy demand for money as such
and demand for the capital in money terms.

Money is demanded by households for satisfactionoosumer needs
(purchase of clothes, foodstuff, household pursosgects etc.).

Business demands capital. The nature of this denmrahother. It is
connected to enterprise activity. Entrepreneur sespital assets to acquire
means of production with which help the goods aediises will be made.
Demand for the capital is derivative, generateddyand for goods.

Loan capitalis lent money [3, p. 325].

Loan percentis the price paid to the proprietor of capital faing his
money resources during certain period of time [335].

Quantitatively loan percent is expressed throughrtte (norm) ofoan
percent

Income obtained IanLOO%

The rate, % =
The loan

(7.1)

The rate of loan percent forms supply and demaritienmarket of loan
capital. With other things being equal the lowee thterest rate is the more
demand for the loan capital will be. And on the tcary, the supply will be
when the percent rate is higher (pic. 7.3).
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Dy — demand for the loan capitéy —
supply of the loan capital;E - the
equilibrium rate (norm) of loan percent.

In point E where demand is equal t¢ Dy Sk
supply, there is a coincidence of margingl

. . . @©
profitableness of the capital and marginal

costs of lost possibilities. 5 -2

+—

Note: How do you think, what for theg
borrower compares the expected level of incorfe
from the capital with current market price of the >
loan, i.e. interest rate? Volume of financial assets

nt %

It is necessary to distinguish nominal  pjc 7.3 Equilibrium of the
and real rate of loan percent. The nominal capital marke
rate is calculated in the current prices.

The real rateis the nominal rate corrected by a rate of inflatilt is
calculated as a difference between the nominalaradethe rate of inflation. The
real rate defines the investment policy of a comgpdime rate of loan percent
carries out function of distribution of money aratardingly real capital among
various firms and branches. Branches in which &te of profit is high, borrow
more funds and consequently manufacture develgpsrfthere. Representatives
of crisis branches where rate of profit is belovterast rate, don't expand
manufacture. Thus redistribution of funds is calrmut into more effective
spheres of economy.

Let's examine the essence of investment.

(1) Investmentrepresents expenses for production and accumulatio
means of production and increase of inventory [Z,43].

(2) Investmenis property and intellectual values which are uUsedpdating
and escalating of industrial potential for the msgpof income gain [1, p. 581].

Note: pay attention to the second definition ofestment (2), there we answer all
questions set within the limits of the fundameatainomic theory:

What?- Set of relations (property and intellectual eslu

Between whom®r concerning what? — Between participants of pctidn.

For what purpose?- For updating and escalating of industrial po&énfor the
purpose of income gain.

So, it is considered to be, if a category answdlrprasented questions it category is
given at a fundamental level. Try to give yourmigbn of the category "investment".

Present discounted value (PDV§ a present cost of 1 ruble paid in a
certain period of time.
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For one year:

1
PDV = I+ (7.2)
wherei — the interest rate.
Forn years:
1
PDV = — . (7.3)
@+i)"

Present discounted valgepends on interest rate. The higher the interest
rate is the lower present discounted value is.

Estimation of future income plays an important ratedecision-making
concerning investment. For this purpose the conoépet discounted values
used (NPV):

NPV = R1_+ R?2+...+L_—I
1+ (@+i) @+~

(7.4)

where NPV — pure discounted valud};, R,, ..., R, — the income received
accordingly in the %, 2" and " years;i — discount rate (norm of reduction of
expenses to the uniform moment of tinle); size of investments;

Note: the size of net discounted value should ekzes; NPV> 0. It means that the
discounted value of future income expected froresimeent is more than the size of made

investments. Hence, it is necessary to investwhbn expected income will exceed the costs
connected with investments.

7.4. Land market. Land rent

Production factor “the land” includes all forcestbé nature necessary or
suitable for production of economic welfare [16@2].

Features of land market:

1. Land acts simultaneously as a general subjectoairland instrument
of labor.

2. As a production factor land is absolutely limited.

Supply of land is represented by a vertical ling f&cause the volume of
offered land doesn't change even in the conditioiha considerable rise in
prices for land (pic. 7.4).
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Note: R —land rent (a payment for
using the land or price of service of the
land), § — thecurve of supply of land); —
the curve of demand for landRy; —
equilibrium rent, £ — point of supply and
demand equilibrium in the land market. Re

3. Land is a natural factor or \
nature gift.

4. Land acts as an object of
purchase and sale (pic. 7.5 made on o » Q

Q
the basis of [1, p. 626]).
! [L.p ] Pic. 7.4. Land market equilibrium

Land as an object of
purchase and sale

/

Service "land"

~,

Physical object

Monopoly for Iand a®sbject Monopoly for land asa
of managing property item
v v
Rent Purchase and sale
Payment for land Land prict

Pic. 7.5. Land as object of purchase and sale

Note: When rented the land isn't on sale, and iy transferred in possession (use)
for a certain payment.

Rental payment acts as a full rent estimation rodl Jat includes:

- land rent;

— capital allowances;

— loan interest on capital invested in land.

Land rent acts as the price of service "land", payanent in favor of
proprietor for the access of tenant to the land.

We will consider the land price in the form of farla:

Land price = Land rent - [100%. (7.5)
Interest land of the loan capital
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7.5. Profit asan entrepreneurial income

Profit represents economic profit and normal profit; meoof those who
provide economy with entrepreneurial abilities ormal profit [2, p. 779].

In a quantitative sense profit is a difference leetwtotal receipts and costs.

The essence of the concept "profit" should be clemed in two aspects:

— accounting,

— economic.

Accounting profit is a difference between totalaipts and external costs.

The difference between total receipts and econogusts forms
economic, or net, profit.

Correlation between accounting and economic peofd structure of total
revenue of a firm is represented in the form ofdien (pic. 7.6). We can see that
economic profit is a certain surplus of total ravever economic expenses.

Total revenue

*’ A 4

Economic expenses + Economic profit

1

Fixed costs Variable costs Normal profit

\4 A\ 4 \4
Accounting costs Interest on Entrepreneurial income
invested capita

\ 4

A

Accounting profit

Pic. 7.6. Structure of total revenue of a company

Economic profit creates interest of the manufactur¢he given sphere of
business. At the same time it induces other fironertter this sphere. It leads to
expansion of a circle of manufacturers, increassupply and market price
falling. The last leads to decrease, and possiblylisappearance of economic
profit what will cause outflow of some firms frorhe given sphere of business
and attempt of their entry into other spheres. Redno of number of
manufacturers conducts to decline of supply andesdt, to increase of market
prices. Economic profit again becomes positive anél grow. Existence of
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economic profit is connected to certain influenoésusinessmen on economic
sphere that gives dynamism to economy. Consequeatygnomic profit is
possible only in dynamic economy.

Economic profit is a result of entrepreneuriahaigtiof a subject, his abilities
to coordinate production factors optimally, to fihe best application for them.

It is possible to explain essence of economic peofd innovation of the
businessman, application of innovative decisiong bbyeconomic affairs.

Finally, the essence and the first and second eaptms of the nature of
economic profit is connected with risk of the besisman, its readiness to bear
all completeness of responsibility for made ecomodeicisions.

Therefore at times profit define as a payment igk.rOn occasion it can
be considered as result of natural or artificiahaaoly.

Absolute amount of profit is expressed by the cpheenass of profit» which
always should be compared with an annual turnoex frm or amount of its
capital. In this connection the indicator of dynesnof profit, comparison of its size
in the given year with the corresponding size ef/fmus years is also important.

Relative indicator of profit is the rate of profjprofitability) showing
degree of return of production factors appliednodoiction.

CHECKLIST

1. What is the essence of the concept "economic resur

2. Characterize the market of production factors. Wéat its reveal
peculiar features?

3. Tell what labor market and its equilibrium are. Toy examine the
categories at a fundamental economic level.

4. What is the specificity demand for and supply diole?

5. Give the definition of salary, characterize nomiaadl real salary.

6. What is the specificity of monopsony? Give exbaarom practice.

7. What is the essence of categories "capital',arf'locapital”,
"Investment"”, "present discounted value"?

8. Characterize the category "production factordlanWhat is the
difference between categories "rent" and "land"fent

9. What is the difference between profit and ree&éhWhat is the essence
of normal and economic profit, accounting profit,asa of profit and
profitability?
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PART 3.
FUNDAMENTALS OF MACROECONOMICS
Chapter 8. MAIN NATIONAL MEASURES

8.1National economy: concept, structure, goals andeabes,
arrangements of governmental regulation.

8.2National economic accounting (NEA). Gross domgstaduct (GDP)
and other indicators of NEA. Principles of GDP ciddtion. GDP calculation by
manufacturing method. GDP calculation by receipt$ expenditures.

8.3Nominal and real GDP, price indices. GDP deflatod &£onsumer
price index.

8.4 National wealth: concept, structure, evaluatiorbpm.

MAIN CATEGORIES

National economy; national economy structure; refuction structure;
industrial structure; social framework; spatial gtiture; infrastructure; pattern
of foreign trade; macroeconomic proportions; propons between | and Il
productive industries; national economy balancetfior@al product; national
economic accounting; economic agents of nationahemic accounting; gross
national product (GNP); gross domestic product (GDiRet national product;
national income; personal income; disposable peasamcome; nominal GDP;
real GDP; GDP deflator; added value; gross domesgceipt; investment;
gross investment; national wealth.

8.1. National economy: concept, structure, goals and objectives,
arrangements of gover nmental regulation

National economy is the whole set of economic stiand relations
between them that can be characterized by econategrity and community in
certain temporal and spatial limits.

Main features of national economy:

1) close economic ties between business entities basdde division
of labour;

2) integrated economic environment formed by busieasses:

a. integrated economy legislation;

b. single monetary system;

c. general financial system;
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3) general economic centre that controls activitieda$iness entities
(government);

4) general system of economic protection. It includesnomic borders
in the form of export-import duties, quotas etc.

Under market conditions national economy can beesgmted by totality
of markets (goods and services market, factorsradyction market etc.) and
market players (economic agents, business entitigbgir interaction (pic. 8.1).

RESOURCE MARKET]

Income of households,

Expenses fc Resources \ ages, %, r
acquisitio / \
y Production fact
/ N\
/ N\
AN
Taxes
Expenditxrresla&ﬁ-s—‘
/3
[ ENTERPRISES | [ HOUSEHOLDS
‘\ ;\ :\ v

— o L ¥ ¥ v
~o~ _TSubsidies  GOVERNMENT | Subsidies—7 [ -= 7
< _ Public services /'Pﬁ'bﬁc,:services
ales .

. 7y
proceeds

C;I':oods and services .
o Goods and services
Goads and services s
) . Expenditures )
! onsumer
CONSUMER GOODS expenditures
MARKET

Pic. 8.1 National economy

Economic activity in national economy is highly drsified. All sorts of
relations occur between business entities. Ensmpriproduce and sell;
households consume and save up; state budgetatutinas collect taxes and,
therefore, cover social or collective wants. Moa#l economic circulation
illustrates difficult connection between subjectanational economy. The main
producing link in such system is enterprises. Buptoduce something they
need to use external resources and to organigédtgin of their production. It
can be provided by households and government (weergment order).
Movement of resources and goods is put into etbgcthe means of money —
circulation instrument. Obviously, it is one of thest important functions that
money performs, after measure of value function.
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Government performs the main role in national ecopaevelopment. Its
main functions are

1. forming legal foundation of economic actionsThrough the
instrumentality of laws and other statutory actwegoment establishes how
economic agents “are allowed” or “are not allowanlact;

2. protection and development of civilized competjtion

3. organization of production of public goods and $&#s (education,
medical care, military defense, internal security);

4. transfer of income(by means of tax system) through transfer
payments;

5. macroeconomic stability securing Absolutely stable national
economy doesn't exist.

Each national economy has its own development g&ds/s to reach
them can differ considerably, but the main longrigoal of any economy is the
most complete satisfaction of rising society needs.

Strategic objectivesf national economy are:

— high and stable growth ratef the national production volume - strong
growth of production volume without decline in out@nd crisis;

— price stability, inflation repressiont’s necessary to take into account
that constant pricesver a long period of timslow down GNP growth rates and
reduce employment. Low prices are good for conssmbut they deprive
producers of incentives. High prices stimulate patwbn, but they reduce
purchasing capacity of the population. Therefoohjevement of price stability
in practice doesn’t mean price freeze at defingdlléor a long run, but gradual
controlled growth;

— high employment ratean be achieved when everyone who wants to
get a job, finds it. But natural rate of unemploymalways exists. As a rule,
unemployed are those who changed place of residertaho didn’'t have time
to find a job or who are in search for a new johe Tunemployed also include
specialists that are temporarily out of work andwdidn’t have time to adapt to
new production pattern, whose knowledge and skl became obsolete. They
have to be retrained and to upgrade professiondls.sklhereby, full
employment is always less than 100% of able-boditzEns;

— preservation of equilibrium in relationship with tean world -
achievement of relative equilibrium of export amdport and also of national
currency rate of exchange stability;
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— environmental protection and natural resources preation for
succeeding generatiorfg’s a problem of today).

Structure (location) presupposes selection of corapb parts of the
object (national economy) according to accepteaddstals.

There are several structures of national economy:

1) industrial national economy is divided into many types afremmic
units which reproduce themselves and reproducesflofvgoods and services
among themselves (elements of such structure aresehold, enterprise,
government, pic. 8.1);

2) sectoral national economy is divided into sectors (sedhe group
of enterprises that perform similar production fiumes and carry out
homogeneous outpuegardless of their territorial disposition).

Sectoral structure presupposes national econonsraivnto three sectors:

NATIONAL ECONOMY

PRIMARY SECONDARY TERTIARY
SECTOR SECTOR SECTOR
Monetary and credit Spiritual production:

Productive industry: sphere:

—all soets of industry; —elements of market—social services (public

—agriculture, forestry; infrastructure that servicenealth, education);

—fishery, gamekeepingparticular  field (banks,- scientific and technical
insurance companies)  organizations

3) territorial (regional): country's territory is divided into economic
regions. Economic region is a part of country’sitery that differs from others
by its structure and production specialization eabjto available natural,
manpower resources as well as climatic conditidinere are seven economic
regions in Republic of Belarus — Minsk and six atistrative regions;

4) social pattern:separation of classes, social groups due to difter
criteria. For example, the criterion of ownershiptlle means of production—
hired labour (state sector) and entrepreneurs di@igector). Due to income
level criterion — elite or well-to-do population,iddle class, marginal social
group, low-income population.
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8.2. National economic accounting (NEA).
Gross domestic product (GDP) and other indicators of NEA.
Principles of GDP calculation.
GDP calculation by manufacturing method.
GDP calculation by receipts and expenditures

Nowadays all the countries in the world use natieesanomic accounting
(NEA) worked out by statistical committee of U.N.i@®.1953.

National economic accounting is the system of interrelated indicators
that is used for description and analysis of mamoemic phenomena and
processes. It represents all the stages of econamidation — production and
exchange, primary and secondary distribution (tedigion), and consumption.
It is the system of tables in the form of accouhtd characterize the process of
production, distribution and ultimate usage of aggte social product ai@DP
all the year round. Various balances are drawneup.h

Main stages of NEA development

Stage 1 — 1930 — NEA is worked out in developedevasountries.

Stage 2 — 1940-50 — NEA formation. U.N.O. publishiesl first
international standard @DP.

Stage 3 — 1968 — approval of NEA variants — BluelBo

Stage 4 — early 1980NEA methodology perfection.

Stage 5 — early 1990 — approval of new NEA inclgdinsectors (groups
of economic units):

1) non-financial and similar corporations that producaterial benefits
and services to sell them;

2) financial institutions and organizations that arenaerned with
intermediary activity;

3) public institutions, rendering services that arethe object of buying
and selling;

4) private nonprofit institutions that serve housebpld

5) households, associations of citizens in differentnf.

Principles of national economic accounting

1) balancing of receipts and expenditures on the hasise method of
dual recording;

2) cost estimate of all goods and services;

3) separate accounting of financial and redistributilogvs on special
accounts.
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NEA structure comes from the fact that a speciabant or an account
group corresponds to each stage of economic cticnla

Economics and statistics use following macroecoooimdicators to
measure volume of national production:

1) national productNP);

2) gross national producGNP);

3) gross domestic produdspDP);

4) net national productNNP);

5) national incomeNl);

6) personal incomer().

The result of the economy functioning is nationadduct — all the goods
and services produced in the country during cegamod of time (usually year).

National product is an aggregate indicator of theaton of country’s
economy. It reflects economic potential of the dogynstandard of life,
effectiveness of economic and social policy.

Gross domestic produds the aggregate value of all produced goods and
services, all end products of the country during ttear. End product is a
product bought for ultimate consumption.

Gross national producis the sum of end products produced by national
manufacturers in the country and also by natiorehufacturers abroad during
the year:

GNP =GDP + net factor incomes from abroad. 1)8

Net factor incomes from abroadre equal to the difference between
incomes received by citizens of the country abraad incomes of foreigners
received in this particular country.

If a country doesn’t export its factoSDP andGNP coincide. They are also
equal in a closed economy when there are no ekfona of products and capital.

Gross domestic product can be calculated in thegsw

1) manufacturing method,

2) distributive method;

3) ultimate use method.

These methods reflect processes of national produemufacturing,
distribution and utilization.

Manufacturing methods based on summing up the value added at each
stage of end product manufacturing. In this cagd® is formed by the sum of
added values of all manufacturers in the country.
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Value addeds the value created during production processt doesn’t
include value of a consumed store. Value addedananterms is the difference
between the value of the production manufacturethbyenterprise and the sum
paid to other enterprises for raw materials, coneptny, in other words
intermediate product. If value added is calculatedall economic sectors,
intermediate product is left out of the accountlyQhose goods and services are
taken into consideration that are aimed at conswmpise, i.e. end products. In
other words,GDP can be determined as the difference between ptioduof
goods and services in money terms in the whole tcpuand intermediate
consumption that consists of the value of goods sardices totally consumed
during production process.

Gross domestic product calculated using manufaxgumethod, includes
not only value added, but also taxes, that in naticeconomic accounting
include net taxes (minus grants) and import dultess. the difference between
the sum of all production taxes and import dutieyega by enterprises, and
production and import grants received from the gonvent. Production taxes
include value added taxes, excises and other tageglume of which depends
on produced goods and services cost. Import dateesaxes that are imposed on
imported goods and services.

Gross domestic product must include all manufadtpreducts. But not a
part of it can be sold on the markets, so it ifidlift to evaluate this part. This
includes flat renovation by its owner, cleaning tlo@ise, washing, cooking, and
all kinds of self-service. Also there exists solexl“shadow economy” which
volumes reach considerable magnitudes and in diffezountries from 3 to 30%
of GDP. This part ofGDP is calculated approximately and forms imputed &alu
One more calculation shortcoming is value of maongdg and services is not
included in GDP at all. It makes this indicator notte reliable. But if calculating
error of GDP is relatively constant in the course of time ti&DP indicator can be
successfully used to compare the national econesuts in different years.

GDP calculation using distributive method (sources of revenues)
presupposes summing up the revenues received bgpwhers of factors of
production. It is acceptable to mark following péssvhen analyzing income
circulation: income determination, distribution ofrimary incomes,
redistribution, disposable income forming, and dsgble income use to finance
consumptive use and savings.

Primary incomesre generated by institutional units (businesgiesi as
the result of their participation in production andm property. These incomes
include remuneration, incomes from property anggioet) profit.
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Remuneratioris the sum of all remunerations in cash or wagedsnd
payed to workers by employer. In addition, it ird#s revenues of individual
proprietors of enterprises received as paymerthtr labour.

Incomes from propertfincomes for management) include:

1) rental income, i.e. income from transmission ofhtsy (for land,
patents, mining etc.);

2) profit from owned capital invested into one’s owrterprises;

3) corporate income — capital gained (equipment, coasbns, patents)
in the corporate sector of economy:

4) net interest income — payments to companies areliges of the
country for given credits.

Gross (net) profitis the part of value added minus wages oncost and
production taxes. With respect to households, cayegross mixed receipt” is
used instead of the category "enterprise profittoSS mixed profit includes
profit of enterprise and owner’s remuneration.

The difference between all primary incomes receiasd payed by
institutional units-residents forms net primaryontes.

At the level of economy net primary incomes maychkulated as gross
unit, i.e. without enumeration of basic capital s@mption. In this case it is
equal to gross national income.

In other cases net primary profits are calculatedhe "net" basis, i.e.
after deduction of basic capital consumption. Easial to national income.

National income is a newly created value duringearyIn other words,
"net" income of the society is earned.

Primary incomes are distributed and redistributegbrag institutional
units or sectors, which results in disposable inedonmation.

Disposable income- income which is possessed by an institution@ un
and used for consumptive use and savings. The $athdsposable incomes in
the country formsgross national disposable incomét is calculated for
economy on the whole and for each sector separately

Gross disposable income of househpl@scome coming to households)
Is the biggest part of gross disposable incomet@gu@p0%). But not all national
income can be at households’ disposal as certamegits are eliminated from
payments to households. They are part of the cog'p@nofit that is left at its
disposal and taxes. Moreover, some kinds of incaroeived by households are
not included in gross national income. They are aat @f the profit at
shareholders’ disposal in the form of dividendsyegomental payments of
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interests as they are primarily included in trangl@yments; transfer payments
themselves — family allowances and other sociaizants.

GDP calculationby ultimate use methad carried out by summing up end
production. In this cas&DP acts as the aggregate value of end goods and
services production, which can be calculated asuine of prices of these goods
and services or the sum of economy subjects’ expperd on consumptive use.

Aggregate expenditures in national economy include:

1) households’ expenseen durable goods, everyday consumption,
services; let’s letter thel®;

2) enterprises’ expenditure®n capitalized purchases, i.e. on basic
capital (equipment, transport, buildings), and dre tgoods to maintain
production reserve for the purpose of ensuring abtempo of production (fuel
stores, raw materials reserves); let’s letter @nigzs’ expenditurels

3) government spendingn individual consumer products, public goods
and services and investment (for example, on coctstn of schools, hospitals,
roads, supply services); these expenditures wiletieredG;

4) net exporti.e. export and import balance. If export excemagort,
net export is positive, and vice versa. Let’s leitteX,.

Now we formulate up an equation that refle@®P calculation by
ultimate use method:

GDP=C+1 +G + X, (8.2)

This equation is called fundamental macroeconodeatity.

8.3. Nominal and real GDP, priceindices. GDP deflator
and Consumer priceindex

Cost estimation of national product is impossiblghaut taking into
account price-level. When we calculate currentn@siion of national product,
we use market prices formed at the estimation tBuog.to compare the volume
of produced national product during different pdgoof time market prices
shouldn’t be used as they, especially in an irdi@ry environment, can differ
considerably at the beginning and at the end otliosen period.

Therefore, it's impossible to come to a conclusainthe cost of what
national product increased — at the cost of pradactolume rise or prices
increase. To conduct reliable analysis one usesistd] or comparable
(constant) prices. With this purpose, special pmckexes -GDP deflators are
calculated.
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It is reasonable to distinguish nominal and @BP. Nominal GDP is the
product which value is expressed in actual priBeal GDP — GDP adjusted for
inflation:

Real GDP = Nominal GDP. (8.3)

Price index

Consumer price indexCPl) reflects relative change of tHeasket of
goods (bundle of products for a typical family — one ldhand two adults)
average price-level. It is often used to estimaiad wage value.

Consumer price index characterizes evolution afgzriof 300 consumer
products and services bought by a typical citizéngenerally accepted that the
composition of the basket hasn’'t changed since 1@&#n it was first
calculated. Consumer price index estimates valaagh of permanent standard
of life. This indicator is the most widespread ai inflation rate. But it has a
shortcoming: it overestimates and overrates reatdstrd of living. AsCPI
presupposes invariable bundle of products, chawmf@astes and consumers
behavior are left out of account.

Consumer price index is calculated by analogy Wwéspeyres index:

>R

CPl =1L ——. (8.4)
RO I0
% )

CPI shortcoming is overcome to a considerable degye&DP (GNP)
deflator.

GDP deflator describes the difference betw&P,, (nominal product)
andGDP;, (real product). It is used to evaluate the ratmftdtion. It shows how
muchGDP has risen at the cost of price has changed:

n
_ZPit Q
GDP deflator = =——. (8.5)
Z PO m’gt
) | 1

Nominal GDP makes pecuniary valuation of production. R&DP
characterizes production volume measured in basepyees.
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Therefore GDP deflator can be calculated for the market baskatle of
products in the current term:

GDP basket in prices of year i

GDP deflator= _ : —.
GDP basket in prices of yearil

(8.6)

Consumer price index areDP (GNP) deflator give different information
about price level in the economy. Deflator reflgutees of all produced goods
and services where&| takes into account only prices of consumer praluct
GNP doesn't include imported goods; conseque@NP deflator is calculated
only for domestic goods.

The difference between the indexes is followingCRI’'s case, invariable
consumer basket is used. And, in deflator's castyaa weights of goods
included in the basket change with the lapse of.tim

Gross measures d&DP (GNP) output do not reflect real picture of
common wealth increase (if it takes place). They'tdaerovide deduction of that
part of annual product that is necessary to repladae of machinery and
equipment consumed during production of a givem.yea

BesidesGDP and GNP, quite a number of interrelated indicators exist
which can be calculated on their basis. In the ggscof formation of these
indicators some amounts are added to GNP (or déatumntGNP) in order to get
a system of interrelated social accounts.

8.4. National wealth: concept, structure, evaluation problem

One of the main and vexed questions in economin®ires question
about wealth. What can be considered to be we#lth® can it be calculated?
What can be acknowledged as its source?

Mercantilists considered only gold (money) to bealtle They searched
for its source in trade and commerce. Fisiocratesight that real wealth was
only land and its source was in agricultural labdtiassics identified labour in
spheres of production with the source of wealthd arvatural and human
resources, produced and accumulated goods — wiltihwe

National wealthis the totality of material benefits and beneéfsculture
accumulated by the nation over its history by tresent time.

National wealthis the totality of use values, intellectual valaes intellectual
potential accumulated by the society in the coofss development till now.

National wealth includes national assets (plant perty and
nonproduction capital) and natural resources. At same time, there is no
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pecuniary valuation of durable personal wealth aiibg the citizens in official
statistics. Therefore, only housing stock is takeno account.

National wealth is calculated using original costnmetering ageing and
regardless of operation lifdNational wealth includes durable and nondurable
goods Patrticularly, among foodstuffs only those arestaiknto account that are
in public sector of economy, not in households.

In the pic. 8.2 there is a structure of nationahie

NATIONAL WEALTH
TANGIBLE ASSETS INTANGIBLE ASSETS AND LIABILITIES
Reproduciblr Unreproducibl

- tangible base - land, natural resources} | - intangible base production
production assets; - minerals; assets (software, information);
- nonreproducible assetq - historical sites, etc - patents, author's rights;
(property of households, - financial instruments;
accommodation, etc); - potential of the nation, health
- stock of materia life interva, etc

Pic. 8.2. National wealth structure

National wealth is the indicator of economic adwament of the country.
National wealth is money equivalent of all totaltfyuse values accumulated by
the society over its history by a certain date.

To calculate national wealth in compliance with ORMffice for Statistics
categories “assets” and “liabilities” are used.

Assetsare those objects in respect of which law of priype exercised and
from use of which profit can be made: land, maatyinbuildings, shares, bonds,
deposits etc. Each of them gives to the ownerinegtaonomic effect, benefit.

Liabilities are the sources of assets formed by businesgsntitabilities
are debts or commitments of debt repayment.

As arule, assets are equal to liabilities.

Property is reflected in assets in monetary teffhat makes possible to
calculate aggregate value of all property owned dpy institutional unit.
Aggregate assets minus liabilities form equity tapiAt the level of national
economy, the category “net wealth” corresponds He tategory “equity
capital”. It characterizes magnitude of countryaional wealth.
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Financial instruments include gold, securitiesnkacash, deposits, etc.

The ways to increase national wealth are following

- development of social production and national potida volume
growth;

- growth of national output;

- ever more widespread and many-sided involvementnafural
resources in economic turnover;

- the use of know-how and field experience;

- ever more mastering natural forces.

CHECKLIST

1. Characterize national economy, its goals and stract

2. Define specific character of industrial structuré Republic of
Belarus.

3. What conditioned the necessity of the unified iné&tional national
economic accounting?
How do you understand the economic sensaNiP?
What is the difference between nominal and &dP?
How and for what purpose reaNPis calculated?
What isGNP deflator? How can it be calculated?
What is double counting in national economic actiog?
Is GNP an accurate measurer of people’s well-being?

10 What interconnection is betwe&NP, GDP, NNP, NI?

11.What is the economic sense of the indicators ofonat economic
accounting?
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Chapter 9. MACROECONOMIC INSTABILITY
AND FORMSOF ITSMANIFESTATION

9.1. Economic cycle. Causes of economic fluctuationgorfies of
economic cycle. Business cycle policy.

9.2. Employment and unemployment, their types.

9.3. Inflation: essence and causes. Antiinflationaryqyol

9.4. Economic and social consequences of inflationliphiturve.

MAIN CATEGORIES

Economic cycle, crisis, structural crisis, cyclicafisis, sectoral crisis,
employment, rational employment, underemploymestorslary employment,
self-employment, unemployment, frictional unempémtm structural
unemployment, cyclical unemployment, institutionslemployment, hidden
unemployment, natural rate of unemployment, irdtatidisinflation, deflation,
stagflation, demand-pull inflation, cost-push i@, balanced and unbalanced
inflation, rate of inflation, creeping inflation, aderate inflation, galloping
inflation, hyperinflation, Phillips curve.

9.1. Economic cycle. Causes of economic fluctuations.
Theories of economic cycle. Business cycle policy

In the long run, the constant economy growth tréedomes clearly
apparent. But in the short run its developmentharacterized by waves of
economic situation’s ups and downs. Regularitiesnatroeconomic dynamics
wavy character are considered to be a problemarfauic (business) cycle.

Economic cycle (business cycle) can be defined as regularly tedea
periods of national economy development; fluctuaiof actualGDP when
periods of expansion are replaced with periodssoéssion; process of market

GDP4 Economic cycle economy pass from one phase to the

next one, similar as, for example,
PrOSV from crisis to crisis.

Economic growth 5
accompanied by periodic
fluctuations of economic activity
(alternation of growth and decrease
Depressio of production volume, investment,
Years jncome level, employment, prices,

" costs of money, prices of
Pic. 9.1. Economic cycle and its phases  securities).

Prosp|

D
=
=
k
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Cycle is a mechanism of market economy self-regulatias;characterized
by periodic expansion and setback in productiomioge changes of economic
situation (prices, costs of money, prices of séiestiremuneration and dividends).

Business cycle consists of four successive phasessis, depression,
recovery and prosperity (pic. 9.1). The main phasaisis. It opens and closes
the cycle. The main features and antagonisms diccygproduction process are
expressed in this phase.

Crisis (slump)is an abrupt shock that emerges as the resulicodasing
disproportions. Decrease in demand and excessppfysaccur. Difficulties with
sales lead to the reduction in production and dratunemployment. Decrease of
purchasing power complicates sales even more. Rudtesecurities go down,
bankruptcy appears, entrepreneurs put up the shutighis phase business activity
recession reaches bottom of the cycle. In the pbfaggsis production volume goes
down to minimum, unemployment grows. Depressionesoatter crisis.

Depressionor stagnation Certain stabilization begins in this phase. Béll
national measure$&POP, output of industrial production, etc.) stopscBsi, wages,
unemployment stabilize at a certain level. Lendatg drops as business activity is
low and demand for money is relatively little. Tiphase of depression is
characterized by slow or zero production growtbgappropriate to stagnant state
of the economy. In this phase business activitggmthe bottom of the cycle.

RecoveryThis phase is a period of slow growth after carsabilization.
As a rule, this phase is not expressive (fierceghwiear beginning, but all
indicators reflecting economic climate get the dreof economic growth.
Gradually the level of prices, employment rate, @ggrofits and lending rates
grow. In the recovery phase growth rates increaseduction outputs and
investments rise, they approach the last cycle mmamxi. Business activity
increases reaching peak of the last cycle. Recquasyges into upturn.

Prosperity. All national measures grow. Rising prices are cengated
with the growth of wages and profits. All the outjpaiconsumed by increasing
demand. Employment rises, and manpower resouraasrigea limiting factor
of further development. The phase of prosperitycharacterized by further
growth in production volumes. All indicators excetde maximum achieved
during the previous period. Economy involves addiil resources into
production which causes an increase in costs amesprimbalance between
demand and supply grows. Boom ends up with crisis.

Modern western economic theory uses aggregate iahvisvhich
distinguishes two phases — recession and recovi@gcession includes
depression and crisis. Recovery includes also pragp
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Types of economic cycles. Modern economics counts a large number of
kinds of cycles.

Following types of cycles can be distinguished.

The Kitchin inventory cycles short-term fluctuations lasting 2 — 4 years.
They are caused by product life cycle. Kitchinibtited this type of cycles to
changes in world gold reserves, A. Hansen — tgulegity of circulating capital
reproduction, W. Mitchell — to changes in moneyguiation.

The Juglar cycles- medium-term fluctuations of 7 — 11 years conegct
with replacement of basic capital periodicity, ahe interaction of monetary
factors generated by activities of banks.

The Marx cyclesasting 10 years are connected with mass replateofe
basic capital periodicity.

The Kuznets infrastructural investment cycles 15— 25 years are
connected with renovation periodicity of dwellingdasome kinds of production
facilities. Later these cycles were called "longctlations".

The Kondratiev waves or long technological cyaégl5 — 60 years. On
the ground of statistical data about economieefUnited Kingdom, France,
Germany and USA from the end of the XVIII centuoythe beginning of the
XX century Kondratiev revealed long waves of fludions of market
tendencies. They have international character ared accompanied with
transformations in economic as well as in socfal li

Kondratiev revealetbur regularities of long cycles:

1) during 10-20 years before upward wave there is a revivalhim t
sphere of technical inventions and discoveries, thed industrial use concur
with the beginning if this wave,

2) periods of upward waves are characterized by biggeral shocks
and coups (revolutions, wars) than periods of doanvwvaves;

3) downward waves of long cycles are accompanied \atig-term
depression in rural economy;

4) upward waves of long cycles contribute to shortgrohmiddle-term
cycles depression and the tension growth of tieeovery.

Economic literature distinguishes following typdsnses.

Cyclical crisis of overproduction involves all economic sectorssts
obsolete equipment, decreases production costs awdrdingly adjusts
production pattern. By distorting existing balanttes type of crisis leads to a
new balance with more effective production. As sulie new cycle begins on a
qualitatively new basis.
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Transitional crisis unlike cyclical crisis, is not long and seveteddesn’t
involve all economic sectors and has a local ctharathis crisis is a temporary
response to emerging disproportions in economgisitontinues for some time
phases of recovery and prosperity. Consequentpyraportions slightly lessen;
cyclical crisis turns out less severe and subversiv

Partial crisis can appear both in the phase of prosperity andihglur
depression or recovery. It affects one certain esoo sector. For example,
financial crisis of 1997 emmerged on the stock exges of South-East Asia
affected monetary and credit sphere practicallgllodountries.

Branch-wise crisisarises as the result of external (rising pricegoargy
resources and raw materials, cheap import, etcdl)irsernal causes (ageing of
economic sectors, appearance of new sectors, malustructure alteration). It
involves related sectors.

Structural crisisinvolves as a rule several economic cycles. Theseaf
this crisis is the necessity of drastic alteratiogroduction pattern on new
technological basis. These are, for example, fuel anergy, food crises
of 1970 — 1980.

Economic crisis— phase of production cycle that includes seqabinti
crisis, depression, recovery and prosperity. It eapp as the result of
overproduction, landslide of prices, wage cut, itheclin living standards.
Economic crises can be branch-wise, structurailpmailt regional and local.

Financial crisis— severe disarrangement of state financial strestunder
the influence of force-majeure (economic, polijicAls a rule, it is connected with
economic crisis. Financial crisis is characteribgdchronic government deficit,
inflation, disarrangement of tax and credit systansolvency on foreign loans.

Money-and-credit crisigs expressed by amounts of commercial credit
axe, mass deposit-taking, banking failure, rushcésh and gold, drop in stock
and bond prices, jJump in interest rate.

In the second half of the XX century economic cga@d crises obtained
following features and peculiarities:

1. Crises have become more frequent, cycle duratiortested from 11 —
12 years in the late XIX century — first half of X0éntury to 5 — 7 years nowadays.

2. The phase of crisis comes in most countries simedasly.

3. Government has started to realize active antisrigiolicy
influencing course of the whole crisis. It led tading of that boundaries
between phases of cycle.

4. Crisis is accompanied with increasing inflation, employment
becomes chronic and it affects new categories okeve. As the result a new
type of economy in crisis appears — stagflatiommgnomy.
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5. Character of crises changed: they became shorttiect aifferent
economic sectors and spheres (for example, crisE87d — 1975, 1980 — 1982,
1991 — 1993 spread to all developed countries).

Theoretical models that explain causes of cycliciéyn be divided into
three groups:

1. Theories that find main causes of business cyoldkictuations of
external (exogenous) factors lying outside econosystem (for example,
scientific discoveries, migration and populatioowth rates, wars and etc.).

2. Theories that find the cause inside economic sydteaif, i.e. in
changes of internal (endogenous) factors (for exanfluctuations of demand
for consumer products and investment goods).

3. Theories that synthesize internal and externalesa(ibe first attempt
to examine market fluctuations as natural procéssses and slumps changes
belongs to J. Schumpeter — in his opinion, markeiacics is possible due to
the innovations of entrepreneurs).

Analysis of market conditions, made by W. Ropkeayritied the factors
that influence demand and supply. Changes in denam supply affect
economic rises and slumps.

With the emergence of Keynesianism, the boundatyéd®n problems of
market situations, crises and cycles was almostedras the whole economy
trend was considered undulatifkeynesianisnexplained fluctuations of market
conditions as the result of underemployment. Toched&ull employment
economy needs investment

For the first time on a national scale the questareconomy regulation
using the state employment and expenditures palmy raised. Government
influencing effective demand should have reducedthplitude of fluctuations.

Nowadays many economists think that the reasoraf@my cyclicity is
in changes ofaggregate demand and aggregate supphat result in
macroeconomic disbalance. Thereby special attensiopaid to factors that
influence aggregate demand and aggregate supplgvestments, national
income, savings and consumption. Also they haveloded that fluctuations of
investment lead to considerable changes of nationame.

Main ways of economic stabilization are conditionbyl policy of
economic growth and savings promotion that inclidé#swing elements:

— aggregate demand stabilization. Aggregate demaadicglgrow at a
speed corresponding to growth rate of natural oteational production real
volume. If aggregate demand grows too fast, imifativill swell. On the other
hand, if aggregate demand grows too slowly, econegstem will be in recession;
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— aggregate supply stabilization by combination stdi, monetary and
credit policy. The goal of economic policy can leached by a combination of
expansionist fiscal policies and restrictive actiai monetary and credit policy
or by contractinary fiscal policy in conjunctionttviexpansionist monetary and
credit policy. It is considered that the second lmration leads to lower interest
rate and, consequently, to bigger amount of investm

— assistance to aggregate savings growth includirapgements aimed
at raising savings profitability and favouring maial income redistribution for
the benefit of savings by means of fiscal policy.

9.2. Employment and unemployment, their types

Employment is such kind of occupation that doesaittradict laws of the
country; it is aimed at satisfaction of needs anddgs earnings and income in
return. Employed population includes employees @eaple who work on their
own — entrepreneurs, farmers, members of coopesteic.

One of the main goals of national economy in anynty is providing the
fullest employment. This situation doesn’'t presiggpaohe employment of all
able-bodied citizens because it is almost impossiahd it's inefficient,
unreasonable. That's why economists use categvagenal employment” and
"effective employment”.

Rational employments the achievement of such quantitative and
gualitative structure of employment that contrilsuted the fullest use of
manpower resources.

Effective employment such employment that provides the highest
production efficiency.

In addition, economists mark out underemployment a&®condary
employment.

Underemployment work on terms of shortened working day or hatiet

Secondary employmentadditional off-hour job of the people who have a
main job.

International Labour Organization (ILO) classificet stipulates other
forms of employment. For examplseasonal employment work based on a
seasonal contract.

Periodic employment— alternate employment and unemployment
regardless of period of either during the year.

Self-employment occupation carried out on one's own initiativeler
one’s own control.
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There are different theories of employment. Lekarsine fundamentals
of the most wide spread ones.

New classical economic§E. Bohm-Bawerk, F. Wieser, C. Menger,
L. Walras, A. Marshall) is based on the followingpositions.

Firstly, market is automatically self-regulatederefore any disequilibrium
is restored on the basis of interaction of demaodply and competition, without
any assistance. Secondly, long-term unemploymetatrms of free competition is
impossible because disequilibrium is automaticaétlgulated as the result of
changes in prices and labour rates. Thirdly, im$eof long-term self-regulation,
there are no grounds for state intervention iret@omy.

Representatives aflassical economicsonsider market economy to be a
self-regulated mechanism. That is why excess oplgupf labour over demand
emerges only for a short period of time under tifuénce of force-majeure
(wars, natural disasters, etc.). Long-term unemplayt is impossible in
principle. However, if unemployment appears, maitsslf can regulate it by
reducing price of labour force (wage) to such lewehen balance between
supply of labour force and demand for it is beaesd. That is why there is no
need of state intervention in the process of empéayt regulation.

Marxist theory of employment is based on the law of population
discovered by K. Marx. It says that during the psxcof capital accumulation,
demand for labour force and for capital increasas, demand for labour force
grows slowlier than demand for capital. The expli@mmais the following: owing
to adoption of new technology and increase in waylafficiency, economy will
need less workers. The consequence of the lawgsaspgnce of a so called
reserve army of labour, or the unemployed.

According to Keynesian economicsnodern market mechanism can't
regulate employment on its own. The main obstaclealasticity of wage and the
existence of labour unions. Therefore, of stataleggn of employment is needed.

Unemployment is one of the main macroeconomic bl Its rate
affects price-level and production volume, strugtand forms of distribution of
incomes, state budget and government spending.

In market economy there is always a certain nurob@eople who don't
work. However, not every person who doesn’t workoasidered unemployed.
It is evident that children, aged and disabled feeape not rated as able-bodied
citizens. Also people, who own certain income aod'tdwant to work, are not
rated as unemployed.

Unemployed is a person of working age (from 16 to 60 yea @ho
doesn’t have a job or any other income, who isisgedmployment and is ready
to proceed to it.
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Unemployment is a socio-economic phenomenon when a part of the
population can’t apply its hands or labour forceebhployment means inability
of government to use effectively one of the martdes of production — labour.
Reasons of unemployment are decline in economiwttaechnical progress,
structural change of the economy, inflation, sgadpulation policy.

The main forms of unemployment are frictional, stasal, cyclical,
seasonal and long-term unemployment.

Frictional unemploymendffects workers who seek or expect to get a job
in the near future. This is the period between thisal from one job and getting
another or returning to former one. Such unemploynasts from one to three
months; its existence is inevitable because it mt@ral movement of labour
between enterprises, regions and sectBtsuctural unemployment called
forth by scientific and technological advance, itabae in development of
branches of economy, geographical distribution ofiiplaces.

Under the influence of scientific and technologiadl/ance some branches
of economy are dying out gradually, at the same t@w factories and branches
appear, consequently, structure of demand for Idiooce changes.

Setback in production leads toyclical unemploymentit affects all
spheres and sectors of economy. There are two fofimgclical unemployment:
concealed or hidden and open one. Concealed foram$meduction of working
hours, forced vacations of personnel, reductionp@ay. Open form means
dismissal of a worker, complete loss of a job armbime.

Seasonal unemploymeappears as the result of change in demand for
labour force depending on the period of year. Itasised by peculiarities of
agriculture and forestry, fishing and hunting, dangion. Long-term
unemploymentappears as the result of labour surplus, overpdipal It
influences the least professionally prepared plldlmour force. As a rule, they
are bankrupt entrepreneurs, former housewives, illetslkwvorkers etc. Such
unemployment may last for years. The unemployed tm welfare or casual
earnings, lead a beggarly life, gradually beconmeplens and sink to the bottom
of society. They can get permanent work only tis ¢d the whole population
when economy is on the stage of prosperity andulafooce is highly rare.

Unemployment has an adverse effect on economicacidl situation in
the country. It increases burden on the employeValdate highly skilled
labour, slows down economic growth and createsabtemsion. To characterize
unemployment economists use variable indicatorsrcgmtage of the
unemployed in total labour force, quantity of threemployed, average duration
of unemployment, percentage of the long-term uneysa in economically
active population, etc.
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Great amount of the unemployed leads to econorsseand social shocks.

In order to pursue efficient economic policy, goweent needs to
evaluate unemployment rate.

The unemployment rate is the percentage of the work force that is
unemployed:

Quantity of the unemployed .. (9.1)

The unemployment rate
Work force

If the unemployment rate over the natural rate ntguloses part of its
output. Calculation of potential losses of outpsittiae result of unemployment
growth is based on Okun's Law.

For each 1% the unemployment rate exceeds theahaate there will be
a gap ofb% between actuaGDP and potentialGDP (parameters, determined
empirically). Due to Okun’s calculations, in the6D8 in the USA when normal
rate was 4%, parametemwas equal to 2,5%

Q- qyi-v2), (9.2)
Q2

where Q; Q, — potential and actual outputs respectiveYy; Y, — actual
unemployment rate and unemployment rate at fullleympent; K — coefficient
found empirically and equal 2,5.

Okun's Law states that for each one percent (1%)utremployment rate
over the natural rate there will be a gap of twadasne-half percent (2,5%) on
the average between actual GDP and potential GDP.

The difference between the unemployment rate amd nibrmal rate
characterizes the rate situationalunemployment.

It should be noted that burden of unemploymentoisumiformly spread
across various groups that comprise society. Ugtladl unemployment rate is
higher among common labour than among skilled maepbecause companies
invest considerable sum of money in training tipeirsonnel. In addition, skilled
manpower is employed in the branches that are $edggect to cyclical
fluctuations — in nonmaterial sphere, nondurabledggroduction.

Industries producing capital goods react to deppassnore sharply,
which can be expressed by higher unemploymentarateng men than women.

Lower skill, lack in experience and lower mobiligre the causes of
higher unemployment rate among young people in eoispn with the older
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ones. The same causes lead to higher unemploymaienamong colored people
than white people.

Non-economic or social consequences of unemploymehide: loss of
skills and self-esteem, complete or partial lossinmmbme, decline in living
standards, crime wave, increase of mortality anangty of mental diseases.
High unemployment rate can lead to civil commotiorl political disturbances.

Employment policyGovernment may pursue three types of policy tde/ar
unemployment: social, macroeconomic and employmehty. The function of
social policy is rendering assistance to the uneyegal in order to maintain their
living standard. Macroeconomic policy presuppobesuse of monetary and fiscal
measures to reduce unemployment. Employment pdi@imed at workplaces
creation, system of workers’ retraining, job cesitgpening, etc.

All the methods and measures by which governmdoeimces employment
and unemployment can be divided into two groupstiv@and passive.

Active measures are aimed at creation of additional workplaces.

Active measures include:

1) Keynesian macroeconomic policy directed at aggregdemand
stimulation at the expense of the state budget

2) institutional, legislative and financial measuresducted by the state
(including organization of educational system amgtational training of the
personnel on the basis of employment services atedises, regulation of the
sector and regional staff mobility, expansion ajdarction goods and services at
the expense of the government subsidies’ growthpligpuworks programs in
communal services, construction, repair works, plates creation for the youth,
employment subsidies for those who are in need@ébkprotection, investment in
the most promising or labour-intensive industriegasures to reduce the labour
supply, self-employment promotion, assistancermlsand medium business).

Passive policy includes establishing a system of social insuraaice
financial assistance to the unemployed. The systesocial insurance provides
payment of unemployment benefits in the light afyous earnings; the system
of financial assistance is aimed at providing theraployed with a living wage.

9.3. Inflation: the essence, causes. Antiinflationary policy

The concept and measurement of inflatiGategory "inflation" was used
first in North America during the Civil War of 1861865 and it meant the
process of paper money mass swelling. In moderensei inflation is
considered as the imbalance of demand and supgflgcted in rising prices.
Keynesians explained inflation by excessive demandfull employment,
neoclassical economics — by increasing productostsc
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For a quantitative evaluation of inflation econaisise indicators of
inflation. Inflation is defined as a general in@ean average level of prices. The
latter is measured by the price index, which isreef as the ratio of the value of
a particular set of goods and services (marketdiask a given period to the
cost of the same set in a particular base periodtjptied by 100%:

Price index=

The value of market basket in a given per'ﬁgo% (9.3)
The value of the same basket in a base period

The rate of inflation shows how fast it is changorgwill change in the
current period relative to the previous

P12 -pP

ST (9.4)

Rofi =
whereR.; — rate of inflationPI* — price index in accounting perioll|° — price
index in a base period.

There is a more simple method to measure inflatade which is called
the Rule of 70It states that the number of years for the plevel to double is
equal to seventy divided by the annual rate oatrdh.

Causes of inflationAll the causes of inflation can be combined itwo
big blocs: external and internal.

External causes include two components — intemaiation of economic
relations (for example, transfer of inflation ovére world commerce) and
devaluation of national currency (in this casegwiof import grow, and exchange
of foreign currency to the national requires addail emission of money).

The internal cause of inflation is the monopolytlufee types — a state, a
labour union which sets wage rates, and the mogagfdhe biggest companies
on setting prices and their own costs.

Classification of inflation There is a variety of the classifications of
inflation. From a perspective of price growth, emomsts mark out moderate,
galloping inflation and hyperinflation.

Moderateinflation is the situation when increase in pricegess than 10%
per year, value of money is saved and there isigkoaf making contracts in
nominal prices. This kind of inflation is consideér® be quite good for economic
advancement because it stimulates manufacturersrease production volume.

Galloping inflation occurs when increase in prices rangesnfrlO to
200% per year what makes serious difficulties faoremy. In these
circumstances, contracts are tied to price growtHooeign currency, money
rapidly materialize into products.
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Hyperinflation is characterized by the astronomical growth ofcq®i
Formal criterion of hyperinflation has been introdd by American economist F.
Kagan, who proposed to count its duration fromrienth in which growth of
prices is more than 50% for the first time, ankithi€ month preceding the prices
fall below this critical level without reach it kast during the year.

Taking into consideration the divergence in prit@svarious commodity
groups, economists distinguish balanced and untedanflation. In the first case, a
moderate growth of prices simultaneously appliaadst goods and services; in the
second case price increase in individual welfdtes@lace with a different pace.

Depending on the degree of predictability, econtsnispeak about
expected inflation that is predicted and expeateaidvance, and the unexpected
one, which is characterized by a sudden spike.

By the mode of manifestation, economists distingopen and hidden
inflation. In the first case there is a continumf$ation when market prices are
free and flexible, in the second case — increasamgmodity shortage as a result
of the state monopoly on pricing.

Depending on the object of study, there is natianfédtion rate, localized
within a particular country, regional, inflationteathat occurs in a certain area,
and world inflation rate inherent in all the comntyn

By the nature of inflationary impulses, considered relation to a
particular country, inflation can be exported oported.

Types of inflation There are two main types of inflation — demand-pu
inflation and cost-push inflation.

Demand-pull inflationoccurs as a result of demand increase in the
situation of full capacity utilization, and, theoe¢, manufacturers can not
respond to it by increasing output. Macroecononggildrium is upset on the
part of demand. While supply is the same, demantissto the right or
increases. It leads to prices overestimation whedyztion volume of national
product is constant. The reasons for demand

growth include increase of governmen <
order, wage-push and growth of purchasin -
power. Uncovered money quantity occurs |

circulation (pic. 9.2).

The rise of demand leads to the shiftgf _____________ &\AD
demand curve to the right from positiéid, \ /l 2
to AD.. In this case price rises fromtoP,. P :\AD:

If economy is at an intermediate or ! Real GDF
classic segment of the aggregate supply o o ('92 >
curveAS it causes inflation due to rising .. g5 Demand-pull inflation

prices.
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Cost-push inflation occurs as a
A 45 consequence of price advance because of
rising production costs. Causes of rising
costs may include increasing prices on raw
materials and energy, actions of trade
D unions to raise wages, monopolistic or
N oligopolistic resources’ pricing, etc. Cost
| inflation curve is shown in the pic. 9.3.
Value increase of total costs leads to
@ curve AS shift from position AS to
Pic. 9.3. Cost-push inflation position AS. Prices grow (fronP; to P,),
real output reduces (fro@; to Q»).
Price advance lowers standard of living, so tradens demand higher
wages, and government starts carrying out policyso€ial protection of
population from the consequences of inflation, giompensation and indexation
of their income. Growth of nominal incomes raisests, what leads to a new
round of price rises and requires further incredsecome.

However, cost-push inflation ultimately restraiteelf. It either gradually
disappears or "cures" itself because when supptyedses, real volume of
national product and employment shrinks. It linniisrease in costs.

In addition, economists distinguish tax inflationdainflation of price
extra charge. Tax inflation occurs when governns=is excessive taxes and
manufacturers are forced to raise prices signifigarSimilar rise in prices
occurs when producers raise prices in advancederdo compensate future
losses that can not be identified in advance.

PA

P>

Py

qeal GDF

9.4. Economic and social consequences of inflation. Phillips curve

Consequences of inflation become apparent as ssah radistributes
income and affects the volume of national produnctido understand how
inflation affects redistribution of income, it iecessary to distinguish categories
"nominal" and "real income". Nominal income is @m@ount of monetary units
that a person receives in the form of wages, ratdgrest or profit for a certain
period of time; the real one is a quantity of go@asl services that can be
bought for the sum of nominal income.

If nominal income grows faster than price levell rmmcome increases; if
price-level change exceeds analogous tendencynahabincome then real income
decreases. Thus, the fact of inflation and decredsthe purchasing power of
monetary unit does not mean decrease of real in@mdiving standard. These
parameters will go down only if the growth of noalimcome lags behind inflation.
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People who receive relatively fixed income are@#d by price increases
most of all. Inflation redistributes money in suahway that the amount of
people with fixed income drops in favor of otheogps of citizens. Individuals,
who receive non-fixed income, sometimes even bef&fin price increases.
Nominal incomes of some categories of employees exaged price-level and
cost of living, while their real incomes increaddowever, managers of
companies and owners of the capital gain from fiwilamost of all. It occurs
when price of finished commodities change moredigghan their costs.

Inflation may influence national production volumamd this influence
may be either positive or negative. In case of-pash inflation, at a certain
level of aggregate demand production costs willeaase and, as a result,
advance in prices will take place. So that with hswosts in the market
individual can buy only a part of the product. Thustional product will
decrease and unemployment will increase.

To characterize the direct relation between irdglatiand volume of
national production we can use naive model of aggessupply showing that
the existence of some moderate inflation is necgs$a achieve full
employment and potential production. High level agjgregate expenditures,
contributing to expansion of production and to lomemployment rate, causes
the continuation of inflationary developments. ther words, there is an inverse
relationship between inflation and unemployment.

Phillips curve was named after the English econbsig/. Phillips, who
was the first to give its interpretation in his wWdWho said that? Who did it? ".

Phillips curve reflects the relation between uneayplent rate and
inflation rate (pic. 9.4).

Some economists supposed that an economic systeria fitonction in
the optimal way in the point K (pic. 9.4), wherell femployment can be
achieved with moderate inflation. Opponents ofatdin in any manifestation
chose point M where, in their opinion, price;

stability existed only due to someX N
unemployment rate. g |

From the point of view of modern=,|
economics, inverse relation betvveeﬁ | K

unemployment rate and inflation takes place on?g/
during a short-term period of time. During ap Il
long-term period Phillips curve is a plumb line Iﬁ A U
characterizing natural rate of unemployment 1 2 3 4 5 b5~
Ordinate of intersection of short-term and long- Unemployment rate, %
term Phillips curves corresponds to the value of pic. 9.4. Phillips curve
anticipated inflation rate.

M
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CHECKLIST

1. What is the business cycle and what is its essence?

2. What kinds and types of business cycles do you RroRaracterize them.

3. What are the names of economists who have maddaficamg
contribution to the elaboration of problems of ayality?

4. What do you think, whether state regulation of iyt is necessary?

5. N. D. Kondratiev asserts that periods of high wawédong-term
cycles are characterized by major social uphearsatolutions, repressions,
recessions). Confirm this statement by a list stdrical events that took place
during years of low or high waves of a long-terraley

6. What are the employment and the unemployment?

7. Characterize types of unemployment.

8. What are the main types of inflation?

9. What is hyperinflation?

10.What are the consequences of anticipated inflaind unexpected
inflation?

11.What indicators reflect the rate of inflation?

12.What does Phillips curve characterize
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Chapter 10. GENERAL MACROECONOMIC
EQUILIBRIUM: AGGREGATE DEMAND
AND AGGREGATE SUPPLY MODEL (AD-AYS)

10.1 The concept of aggregate demand. Non-price factbeggregate
demand.

10.2 The concept of aggregate supply (Keynesian angicklsmodels).
Non-price factors of aggregate supply.

10.3 General macroeconomic equilibrium. The ratchetatffe

MAIN CATEGORIES

Aggregate demand, volume of aggregate demand, cofvaggregate
demand, real wealth effect, interest-rate effeffece of import purchases, non-
price factors of aggregate demand, aggregate sumpitve of aggregate supply,
Non-price factors of aggregate supply, Keynesiaml a@tassical versions of
aggregate supply, short-term and long-term balandike model AD-AS, changes
in equilibrium, shocks of aggregate demand and eg@ge supply, ratchet effect.

10.1. The concept of aggr egate demand.
Non-price factor s of aggregate demand

The basic macroeconomic model is the model "agt¢geegkemand-
aggregate supply". It allows: 1) to reveal condifoof macroeconomic
equilibrium, to define the size of equilibrium vate of output and equilibrium
price; 2) to explain fluctuations of volume of out@nd price level in economy;
3) to show reasons and consequences of these shat)g® describe various
variants of economic policy of the government.

Aggregate demand (AD) represents the sum of demands of all
macroeconomic agents (households, firms, governmedtforeign sector) for
end goods and services. The components of aggrégatand are:

— demand of households, i.e. consumption dema@gd —

— demand of firms, i.e. investment demaniq —

— demand of the state, i.e. government spendiGg —

— demand of foreign sector, i.e. demand for net expXin.

Consequently the formula of aggregate demand is

AD=C+1+G + Xn. (10.1)
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The volume of aggregate demand represents that quantity of end goods
and services which will be demanded by all macroeodc agents at each
given price levelThe above overall price level is, the less volurhaggregate
demand will be, i.e. the less money all macroecoacagents will spend on
purchase of end goods and services. Hence, thendepee of aggregate
demand volume on overall price level is inverse.

p Graphically it can be presented in the
form of a curve having negative slope (pic.
10.1). Each point of the curve of aggregate
demand (curve AD) shows cost of that
guantity of end goods and services which
will be demanded by all macroeconomic
agents at each possible price level.

Pic. 10... Aaareaate demand cul In the picture on an axis of abscissa
(volume of aggregate demand) there is
real GDP measured in monetary units (in dollarspetubles, etc.), i.e. it is a
cost indicator, and on an axis of ordinates — dverae level (GDP deflator),
measured in relative sizes. At higher price lefg) yolume of aggregate demand
(Yy) will be less (point A) than at a lower price IeY€,) to which volume of
aggregate demandlyj corresponds (point B).

Negative slope of curve AD is explained by follogffects.

Real wealth effect (effect of real money balanoe®)igou effect

As real wealth or real money balances are congidasethe relation of
nominal wealth of an individuaM) the money form to overall price levét)(

P1

P2

Real money balancesM/P. (10.2)

Thus, it isreal purchase power of nominal wealbh a person with fixed
nominal value. If price level grows purchasing @tysof nominal wealth falls, i.e.
for the same sum of nominal money balances it ssipte to buy less goods and
services than earlier. The effect of Pigou congistie following: if the price level
rises, the size of real money balances (real wed#hbreases, people feel rather
poorer than earlier, and reduce consumption andoasumption (consumption
demand) is a part of aggregate demand the sizggrégate demand decreases.
This effect can be written down in the form of thikbowing logic chain:

PN_ M/PU- cl ADU.
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Interest-rate effect or Keynes's effdttconsists in the following: if price
level rises, demand for money also increases begaesple need more money
to purchase risen in price goods. People draw mdray bank accounts;
possibilities of banks to issue credits are reduCeddit resources become more
expensive, “price” of money (credit price), i.etarest rate grows. And as first
of all companies take on credits using them to Ipase investment goods, it
means that rise in price of credit leads to reductf investment demand which
Is a part of aggregate demand, and, hence, volumaggregate demand
decreases. Keynes's effect can be presented farthef a logic chain:

PNT_ MPN. RS 1U- ADU.

Besides, growth of the interest rate reduces assumer expenses. On
the one hand, not only firms, but also householdk® ton credit (consumer
credits), especially to purchase durable goodghabits rise in price leads to
reduction of consumer demand. And, on the othedhgrowth of the interest
rate means that higher income from savings is fratistimulates households to
increase savings and to cut down consumer expenkBesvolume of aggregate
demand decreases in to a far greater degree.

Effect of import purchases (effect of net expartylandell-Fleming effect
It consists in the following: if price level risegpods of a given country become
rather more expensive for foreigners and consetyuerport declines. Imported
goods become rather cheaper for citizens of a goemtry, therefore import
increases. As a result net export decreases ahdsas part of aggregate demand
the volume of aggregate demand decreases. We g gown this logic chain:

PNo ExU; ImNo Xl ADJ.

These three effects show influencgpnte factors (overall price level change)
on thevolumeof aggregate demand and caomement along the cun®.

Non-price factors influenceaggregate demantiself. That means that the
volume of aggregate demand changes at each popsitéelevel. It causeshift
of the curve ADIf aggregate demand increases;ve AD shiftgo the right and
if it declines the curve moves to the left. Noneprifactors ofchange of
aggregate demandre those which influence aggregate expenditures.

They are:

Factors influencing aggregate consumer expenditures

* wealth(W). The higher wealth is, the more consumer expareitare
and the more aggregate demandAB. curve shifts to the right. Otherwise it
shifts to the left;

147



* disposal incoméYd). Growth of income level leads to consumption grow
and consequently — aggregate demand increaseofdiét curve AD to the right).

» expectations To analyze their influence on aggregate demanal tw
kinds of expectations should be considered:

— expectations concerning expected disposal incvaé). If a person
expects income increase in the future it increzs@sumption already in the
present time that leads to growth of aggregate ddn(shift of the curve AD to
the right).

— expectations concerning expected inflation®). If people expect
growth of price level they raise demand for goodd services, aspiring to buy
them as much as possible at rather low prices & phesent (so-called
“inflationary psychology") that also leads to aggee demand increase.

o taxes(Tx). Growth of taxes leads to reduction of disposabt®me,
part which consumption is and, hence, to reductibaggregate demand and
shift of the curveAD to the left.

» transfers(Tr). Increase of transfers means growth of persamal, if
taxes are invariable (i.e. with other things beewpal) growth of disposable
income. Consumer expenses grow, aggregate demenecses.

» debts of household®). The higher debt level is, the greater part of
income of a household are forced to direct at payraédebts in the present or
to save for payment of debts in the future thatide@ reduction of consumption
and, accordingly, aggregate demand (shift of threecAD to the left).

* interest rate on consumer credfR). The higher interest rate on
consumer credit, which households take on to pwehexpensive durable
goods, is, the less consumer expenses are.

 number of consumer@N). It is obvious that this factor is in direct
relation with aggregate demand.

Thus, consumption function looks like:

C=C(Yd, W, Y4, 7% Tx, Tr, D, R, N).
+ + + +~ + - - +

Factors influencing aggregate investment expenesgur

» expectationgE). Expectations of investors (firms) are connectadt
of all, to expected internal return rate from inwesnts (expected rate of return),
l.e. to what J.M. Keynes called "marginal efficignof capital’. Keynes
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considered that the basis of investment decisiokingais subjective factor —
animal spirit, mood of investors. If investor opistically estimates future and
expects high norm of return from investments, héfimance capital investment
project. The investment demand will increase, amel turve of aggregate
demand will shift to the right. If economy is inigis investors are pessimistic
concerning future incomes, and investment spendi@ageases.

* interest rate(R). This factor is also important for investment idem-
making. The higher interest rate is, i.e. the negensive credit resources are,
the less credits investors take on, and the lessiment expenditures are what
will shift the curve AD to the left (and vice vejsa

» amount of yield (Y)As far as companies may spend a certain part of
their income on capitalized purchases in orderxqgand production, then the
higher yield is, the greater capitalized purchames Investment depending on
aggregate income is callettluced investment

» taxes(TX). Growth of taxes reduces revenue (profit) of stees, which
Is internal source of company’s financing and tlesi® of net investment.
Consequently, investment expenditures declineisgitheAD curve to the left.

» transfers (Tr). Transfers to companies in the form of grants,
subventions and easy tax credits stimulates invastalemand.

» technological progress(t). Emergence of new more productive
technologies leads to growth of investment expenelit and to shift of the curve
to the right.

» excess production capacitileyces). EXcess production capacity lowers
investment demand of companies because growthpatbtaupplies is pointless
when there is underutilization of existing facdsi

» capital supplies of a compar(¥y). If companies dispose of optimal
capital supplies and their profit has reached marinthey will not invest. The
less capital of a company is in comparison with tgimal, the greater
investment demand is.

Investment function:

I =1(E, R, Y, TX, Trz, Nexcess Ko)-
+ -+ - + + - -

Factors influencing government purchases of goodd services.The
amount of government purchases is an exogenouablerilt is determined by
state legislative bodies when they set state budgéte next financial year.
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Government purchases increase augments aggregasnddshift if the
curve to the right) and vice versa.

Factors influencing net export:

e gross national product and national income in otheuntries (¥orq)-
Growth of GNP and NI in foreign sector leads tovgio of demand for goods
and services produced in a given country and, heaocmcrease in its export
and as a result to growth of net export that ineesaggregate demand.

e gross national product and national income in a egivcountry
(Yaomestid- If domestic GNP and NI increase, economic agstdst to show
greater demand for goods and services of othertgesr(foreign sector) what
leads to growth of import and, hence, decline gjragate demand in a given
country. The curve AD shifts to the left.

» exchange rate of national monetary unit xchange rate is the price
of national monetary unit in monetary units of drewt(or other) country, i.e.
this is quantity of foreign currency which can beught for one monetary unit
of the given country (for example, 1 pound sterlmg? marks). Growth of
exchange rate (in our case, 1 pound sterling = &kshaneans that now it is
necessary for Germans to change greater quantityacks to receive the same
guantity of pounds and to buy the same quantitfEdlish goods as earlier,
therefore English goods become rather more expetsiGermany, and export of
Great Britain will reduce.

Thus, German goods become for Englishmen ratheapeinebecause the
Englishmen will need to change smaller quantitpadinds to purchase the same
quantity as before of German goods. Import of GBrahin will increase, and,
hence, its net export will decline what will caus€luction of aggregate demand.
Thus, growth of an exchange rate of national moyetait reduces pure export
and conducts to reduction of aggregate demand.

We should distinguish change of net export as altred alteration of
exchange rate as a non-price factor of aggregatewi shifting the curve AD
from effect of import purchaseshen change of net export is the result from
price factor action (i.e. price level changes) whichanges the volume of
aggregate demand and causes movement along theeADrv

Function of net export looks like:

Xn = XN (Yworids Y domestic €)-
+ - -
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10.2. The concept of aggr egate supply
(Keynesian and classical models).
Non-price factor s of aggregate supply

Aggregate supply (AS) represents cosif that quantity of end goods and
services which all manufacture(private concerns and state enterprisegply
to the markefon sale). As well as at the analysis of aggredateand, it is not
a question of actual volume of output, but thatumx¢ of aggregate release
which all manufacturers aready (intend) to make and supply to sale in the
market at a certain price level. Dependence of/tiheme of aggregate supply on
price level in short-term period is expressed Istraight line. The higher price
level is, i.e. at higher prices manufacturers aalhtBeir products, the more the
volume of aggregate supply is. Therefore it is jbdssto construct a curve of
aggregate supplyAS curve), each point of which showslume of aggregate
supply at each given price leverhus, price factors (overall price level) inflaen
volume of aggregate supply and explain moverattgthe curveAS

What concerns the concept of aggregate supply actdrs influencing it
representatives of different schools don't have amemess of views.
Disagreements concern description of form of thev&WAS There are two
approaches to this probleriassical and Keynesian

In short-term period, according tdeynesian approach, the curve of
aggregate supply\SRAS- short-run aggregate supplyas a horizontal slope if
in economy there is a considerable quantity of yrleyed resourcedlt is so-
called "extreme Keynesian case" (pic. 10.2, segient

When resources are unlimited,
prices for them don't change, therefc FPa
costs don't change, and there are

preconditions for a change of pric 2
level for goods. Py
However under current

conditionseconomy has an inflationar
character, the rise of prices for goo
doesn’'t occur simultaneously with a ris
of prices for resources (as a rule, there 0 Y; v
a gap, time lag, therefore growth c Pic. 10.2. The aggregate supply curve
prices for resources takes plac segments | and Il are short-term.
disproportionatelyto overall price level  segment | — an extreme Keynesian case
growth) and expectations of economi segment Il — modern kind segment Il —
agents have the increasing value. long-term — a classical case

»
L
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Therefore in macroeconomic models the curvesludrt-termaggregate
supply (SRAS) is graphically represented as a cumewing a positive
inclination (pic. 10.2, segment Il).

The long-termcurve of aggregate supphRAS — long-run aggregate
supply) is represented as vertical cumtassical model) as in the long-term period
markets come to a mutual equilibriuprjces for goods and prices for resources
change proportionally to each othdthey're flexible), expectations of agents
change, and economy aspires to its potential volinoeitput (pic. 10.2, seg. IlI).
Thus real volume of output doesn't depend on pecel and is determined by
productive potential of country, quantity of avhlla resources. The volume of
output thus is callefotential(greatest possible¥).

As far as when price level changes the volume gfegate supply doesn't
alter, price factors don't influence the volume of aggtte supply in the long-
term period(movementalong a vertical curve of long-term aggregate supply
from point A to pointB (pic. 10.2). If price level grows from; to P, output
remains at potential level.

Non-price factors which influence aggregate supply asidft curve AS
are all factors changing cost for a unit. If cagtsw, aggregate supply reduces
and theAS curve shifts to the left-upwards. If costs deceeaggregate supply
increases and the cur#s shifts to the right-downwards. The majority of Aon
price factors influence aggregate supply in shemtatperiod, but some factors
change aggregate supply in long-term period.

Non-price factorof aggregate supply include:

» prices for resourcegPesourced- The higher prices for resources are, the
more expenses are and the less aggregate supplsisie. components of costs
are: 1) prices for raw materials and stuff, 2) rafewages (labor price),
3) interest rate (payment for capital). Thus, ies¢rrate is a non-price factor
both of aggregate demand and aggregate supplyridde prices for resources
leads to shift of the curv&Sto the left — upwards, and their decrease — tfh shi
of the curveASto the right-downwards.

Prices for resources are influenced by:

a) quantity of resourcesvhich the country (quantity of labor, capital,
land and entrepreneurial skills) has. The largepbes of resources of country
are the lower price for resources is.

b) prices for imported resource$o far as resources, especially natural,
are distributed between countries non-uniformlyarade of prices for imported
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resources for a country importing resources canemagsential impact on
aggregate supply. The rise in prices for importedources increases costs
reducing aggregate supply. The cuA&shifts to the left-upwards.

c) degree of monopolization in the market of resourcEse higher
monopolization degree is in the resource markbeshtgher price for resources
Is and costs rise, hence, aggregate supply destease

* productivity of resources(t). Productivity is the ratio of total
production volume to expenses, i.e. it is valugerse to costs per product unit.
The higher productivity of resources is, the lesstg are and the greater
aggregate supply is. Productivity growth occurs.aif output increases at the
same expenses; b) at the same volume of outpusepedecline; c) both
situations take place. The main cause of produgtigrowth isscientific and
technical progressproviding emergence and use of new, more perfadt a
productive technologies, more productive equipmeéuating production and
demanding growth of a skill level and vocationalrimg of workers. Therefore
this factor influences aggregate supply not onlshort-term but also in the
long-term period, leading to shift of the long-tecurve AS and providing
economic growth. Technologies) ((technological progress) influence both
aggregate demand and aggregate supply.

» taxes on businesgl’x). Firms consider taxes on business (especially
indirect) as a part of costs, therefore growth afes on business leads to
reduction of aggregate supply. (We remind that gbanf taxes on business is
also a non-price factor of aggregate demand). Ghahgaxes, for example, on
salary, influencing aggregate demand, doesn't ttiraafluence aggregate
supply because doesn't change company’s costs.

» transfers (grants) to companies (TH)is possible to consider transfers
to companies as antitaxes. Their influence on aggessupply is positive.

e government managemendf economy (Ganagemer Degree of
government management of economy also has semflugnce on aggregate
supply. The greater degree of state interferenceedonomy is, the more
organizations and establishments regulating econdnureates, the bigger
burden of keeping of state apparatus is, hence,nbes funds withdraw
industrial sector of economy that leads to reductibaggregate supply.

Function of aggregate supply can be written down:

AS = AS P, Presorses 7, Ix, T, C':‘managemel)t
+ -+ -+ -
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10.3. General macroeconomic equilibrium. Theratchet effect

Equilibrium in the model AD-AS"is established in a point of intersection
of aggregate demand curve and aggregate supplg.cOpordinates of the point
of intersection show equilibrium volume of outpwaqgilibrium GDP) and
equilibrium price level. Change of either aggregégéenand or aggregate supply
(shifts of curves) leads to change of equilibriuma &quilibrium values of GDP
and price level.

As we can see in the pic. 10iBe consequenced aggregate demand
change (in this case it is growthilepends on thé&ype of aggregate supply
curve. In short-term period iAScurve is horizontal growth @AD only leads to
growth of equilibrium volume of outpu¥{ grows up toY,).without changing of
price level (pic. 10.3a). If short-run curve of aggregate supply has atpes
slope increase of aggregate demand results in graitboth equilibrium
volume of output (fromY; to Y,) and equilibrium price level (fron; to P,)
(pic. 10.3,b). In long term change of aggregate demand doeasflience
equilibrium volume of output (economy still prodsgeotentialGDP — Y*) but
influences alteration of price level (frofj to P,) (pic. 10.3).

a) P b) P AD, c) P LRAS

Pic. 10.3. Effects of the increase in aggregateasehn the AD-AS model

Change of aggregate supply influncesthe same way regardless of the AS
line type As we conclude from the pic. 10.4 in all threesesa growth of
aggregate supply (if the linAS is horisontal, has a positive slope, or it is
vertical) leads to growth of equilibrium volume ofitput (fromY; to Y,) and
decrease of equilibrium price level (frdato P,).

The difference consists only in the fact that vaduai actualGDP grows
in short-term period (whe8RASshifts) (pic. 10. 4a, b while in the long-term
period (if LRAS shifts) potentialGDP (Y*), i.e production capabilities of
economy increase (pic. 104),

154



Shock is an unexpected sharphange of either aggregate demand or
aggregate supply. There are positive shocks (umgegpesharp increase) and
adverse shocks (unexpected sharp reductioApadndAS

Positive shocksf aggregatelemandshift curveAD to the right Positive
shocksof aggregate supplyshift curve AS downwards, if it is horizontal
(SRAS, to the right-downwardsif it has a positive inclination (SRASK the
right, if it is vertical LRAS.

Adverse shockef aggregatelemandshift curveAD to the left Adverse
shocksof aggregatesupply shift curve AS depending on its typ@pwards
(SRAY, to the left-upward¢SRA$ orto the left(LRAS.

a) P b) P c) P LRAS LRAS
AD SRAS >
Py \ SRASP; pz_x\

P, E SRAS P, Pl__l ______ ___-\
— >

Yl YZI Y Y]_* Yz* Y

Pic. 10.4. Effects of the increase in aggregatplythe AD-ASmodel

Causes of positive shocks of aggregate demarsl either sharp
unforeseen increase of money supplyunexpected sharp increase of any
component of aggregate expenditufgsnsumer, investment, government or
foreign sector).

Causes of adverse shock (sharp reduction) of agfgrelgmand (pic. 10.5)
are either unexpected reduction of money suppsharp reduction of aggregate
expendituresin short-term period it leads to decrease of mauwf output and
means transition of economy from point A to

point B — point of short-term equilibrium

(decrease of aggregate demand, i.e. aggregate Eg\ A LRAS
expendotures causes increase supplies of: :
firms, overstocking, impossibility to sell g - L }__R\SRAS
production that serves as a reason of '

curtailment of production). In conditions of a
perfect competition businessmen will start to ¥ v Y

reduce prices for their production, price le\
will decrease (fron®; to P,), i.e. deflation will

AD, AD;

Pic. 10.5. Adverse shock of aggregate
demand and effect of a ratchet

155



take place, volume of aggregate demand will inerda®vemenalong the curve
AD), and economy will get to poir€@ — point of long-term equilibrium where
volume of output is equal to potential.

However such situation can take place only in comaé of a perfect
competition. In conditions of an imperfect competitso-called’ the ratchet
effect" (ratchet in engineering is a mechanism allowingicks to move only
forward and and doesn’t afford to move back) abismacroeconomic "the
ratchet effect" means the fact that prices risdyelst it is almost impossible to
lower them what is connected first of all to stickyminal salary rate (in modern
conditions neither workers nor trade unions wiletate its decrease), making a
considerable part of costs of firms, and, hendegprof goods.

CHECKLIST

1. Define the concepts "aggregate demand” and "volafaggregate
demand". Show and explain the cur&®. What price factors of aggregate
demand do you know? What non-price factors infleemggregate demand?

2. Define the concept "aggregate supply”. What nooeprfactors
influence aggregate supply? What is the differemteinterpretations of
aggregate supply between classical and Keynesemi#s?

3. Describe equilibrium in the mod@D-AS. What are the consequences
of change of aggregate demand in the model? Ofeggtg supply? What
shocks of aggregate demand and aggregate supppuwd&now? What is the
essence of "the ratchet effect"?



Chapter 11. MODEL OF COMPILED RECEIPTS
AND EXPENDITURES

11.1. Aggregate consumption and aggregate savings.
11.2. Investment.

11.3. "Receipts-expenditures” model.

11.4. Aggregate expenditures multiplier.

11.5. Deflationary and inflationary gaps.

MAIN CATEGORIES

Aggregate consumption, average and marginal propensity to consume,
aggregate savings, factors of consumption and savings, investment, function of
demand for investment, autonomous investment, planned and actual investment,
factors determining investment volume, multiplier of aggregate expenditures,
"recel pts-expenditures’ model, deflationary and inflationary gaps.

11.1. Aggregate consumption and aggr egate savings

There are two approaches to explanation of good«kanaquilibrium:
classical and Keynesialassical model explains equilibrium in a long-term
period and proves that equilibrium becomes estaddisat level of full
employment of resources that’'s why volume of poémutput Y* will always
by equilibrium volume of output (aggregate demasdequal to aggregate
supply) to which equal volume of aggregate demagfjregate expenditures)
corresponds. This model studies economy fpomt of aggregate supply.

But such automatic equality of aggregate expenebttm aggregate output
may not take place in a short period. In 1963 JK&ynes offered a model
which made it possible to define volume of equilibr national income and
volume of equilibrium production capacity, havingpped that volume of total
output is defined by the amount of aggregate expaed, i.e. demand
determines supply. Aggregate demand became the mmeEaroeconomic
problem. This model is called "receipts-expenddlimaodel. Another name is a
simple Keynesian model or model of "Keynesian cross

Let's study two-factor model in which there areyamio macroeconomic
agents — households and firms. Therefore aggrefgaand is equal to the sum
of expenditures of households (amount of consumgrerditures C) and
expenditures of firms (amount of investment exptemds — [).
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Studying of the factors influencing amount of camsu expenditures
enables to deduce a consumption function.

The theory of consumption, which was offered by.JWdynes, was called
the theory of absolute income. It is based on the following preconditions:
consumption level depends only on absolute volurhecuorent disposable
income: C = C(Yd), and this dependence is positive, i.e. if dispesaicome
rises consumption grows, howevtre psychological law acts in economy
according to which "as a rule, people are incliteethcrease their consumption
when income grows but in a less degree than thetgref income". It is
explained by the fact that disposable income isddn into consumption and
savings:Yd = C + S It means that if disposable income grows both
consumption and savings will increase. Thereforedoanomy there are certain
behavioral coefficients which Keynes named "the gmal propensity to
consume" and "the marginal propensity to save".

The arginal propensity to consume (mpc) is a coefficient which shows
how much consumption will increase (reduce) if meoincreases (decreases)

by a unit:moc:%, it is obvious that O snpc < 1.

The marginal propensity to save (mps) is a coefficient which shows how
much savings will increase (reduce) if income iases (decreases) by a unit:

AS
mps=——-, (0 <mps < 1).
ps=—2, (0 <mps<1)

The sum of marginal propensity to consume and malrgropensity to
save is equal to Impc+ mps=1.
A part of consumption doesn't depend on disposaimteme and is

calledautonomous consumption — C.
Therebythe Keynesian consumption function looks like

C =C+mpclY, (11.1)

In the pic. 11.1,a there is a graph othe Keynesian consumption
function.

Slope ratio of consumption function is equal to gmaal propensity to
consume which is eonstant variable in a short term and is defined by nationa
features of a country. The mamgpc is, the more the slope ratio of consumption
function is (the curve is steeper). Shift of theveumay be caused by a change
of autonomous consumptio@) if it increases the curve will move up.
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C =C + mpc Yy S =5+ mps Y
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mnc mps
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Pic. 11.1. Consumption function and saving funcobKeynes

The savings function of Keynes looks like
S=Y, -C=-C+mpsLY,. (11.2)

The graph of savings function is presented in tbeXdl.1,b. Slope ratio
of savings function is equal to marginal propensitgave. The mompsis, the
more the slope ratio of savings function is (theveuis steeper). Shift of the
curve will happen if autonomous consumption chan@®s when it increases
the curve moves down.

Using consumption function of Keynes we may coneltigiat if income

. C . S
grows propensity to consum{?L decreases and propensity to s%ve— grows.
d d

Consumption share in income (i.e. ratio of consuomptolume to amount of
income) Keynes nameithe average propensity to consume (apc) and share of
savings in income (i.e. ratio of savings to amoahincome) —the average
propensity to save (aps):

apczYE, (0 <apc< 1); (11.3)
d

aps=§, (0 <aps<1). (11.4)
Yq

The sum of average propensity to consume and ayg@ragensity to save
is equal to 1

apc+aps=Y—d=l. (11.5)
Y

Modern theories of consumption take in account filwetor of time.
American economist§. Modigliani who createdheory of life cycle, and M.
Friedman who developedhe concept of fixed (permanent) income have achieved
the greatest success in it. Both concepts are lzastn theory of intertemporal
choice which was created by American econonhigtisher in which consumer
behavior is analyzed from positions of macroecoanalysis.
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11.2. Investment

Investment expenditures are expenditures of firms for purchasing
investment goods which increase capital stock (ediperes for purchasing of
equipment, buildings construction)):= AK. Investment is the most unstable
component of aggregate expenditures.

Investment may benet (providing growth of output) andeplacement
(compensating deterioration of fixed capital).

Investment can also laitonomous (not depending on income level) and
induced (its amount is determined by income level). Keynesed only
autonomous investmentl(= T ) in analysis.

According to Keynes, the main factor defining inwvesnt ismarginal
efficiency of capital which is understood as efficiency of the last investment
project which gives non-negative value of net ineorSo far as investment
expenditures are compensated only in a certaintiyanh years, it is necessary
to use discounting, i.e. to reduce amount of fuino®me to present moment.
Present value of investment projeleVj can be calculated using formula

Xy KXo o X oy Xa (11.6.)

PV = ,
1+r  (@Q+r)*  (@+r) (L+r)

discounting (rate of preference of future incomeresent one).

Investor will invest his funds only if expenditures financing of the
investment project will be not more than discountet profit (internal norm of
return) from realization of this projedt< or =PV.

Keynes thought that everybody had his own rate istadinting ()

determined by psychology, i.e. this
= magnitude is subjective, first of all,

/ =+l based on intuition of investor (animal

5+r%=C:5+mchd spirit), on its expectations of future

profit rate (internal norm of investment

return), on pessimism or optimism
concerning future.

v Therefore Keynes thought that

Pic. 11.2. The impact of investm interest rate didn't substantially

influence the amount of investment
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expenditures, especially in short-term. Keynes wor&ut his own model which
defined national income, based on precondition abwariance of interest rate. As
far as investment in the model "Keynesian crossausnomous and depends
neither on income level, nor on interest ratesinecessary to move curve of
consumer expenditures parallel and up by amoumvaistment expenditures to
receive the curve of aggregate (consumer and imees) expenditures (pic. 11.2).

11.3. " Recelpts-expenditures’ model

To investigate how equilibrium is establishedsihecessary to introduce a
concept ofactual and planned expenditures which may be not equal to each
other. Actual expenditures (E) are expenditures, which have been by actually
made households (consumer expendituresC)} and firms (investment
expenditures B, i.e. in two-sector model

E=C+l. 1(1.)

Planned expenditures (E,) are expenditures which households and firms
intended (planned) to makéctual expenditures are always equal to output
(E=Y) and planned expenditures may be not equal to output. If planned
expenditures are less than outpkit<(Y) firms will not be able to sell a part of
produced goods, and trade stocks of firms will @ase, i.e. there will be the
stockpiling of unsold products. If planned expemdis exceed outpuE(>Y) it
means that economic agents want to buy more thars fnave produced in a
given year, firms will reduce their stock by sajjiproducts which have been in
warehouses. And inventory investments (changeadoks) are a component of
investment expenditures. Thereby actual investmerdssist of planned
investmentsl() and unexpected investments to stdgk (

=1, + 1y (13.8

So actual expenditures are equal to the sum ofuroes expenditures
and actual investment expenditurés= C + | and planned expenditures are
equal to the sum of consumer expenditures and pthnmvestment
expenditurest, = = C + |,

So far as actual expenditures are always equaltioub and to planned
expenditures only when unexpected inventory investsi are equal to O,
equilibrium of the goods market is establisheddiual expenditures are equal
to planned ones (£ = E;) and planned expenditures are equal to output (E, = Y).
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According to the model preconditions total outpsitequivalent to total
income and total income is spent on consump@raqd savingsy): Y=C+ S
Since in equilibriumy = £=EpthenC+S=C+1 .

Consequently in equilibriursavings are equal to planned investments. As
far as savings are withdrawals from the flow of englitures and receipts and
investments are injection the expenditures andnmecdlow, in the state of
equilibriuminjections are equal to withdrawals.

The Keynesian cross is
graphically presented in the

Ep= stock building pic. 11.3. The curve of actual
expenditures representshesector
=Y A ~E,=C+, because actual expenditure_s are
E, C equal to output and any point of
//

contraction condition. The curve ofplanned

i this curve corresponds to this

expenditures is a line which has a
Y y Y positive slope (the angle of

inclination is  defined by

Pic. 11.3. Equilibrium in the model of Keynes magnitude of marginal propensity
to consume Apc) proceeding not from the origin of coordinatesaaese there

is always autonomous consumptiafi)(which doesn’t depend on income level.
As a result it looks like an inclined cross thatwhy the model is called
"Keynesian cross'.

Equilibrium of expenditures and receipts, i.e. &guum of the goods
market is the point of intersection of two curve®i(t A). In this point: 1)
planned expenditures are equal to output (receipfs)= Y; 2) actual
expenditures are equal to planned expenditlfes,,; 3) injections are equal to
withdrawals:1=S 4) planned investments are equal to savihgs:S

Let's study non-equilibrium points. For examplg@oint B

E,<Y,E,<E=1,<S

and injections are less than withdrawals.
On the contrary, in poir@

E,>Y.E,>E=1>S

and injections are more than withdrawals.

How is equilibrium of the goods market establishéid@conomy is in
point B where planned expenditures (how much prodiniceconomic agents
want to buy) are less than output (how mueshactually produced), part of
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products won't be sold and there will be unforessssumulation (increase) of
stocks of unsold goods. As a result economy wilheoto equilibrium state
(movement from poinB to pointA). If economy is in point C where planned
expenditures exceed output what means that ecoraxeicts want to buy more
than what was actually manufactured, firms willrsta sell stocks of products
unsold in previous period, stocks will reduce, dedavill be satisfied and
economy will come to equilibrium state (movemermnfrpoint C to point A).
Thereby the mechanism, which provides restoratfaqailibrium in the market
goods, is a change (accumulation or reductionjauks.

11.4. Aggregate expenditures multiplier

To define the amount of equilibrium output (equililm national
income), it is necessary to equate it to plannguebeditures:

Y=C+l,,whereC=C+mpclY,ie. Y=C+mpclY +I. (11.9)

What will happen if expenditures increase? Keyreessshown that growth
of expenditures entails the income growth, but
income increases in a greater degree than the
increase of expenditures which has caused it, i.e.
multiplier effect takes place.

Multiplier is a coefficient which shows how
many times total income (output) Iincreases 80 20
(reduces) in answer to an increase (reduction) of
expenditures by unit. C S

Operation of multiplier is based on the fact
that expenditures made by an economic agent
necessarily turn into income of another economic
agent who spends part of this income to create
income of the third agent etc. As a result total
sum of receipts will be more than the initial sum
of expenditures. 51.2

Let's suppose a household increases its
autonomous expenditures by $100, i.e. it bu "
goods and services for this sum. It means tha
producer of these goods and services receiv
$100 income which he spends on consumpt’ .. 174 Multiplier of
and savings. We will assume that margit aggregate expenditure

AC =$100

64 16
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propensity to consum@pc = 0,8. It means that from each additional 1 dadtar
income economic agent spends 80 cents (i.e. 80r&gpasumption and saves
up 20 cents (i.e. 20 %) (i.e. marginal propenstgdvenps = 0.2). In this case
having received $100 of additional income the poeduwill spend $80 on
consumption Ydpc = 1000,8 = 80) and $20 will go on savingéifps = 1000,2
= 20). $80 spent on consumption (on purchase oflgg@nd services) create
additional income of one more seller who spends 864consumption Y/
mpc = 800,8 =64) and saves up $16 (respectively08D = 16) etc. The process
continues until expenditures increase reaches 0.

Let’'s sum up all received incomes to learn how mtathl income has
increased as a result:

AY = AC + AC [inpe +(AC Cinpe) Cinpe + (Aé |]npc3) [mpc +
_ (11.10)
+...= AC(1+ mpc + mpc? + mpc + mpe? + ) .

We have received infinitely decreasing geometrralgression (and this
is mathematical sense of the multiplier) with thasib (pc) less than 1.

: Expression#is
1-mpc 1-mpc

the multiplier of autonomous consumer expenditures. In our exantpé
multiplier is equal to 5 (1/(1 — 0,8) = 5). Consenqtly if autonomous consumer
expenditures grow by $100, growth of total incom&500 (1005 = 500).
Similar reasoning is applicable to a change of mut@us investment
expenditures. Increasing investment firm buys pcedwoods, creating income
to their producer who spends part of this incomeconsumption, providing
income to producer of these consumer goods etca Aessult growth of total
income will be several times more than initial mase of investments, i.e.
multiplier effect (in this case of investment exgiares) will operate and

Consequently its sum is equialAL, l.e. AY =
—mpc

producer also will be equal tel—
1-mpc

Graphic representation of the multiplier effect expenditures (for
example, multiplier of investment) is presentethia pic. 11.5.

Each following increase of income is less than joes. Multiplier
process continues until income increase doesnirbe@qual to zero.

The higher marginal propensity to consummpd) is the more magnitude of
the multiplier of autonomous expenditures. For gdamif nmpc = 0.9, the
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multiplier = 10 (1/(1 — 0.9) = 10) andnfpc = 0.75, the multiplier = 4 (1/(1 — 0.75)
= 4). So far aspc determines slope of the curve of planned expemdifthe more
Mpc is, the steeper the curve is.

NE=AI

AR° AY

P
<«

Yo 2 Y

Pic. 11.5. Multiplier of autonomous expenditures

The steeper the curve of planned expenditureseistile highenmpc is and
consequently multiplier is more), the larger inseeaf income similar increase of
expenditures gives.

11.5. Deflationary and inflation gaps

If actual equilibriumGDP is less than potential equilibriu@DP (Y < Y*)
so-calledrecessionary gap occurs in economy. According to Keynesian conoepti
this situation is determined bwnsufficiency of aggregate expenditures for
ensuring output of a full employment, thereforeisitnecessary to increase
aggregate planned expenditugdo achieve this output’f).(pic. 11.6a).

E Eqb =Y E Ed)_Y
A Ep
E ' .
B P2 :
| e ' ~ Ep,
Ep, : e p1 [, 5 . ;
AEp A : p1 i X
S TF 0 Epy[ ! g ;
Ay e —> AV e
Y, Y Y Y Y, 14

Pic.11.6. Gaps in the Keynesian modek: recessionary gap;— inflationary gap
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Initial equilibrium is point A in which the amoumntf aggregate planned
expenditures is equal #, and equilibrium actual output¥; that it is less than
output of full employmentY*. To provide outputY* planned expenditures
should be increased, i.e. cunég, should shift toEy,. It is important to
distinguish recessionary gap of expenditures am@sseonary gap of output
(GDP). The difference between the amount of planneceajpurestE,; andEy,
is a recessionary gap of expenditures (AE,), and the difference between volume
Y, andY* (AY) is a recessionary gap of output. Opposite situation, in which
actual equilibrium outpuY exceeds full employment output (potentidP) Y*,
l.e. Yo > Y*, is known agnflation gap of output what is a consequence of
inflation gap of expenditures in Keynesian moda, redundancy of aggregate
expenditures. To return to potential volume of otitph is necessary to reduce
aggregate planned expenditures. This situationeisgmted in the pic. 11.6,

Inflation gap of output is equal WY and inflation gap of expenditures —
AE, whenAY is multiplied magnitude\E,. To liquidate inflation gap planned
expenditures should be reducedA¥y, what corresponds to a shift of the curve
of planned expenditures froBy, to Eg.

According to Keynes and his followers it is diffitenough to change
amount of private sector expenditures (especialin¢rease them if households
have low incomes and can't increase consumer expeesl and firms are
pessimistic about future and don't wish to invept)blic sector expenditures
should change what will provide regulation of eamyoand if not a complete
liquidation, then reduction of gaps of output.

CHECKLIST

1. Give a definition of the concepts "aggregate corndion” and
"aggregate savings". Keynesian theory of consumptio

2. Which alternative theories of consumption do yoaw#

3. What are "investment expenditures"? autonomous amiliced
investment? What factors do they depend on?

4. Define concepts of actual and planned expendituBisow and
characterize the model of "Keynesian cross".

5. Introduce basic points of Keynesian theory of nplikr of aggregate
expenditures.

6. Paint deflationary and inflation gaps in Keynesiamodel of
macroeconomic equilibrium. Characterize them.
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Chapter 12. FINANCIAL SYSTEM AND FISCAL POLICY
OF GOVERNMENT

12.1. Financial system: structure and principlesanfstruction.

12.2. Government budget: principles of construgtfanctions, forming
of incomes and direction of expenditures.

12.2.1. Structure of income and expenditures okgawent budget.

12.3. Budget deficit and government debt.

12.3.1. Government debt: its types and consequences

12.4. Theory of taxes. Taxation and its principlesx classification. The
Laffer curve.

12.5. Fiscal policy: the essence and kinds.

MAIN CATEGORIES

Finances, financial relations, money relations; economic players of
financial relations; objects of financial relations, budget, budgetary system;
state budget; local budgets; extrabudgetary funds, taxes; subjects of taxes,
theory of taxes; taxable object; tax sources; tax rate; budget deficit; government
debt; fiscal policy; discretionary and nondiscretionary policy; stimulating and
constraining policies.

12.1. Financial system: structure and principles of construction

Financial system is a set of laws, rules, norms, financial institn$ that
regulate financial activity and financial relatioofsthe state. Financial relations
are carried out in monetary form herewith them ecoaic interrelations during
activity of economic players are established. Titegral element of financial
system is finances. In translation from Latin "ficas” mean "payment” which
has begun to be applied as a ternXIil — XV centuries in Italy. Any payment
can't function without normally organized flow ooney between banks, firms
and population. Therefore there is a term "monetalgtions” which involves
all economic relations connected to fulfilmentrobney functions (medium of
exchange, instrument of payment, measure of valaalth accumulation).

Financial relations are a narrower concept than monetary relationsy Th
are a component of monetary relations becausedtepnly connected to flow
of cash assets funds. Financial relations dontudec relations connected to
goods and monetary circulation in retail trade,rpagt for transport, personal
services, entertainment services, utilities. Fimgnaelations are formed
between: government and firms; firms and bankshiwienterprises; among
various levels of government; government and pdjmuia
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Subjects of financial relations are governmentegmises, organizations,
natural persons and population. Objects of findnogations are financial
resources — a set of all kinds of money resouroesncial instruments which
economic player has: net income, capital allowantoesenovation, taxes and
non-tax payments, bankrolls.

The essence and role of finances are shown infth&tions. Distribution
function consists in primary and secondary distidyu (redistribution) of net
income. Primary distribution provides the proce$sextended reproduction
(reconstruction of spent production factors). Seeoy distribution provides
formation and replenishment of centralized monetands of state which are
necessary for fulfillment of functions and also dsrin-trust of enterprises,
firms, organizations and population income. Conthwhction is shown in
control of distribution and use of financial resoes by means of information
through various financial indicators on the basfstleeir comparison with
standard indicators (norms, specifications). Suclticators are profit,
profitability, revenue, and amortization. Stimufafi function of finances
promotes expansion and perfection of production]l famployment,
development and introduction of innovations.

Fulfillment of finance functions is realized thrdudinancial system.
Basic links of its structure are:

— budgets: republican and local;

— funds of social, property and personal insurance;

— exchange reserves of state;

— finances of business entities and households.

Financial system includes laws, decrees and otbgulatory legal acts
which settle monetary and financial relations.

Financial system consists is centralized and dealered finances.

Centralized finances include:

— budgets of all levels;

— extrabudgetary funds (pension, social insurancete stfund of
employment, obligatory medical insurance;

— credits.

Decentralized finances consist of finances of:

e firms, enterprises having funds of:

— accumulation;

— capital allowances;

— consumption;

— reserve.

e organizations and establishments;

e households.
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Financial system is based on certain principlesinMarinciples are
principles of democratic centralism and fiscal faliem. The first principle
assumes concentration of the right to mobilize dimdct a prevailing part of
financial assets on realization of government mow in hands of superior
bodies of governmental authorities. It is charastierfor a planned economy.

The principle of fiscal federalism means distribatiof powers between
republican (federal) and regional authorities antfiliment of functions by
separate links of system of using of finances dog from requirement of
ensuring national priority and prime purposes @osphere, defense, space,
foreign trade activities, etc.). The source ofitfi@ancing is state budget.

12.2. Government budget:
principles of construction, functions, forming
of incomes and direction of expenditures

Budget is recognized or accepted profile, table, and tsbemcomes and
expenditures of an economic player, state or alyafar a certain period of
time, usually for a year. Budget is calculated &mcounting of quantity of
disposable and spent cash assets and their conckspe.

Budget is a central part of finances and finansyastem. It is a financial
plan, an estimate of incomes and state expenditutegepresents full
information about finances, centralized fund oflcessources and directions of
their expenditure. The role of budget is considerab national economy.
Firstly, it is a tool of state regulation and lamhich is obligatory for execution
by participants of monetary relations. Secondly,ddet is a mean of
accumulation of cash resources for deciding glelsahomic problems. Thirdly,
the budget allows solving difficult problems.

Depending on economic player, in relation to fuflsvhich budget is
drawn up, we may distinguish state, regional anchlldudgets. Set of all
budgets of a country is characterized by consaaiadudget. In Belarus there is
a two-level budget — republican and local (munifip#& forms budgetary
system.

Budgetary system is based on the main principles:

— unity which means that government should have oblye
consolidating budget of the country to unite alames and expenditures. Unity
is provided with a legal basis, uniform budgetadgssification form of
document circulation, unity of tax system and séadd

— completeness, i.e. reflection of all income souraed direction of
expenditures at each level of budgetary system;

169



— reality, which means that sources of receipts ejpeesented in incomes
in amounts corresponding to the forecast of ecomodavelopment and in
expenditures — directions of financing which arsdobon prognostic indicators;

— publicity presupposing that budget projects arewshto public by
their discussion in parliament, its commissions iamgltaken up in mass media.

Functions of budget (distribution and control) drdfilled through
budgetary systemDistribution function presupposes accumulation of cash
assets in the state through certain channels efpteand their use for carrying
out of state obligations. Department of the treasund its regional bodies carry
out this function in many countrie€ontrol function becomes apparent through
implementation of control measures for generatiaa @atilization of cash assets
in various structural parts of economy. Control sugas are carried out by tax
inspectorate and police, departments of treasatyomal bank and state control.

With the help of budget government accomplish coration of
centralized and local interests of regions by ifigtion of taxes, transfers and
subsidies. Budget redistributes more than a hatfabfbnal income and 75% of
cash assets.

Local budgets of regions and towns are not inclugetheir incomes and
expenditures in state budget. Under the conditmihdevelopment of market
relations in the Republic of Belarus there is al&ty of increase of the role
and influence of local government (including on Hassis of municipal support)
on development of regional economy, entrepreneseetor.

A component part of state finances is extrabudgdtards having special
purpose. They are not included in budget but theyesmuivalent to it on the
principle of distribution and utilization. Extrabgetary funds are at disposal of
central and local administration. These are funidsoaial insurance, pension,
unemployment benefits and illness allowances.

12.2.1. Structure of income and expenditur es of gover nment budget

Public revenues are estimated in monetary form government receipts
the expense of levying of taxes, duties, paymeamsérvices of public offices,
foreign trade operations and foreign credits.

Receipts are classified accordingsmrces (mode of payment, subject,
object, and branchjypes of receipts (taxes from subjects of business entities),
way of collection (taxes and penalties, payments for services, aféds)ltiming
(untimely, temporary). Taxes account for from 809 of receipts in state
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budget. In local budgets they account for 50%. onreceipts include incomes
from state ownership, gold and exchange currencserves, penalties,
assignments from profit of national bank and etc.

Budget spending characterizes directions and pagiosf budget
assignments for development and regulation of emonand social processes.
Non-repayable provision of public funds from budfpettarget development is
called budgetary financing.

Structure of government spending in each country ik& features. In
developed and developing countries basic item @erditures is defense. In
countries with socially oriented economy considerghart of expenditures is
occupied with social items.

In Belarus budget expenditures are divided inttmWwihg groups:

— expenditures which finance development of realmseot economy
(industry, agriculture, building, transport etcgcceleration and increase of
paces of development of branches and manufactwesthke purpose of
maintenance of economic situation and economic trow

— development of agricultural sector and subsidy loects of social
sphere in villages;

— expenditures which finance objects of social sphereluding
education, public health services, culture, payneérsiocial benefits, support of
the poor, and maintenance of social and culturdlesyy wage payment,
provision of subsidies;

— national defense, law-enforcement activity and tesmance of
national security;

— internal and external debt service;

— securing of foreign goods delivery to internal n&rlexport crediting,
material support of foreign economic relations;

— financing of scientific and technical, innovationrograms and
developments, expenditures on public administration

Well-being and standard of living of population dad on suitability and
orientation of using the centralized fund.

Depending on a role in social reproduction proceds budget
expenditures are divided into current and capftalrrent expenditures form
budget of current consumption: transfers, paymdninterest according on
government debt, costs of maintenance of armede$prggovernmental
authorities and state administration, science gates developmentCapital
expenditures are budget of development connected to financihgcapital
investments in fixed capital, investment activity.
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Dynamics of structure of public expenditures inddarm outlook is
substantially determined by changes in demograptriacture of population.
When number of older people grows the share ok#penditures connected to
pensions, financing of special social establishsenrpenditures, establishment
of benefits and guarantees, realization of addiiomeasures of social
protection of citizens increases in state budget.

In countries with rather young population expenaisuon preschool and
school establishments, education, creation of nevkplaces increase.

Structure of expenditures of state and local bugldpets own features,
however the tendency of growth of a share govermaheexpenditures in
national income andsDP is everywhere. So there is a close interrelation
between state budget a@DP magnitude. If we conceive that sum of state
purchases of goods and services is a constant wloiesn’t depend on level of
income, then if income level is low it will lead budget deficit and if the level
Is high —budget surplus. If budget is balanced arofireceipts from taxation,
duties and fees coincides with size of state exjpueed in point D (pic. 12.1). It
Is also equal to segment DE. If national producesmt grow sum of tax
revenues of budget decreases to leB€l. Size of budget deficit will be
segmenfAB. If economic activity increases size of tax revenwill exceed
level of governmental expenditures, then surplusbeiequal to segment MN.
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Pic. 12.1. Deficit and Surplus of budget
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Thereby size of budget deficit is influenced byctluations of volumes of
a national product and national income. Even ifwdho of governmental
expenditures raises aggregate demand causing secrdaincomes, it doesn't
provide such an increment of tax and other recentteh would balance the
increased expenditures, i.e. sum of tax revenuds aways be less than
increment of governmental expenditures.

12.3. Budget deficit and gover nment debt

When state budget is planned government strivels dtwan of income
would cover expenditures. When this equality ischea there is a balance of
budget, if incomes exceed expenditures there wallabsurplus and excess of
expenditures over incomes forms a deficit of gowernt budget. Sbudgeted
deficit is an excess of expense items over income itehes,sum which
government expenditures period surpass incomes foertain. In developed
countries budget deficit establishes (including Bepublic of Belarus) within
three percent fronDP. According to IMF methodology it is important that
budget deficit doesn’t exceed 10% from nationauwm of output, in case of
increase up to 20%, economy and country are insblve

Causes of budget deficit are:

— permanent increase of a role of government in sghproblems in
various spheres of economy; expansion of economdt social functions of
government, growth of expenditures on maintenarfceocial sphere, army,
state apparatus and etc.;

— necessity of increasing living standard, well-benfigpeople;

— realization of government programs (social, farmyestment,
innovation);

— structural changes and market economy formatiorcanmged out;

— imbalance of public finances caused by instabilify monetary
circulation;

— delay of privatization of state ownership and ojpws to economy
liberalization;

— instability of an institutional and legal basisd#velopment of market
relations and enterprise sector.

The question about desirability or undesirabilify budgeted deficit is
determined by reasons for its creation. From thiatpof view active (structural)
and passive (cyclic) budget deficit are distingath
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Structural deficit is a result of consciously usedasures of government
expenditures increasing, i.e. excess of expenditoker income is built into
state budget when planning of execution of certsmtial and economic
programs. Such structure of budget deficit is fatmden there is natural rate of
unemployment in economy. Deficiency payment is nadten carried out at the
expense of credits of National bank and emissicstaie securities.

Cyclic budget deficit is formed as a result of Inesis recession and
reduction of tax revenues. Underproduction and ebsz of income cause
growth of payments and unemployment benefits, grdot repayment of
obligations of citizens.

Budget deficit causes certain consequences. Eitbysavings of citizens
reduce and their amount directed at financing itments decreases. Secondly,
consumer expenditures, aggregate demand for goodssarvices decline.
Thirdly, deficiency growth causes decreasing livetgndard.

In this respect various methods of regulation ofiget balance are
undertaken in many countries.

There are someoncepts of regulation in economics:

— the concept of annual balancing of budgets with e of state
running of income and expenditures;

— the concept of budget balancing on basis of cyiddeelopment, i.e.
government adopts business cycle policy and simedtasly balances its budget
during a business cycle. For example, at a phasscefsion government:

— reduces taxes;

— Increases government expenditures;

— stimulates aggregate demand.

As a result budget deficit emerges.

During inflationary prosperity phase that followscession opposite
measures are taken (formed in the previous perettidis compensated by
surplus of budget).

According to the concept of functional finances gmment’s main
objective is economy stabilization, and not buddealancing. Thus
macroeconomic stability can be accompanied by gtpaditive balance as well
as by budget deficit, i.e. budget deficit will ligate itself.

In developing countries with transitive economy vehénancial markets
are insufficiently developed budget deficit is canpated by currency issue. In
this case monetization of budget deficit takes @la&lso financing of budget
deficit is carried out by means of output and sdlstate securities in open stock
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market. But debt financing leads to growth of expemes of the state on

payment of percent on securities. Regulation cbmne and expenditures is also
carried out by means of tax rates but such mecimatesds to decreasing
business activity of business entities. Quite offjemernment resorts to raising
external loans. Thus, budget deficit and a goventmdebt are closely

interconnected. Therefore studies of budget defcg impossible without

analysis of structure and volume of government.debt

12.3.1. Government debt: itstypes and consequences

Government debt is the sum of the budget deficits accumulated &or
certain period except surpluses; it is general arhotiliabilities of government
to owners of state securities. In other wogtdsernment debt is the sum of
issued and outstanding state loans with not paickpé on them. It is formed by
temporary mobilization by state of additional fundsover expenditures which
were not balanced with income.

Government debt may be internal and external. Birstll loans usually
are floated within country. Social insurance funasnmercial banks, non-bank
financial institutions, population are possible @nsof securities. But country
can also have external debt. That part which $tateows from other countries
for covering of state budget deficit is includedttbanto state and foreign
external debt.

Internal government debt causes redistribution p€ome among
population of the country. External government deltabilities of country to
other states, natural and legal persons of thesates.

Government debt payments lead to a situation whamesn(income) from
less well-off citizens passes to more well-to-dope because precisely they
buy government bonds.

Government debt leads to economic and social colesegs:

— firstly, it reduces capital supplies in economypifa withdrawal for
acquisition of bonds and other securities leadshare capital reduction. It
means output reduction;

— secondly, interest on government debt service iddnsome for
population because it is necessary to cover thetheaexpense of increase in
taxes and currency issue; growth of taxes reduo@soenic activity;

— thirdly, payments of internal debt are accompaiededistribution of
iIncome among population to the most well-to-dazettis;
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— fourthly, reduction of share capital causes reductif output, income
and to falling of living standard in the future;

— fifthly, it causes possibility of bankruptcy of thation;

— sixthly, government debt causes transposition bt 8erden on other
generations.

According to payment terms current and capital gowent debt are
distinguished. Current debt is a debt payment tennwhich has come during
the current year. Capital debt is a debt on whayngent term hasn't come yet.

Government debt management is carried out usinfptlosving measures:

— issue of new loans;

— carrying out of conversion, i.e. change of initesims of loan or bonds
refunding;

— debt consolidation — prolongation of period of dali of a debt,
unification of several debts in uniform with podsilchange of loan interest. At
consolidation current liabilities may be transfodnato long-term ones by a
mutual agreement between government-borrower anergment—partner.

For a quantitative characteristic of governmenttdebblowing indicators
are used:

— general liabilities;

— ratio of various kinds of debts;

— differences between received and given out credits;

— comparison of debts per capita;

— degree of involvement in external debt calculatedtlze ratio of
external debt to national produce;

— ratio of external debt to currency revenue;

— ratio of annual amount of debt to currency procekdsg the year.

Critical value of this indicator is considered te B5% ofGDP. In 2010
public debt of the Republic of Belarus was equ&l 1&o.

12.4. Theory of taxes. Taxation and its principles.
Tax classification. The Laffer curve

In finance law revenues from taxation and nontasemees are clearly
distinguished as types of public receipts accordmgnodes of payment and
methods of levying. One of solutions of the problemdistinguishing these
terms is industry normative criterion, i.e. fisa&lations are regulated and
specified by fiscal legislation and Tax Code of Bepublic of Belarus, nontax
obligatory payments — by legislation of other sgiserfor example, pension
legislation, social safety, environmental and pelns.
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In this respect nontax payment is defined as amatolry individually
non-refundable payment or fee to budget which tiyelorms part of fiscal
system of a country imposed by nontax acts. Nop&yment is a quasitax, tax
surrogate which is defined as an obligatory payrteaitis not included in fiscal
system and is regulated by other legislation. @me-government withdrawals
are payments imposed by the government in a p&atiguocedure as a rule in
case of emergency or as a punishment (penalties).

From a legal standpoint there are the followingrabgeristics of a tax:

— abstract mode of payment;

— obligation of payment, i.e. not voluntarily but ¢ed;

— cash payment;

— gratuity of tax payment and specificity of recidi€budget or a non-
budget fund);

— lawfulness of levying taxes;

— tax is government takeover of part of property wipaging taxes to
the budget.

In terms of these characteristics tax can be defasethe only legal form
of property alienation on the principles of indiva gratuity, irrevocable
character provided by government compulsion but aotpunishment or
contribution which aims at provision of financiallgency of bodies of power.
This definition allows separating a tax from charged duties payment of
which requires a special target (for example, theda of taxation) and special
interests (compensatory nature of payment).

Theory of taxation is scientifically grounded conceptual models etél
systems comprising principles of construction, ctrice which define the role
and objective of functions of taxes. Theories aketaare dynamic, the change
depending on concrete historical and socio-politicanditions, level of
economic development and national peculiarities.

Formation of scientific beliefs about taxes as aonemic category was
preceded by beliefs about tax relationships betvggamernment represented by
supreme power and citizens. Early philosopherstéties Xenophon advised to
diversify sources of state income and not to limitto taxes only. The
mercantilists (Th. Hobbes) marked out direct ardtirect taxes, discussed which
ones were more preferable not denying the absaighd of government to
Impose taxes. Consequently they didn’t deny theriatation between taxes and
economic processes. The physiocrats (F. QuesnayJufgot) first raised
guestions about tax equity and sources of incomes.
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Adam Smith defined taxes as more or less ordemgdae withdrawal of
part of income from business entities and set uiples of taxation:

— uniformity;

— definiteness;

— convenience of payment;

— cheapness.

The followers of A. Smith and D. Ricardo, for exdepl. Mill thought
that taxes play only a role of sources of budge¢maes and they shouldn’'t be
burdensome.

Fundamental and applied researches of the probleaxes were held by
Russian economists A. Isaev, A. Sokolv, I. Kulishér Tverdohlebov. They
gave proof of taxes as an important reproductionchaeism. Their
recommendations were applied while providing finahceforms. Later, after
the cleavage of the world community into two antagtic camps, two political
systems universally recognized theory of taxeh&WSSR underwent changes.
The science of our country was influenced by treasdof Marxism. The main
goal of theoretical researches of Marxism was exilan of the nature of taxes
as an economic category of administrative regwatiastribution of income and
property of subjects of economic relations, ideding of taxes and payments.
The way out of the situation as it had developed wansition of post-Soviet
countries to market economy.

In developed countries (the USA, Japan, countrieg/estern Europe)
economic relations in the field of taxation wereltbon Keynesian, neoclassical
and new Keynesian theories and on monetary ecosofrallowers of Keynes
think that taxes as well as interest rate servieegilate economy. They act in
the economic system as ‘built-in flexibility meclsm’, level out aggravation of
economic instability from a decrease in budget mes — during upturn
economic cycle taxable income grows more slowhnthavenues from taxes;
during crisis the tax drops faster than incomesfaBy that relatively stable
station of life can be reached.

New classical economics is based on the preferehdeee competition,
stability of economic functions. External adjustmer@asures are directed only to
eliminate obstacles impeding hold of the laws ekfcompetition. Government
fulfills indirect functions in economy regulatiomé first of all -monetary policy
of national bank.

Taxes are a very important element in new Keynesngory. Irving
Fisher and Nicholas Kaldor found necessary to diffgate taxable items in
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reference to a consumer: to tax end value of awnaed good and saving being
limited to deposit interest rate. The idea of astonption tax is at the same time
an incentive for savings and an instrument of dagainst inflation. Graduated
consumption tax with the application of tax dedoresi and concessions for
certain goods is fairer for people with low income.

Monetary economics (M. Friedman) suggests limititige role of
government only to that functions which only thatstcan fulfill — to regulate
currency in hands and impose tax rates.

Having analyzed all the theories of taxation we e there is no one
perfect theory of economic regulation but therea isooperation of three main
concepts:

— Keynesianism and its different variations;

— theory of supply;

— monetarism.

Foreign theories of taxes differ by statements twHmrm the basis of
fiscal policy financial legislation.

In the Republic of Belarus theoretical and appliesearches only arise.
The research subject is foreign experience in coctsdn of fiscal system, place
and role of taxes in the management of economy. u@eculiarities of
transformation processes in the country nativeafikagislation is not stable and
subject to improvement and quite often — radicangjes. Especially changes
negatively affect business activity.

Taxation is the process of imposing and levying taxes m ¢buntry,
determination a size of taxes and their rates, qoloe for payment of taxes,
number of legal and natural persons subject totitaxaTaxes are the main
source of replenishment of government income aredadrthe main instruments
of government regulation of economy, consequentigstruction of effective
tax system is one of the most important goals efctbuntry.

Taxes are one of the main elements of taxationtaxndystem. Taxes are
obligatory payments levied by government on legal aatural persons that
form part of state and local budgets. Tax systethadotality of interconnected
taxes, taxation methods, and tax use and taxatamie®. The main legal
document is the Tax Code. It is a code of legsha#icts about taxation united in
one integral document.

There are several principles that form the bastaxtystem construction:

— generality — tax coverage of all legal and natperisons possessing
income and property;
— obligation — tax payment within set deadlines;
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— taxation at uniform rates;

— one-time taxation;

— stability — tax rates and procedures for paymerdulsim’t often
change;

— simplicity;

— flexibility — tax system should stimulate developmef branches of
economy;

— equity — taxpayers should pay equal and unequalssom the
assumption of economic status of a person.

Tax system comprises the following elements:

— taxpayer — legal or natural person;

— items subject to tax — income, property, land;

— bearer of taxes — person whose income is leviedXss;

— source of taxes — assets from which tax paymergscarried out
(wages, profit, revenue);

— tax rate — the amount of a tax per unit subjeqiayy

— tax relief — tax reduction, withdrawal of certaileraents of taxable
items from taxation, tax exemption;

— tax payments — types and groups of taxes;

— tax base — a sum which is subject to taxation;

— tax burden — the amount of tax collections.

In economy taxes fulfill different function&iscal function provides with
cash flows into state budget and non-budget fumdsfulfill this function it
necessary to determine the amount of a collectedbégause high tax level
brings down work incentives and reduces manufagctines low one — doesn’t
make it possible to complete the budget and tooperfthe duties of the
governmentRegulating function supposes that we can influence manufacturing
process and its development by means of gradedatas and reliefsSocial
function enables government to smooth income differencesadaety by
introduction of progressive taxation.

There are two main concepts of taxation in econsmi¢he concept of
received welfare and the concept of inability toy.pAccording to the first
concept taxes are considered to be a method ohding of government
expenditure, according to the second concept the sf tax is defined by
amount of income.

Kinds of taxes. According to items subject to tax there aleect and
indirect taxed.Direct ones are taxes on revenue of legal and naturabpeis
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on property items (profit, income and wages — inedax, real estate tax, land
tax and tax on securities). These taxes can't lbeopwther people. They are
payed by owners.

Indirect taxes are included in price of a good or service anserdi Indirect
taxes comprise Value added t&AD), sales tax, excise tax and tariff duties.

Due to the aim taxes can beneral andspecific (purpose)General ones
form part of state budget and they are used forexmiudable costsSpecific
taxes have a purpose.

Sate andlocal taxes are distinguishe6tate taxes form state budget of a
country.Local ones are a part of regional and municipal budgets.

As it was stated, the goal of
fiscal policy is to choose an t4Taxrate
optimum level of taxes. Now we
will use the graphic method to,q,
understand how to choose the
optimum tax rate and if it really
exists. We will construct the Laffer ;g
curve.

There is an interpretation of
Laffer's idea in the pic. 12.2. Tax”>
payments to budgefl)( are plotted
along abscissa axis and marginapso

I
| e Y, fi
tax rate () — along ordinate axis. |
Let income tax rate rise. In | v T
proportion to raise of tax rate from © , ’

Ho Budget re\:/enues
zero to 100% vyield Y — tax
revenues) at first will grow from
zero to maximum (point H
corresponding to 50 % tax rate) and then — decragai@ to zero.

It is seen in the picture that 100% tax rate wit provide payments to
budget as well as zero tax rate. The tax above &% as a confiscatory tool.
The answer to a high tax rate will be adequateallegtivities may cease and
turn into "black market".

Laffer supposed that if economy was in point H thesfuction of tax rates
will bring tax revenue closer to pointykh the picture, i.e. maximum level of
budget revenues. This tendency, according to Lafaeronnected to the fact that
lower tax rates raise work incentives, savings,estmnent what leads to
broadening of taxable base and lessening of gowarhrsocial payments.
Manipulation of tax rates is reasonable within 28)-per cent.

o — — _\H

Pic. 12.2. Laffer curve
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12.5. Fiscal policy: the essence and kinds

Fiscal policy is government activity in the sphere of taxation,
government expenditure and state budget aimed plogment of population,
balance of payments equilibrium and growth of nwitationary GDP (GNP).

It is one of the main instruments of macroeconopadicy by changing if
taxation and state expenses.

Its main goals are flattening out economic cycleysion of sustainable
rates of growth, achievement of high employmerd eaitd low inflation.

According to the mechanism of manipulation of ecurosituation fiscal
policy can bediscretionary and nondiscretionary, so called policy of built-in
stabilizers Discretionary police presupposes conscious manipulation of i@xat
and government expenditures by legislative powerinituence economic
activity, i.e. changes in production volume, empheynt, price level and
economic growth acceleration. These changes arectlyir connected to
adjustments of budget revenues and expendituresdiing appropriate law
regulations. These measures also influence aggraedmnhand and aggregate
supply. Changes in one of the components of agtged@mand — consumer
expenses, investment, government expenditure aexpatrt will have multiplier
effect leading to a relevant change in yield.

Nondiscretionary policy presupposes that level ofiget revenues and
expenditures nay change automatically without argcision made by
government but as a result of built-in stabilizeesforming. Progressive tax
system, system of public transfers, unemploymesurance, etc. are considered
as such stabilizers. For example, during the remessevenues fall which
automatically reduces tax revenues and remainingniees of enterprises and
population nave a positive impact on economic dsvakent.

At a decrease in volume of output not only incoraédiso tax rates may
reduce which is accompanied by a decrease in tkelb amount of tax
revenues as well as their share in income of societ

System of unemployment benefits and special payneito have
countercyclical effect. Thus, increase in employtrleads to higher taxes and
tax revenues and lower unemployment benefits. \W&itllump in production
there is an increasing number of the unemployedciwiheduces aggregate
demand, but also increases unemployment benefits, Tn turn, supports
consumptiof slows the fall in demand, prevents crises, angsh& stabilize
output of national product.

The main drawback of nondiscretionary policy isttitaonly helps to
smooth out cyclical fluctuations but cannot remtham.
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Discretionary fiscal policy depending on a phaséwdiness cycle can be
stimulating or restrictive.

Stimulating fiscal policy or fiscal expansion (erg@éin of economic
impact) in the short term softening business cylodps to overcome economic
downturn, supposes increase in government sperafidgax cuts. In the long-
run tax cuts may stimulate economic growth.

Restraining fiscal policy is intended to limit cig&l recovery and
assumes a reduction in government spending, tagases. In the short term,
these measures are aimed at reducing aggregatendeméation decrease,
reducing costs, and increase in taxes. In the terrg restraining policy leads to
decline in production and increase in unemployment.

To see if fiscal policy is carried out by governmeaorrectly, it is
necessary to evaluate its results. For this purpo$ien state budget is
examined, its content and ratio of its revenue exjenditure. But you cannot
always make a clear conclusion as actual budgetitdahd surplus can vary due
to changes in taxes and government spending, dsasvély the volume change
of national product or income. To resolve these@iassand to determine the
measures analysis of the situation of full employtmis used and then it is
necessary to estimate what would be a deficit glgs of the state budget.

CHECKLIST

Essence of finances, financial and money relations.
Structure of financial system.
The concept of budget and its functions.
What are the principles of budget and budgetarieay?
What are the main principles of fiscal system?
Characterize direct and indirect taxes.
Construct the Laffer curve, explain it.
8. What is the essence of impact of tax mechanism conamic
processes regulation?
9. What concepts of budget management du you know?
10.The reasons, concept, types and main methods oficpdebt
repayment.
11.Define the essence of fiscal policy, its instrumsemnd built-in
stabilizers.
12. Mechanisms of stimulating and restraining fiscdiqyo
13.Name main features of fiscal policy of the Repubh@elarus.
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Chapter 13. MONEY MARKET.
MONETARY-CREDIT SYSTEM
AND MONETARY-CREDIT POLICY

13.1. The concept of money and its functions.

13.2. Monetary system: the idea, structure andstype
13.3. Money market and its elements.

13.4. Credit and bank systems. Banks and theistype
13.5. Monetary-credit policy. Types of monetaryelit@olicy.

MAIN CATEGORIES

Money; circulation of money, monetary system; batlisih;
monometallism; monetary market; monetary aggregatesey supply; demand
for money; the banking multiplier; monetary baseedit and bank system;
national bank; commercial bank; credit, requiredseeves, loan interest;
discount rate; open-market transactions; issue gssaeserves.

13.1. The concept of money and its functions

Money is an amazing invention. It represents thegial element of our
daily life. In different centuries, historical efcin various cultures rice, cheese,
furs, stones, metals both other natural substamzgewelry were used as money.

Question of money origin was investigated by thecaéschools and by
many generations of human civilizatioorigin of money is connected to
developments of exchange and the simplest formxchange of goods for
goods, or barter. Barter transactions as an exehd&ogn were limited by
quantity of participants, a set of goods offerecmoexchange. Barter as a rule
excluded a set of intermediate commercial transastand phenomen@uring
the process of deepening, division of labor andetigpment of exchange in
different regions these difficulties were resolvied a good possessing the
greatest possibility to be sold and ability to exutpe for other goods satisfying
initial needs of consumption. Hence, ability of gedo be purchased and sold
has a set of restrictions. They affect people whigve no needs, are debarred of
possibility to consume owing to legal foundatiotransportation problems and
too high costs on delivery and service; bordersabés volume, time and terms
of realization of certain goods.
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Thus, money is a product of historical developnteing got the greatest
capacity to be sold. At an early stage of developiraétrade in different countries
and regions people searched for goods which wodet mne requirement — to
obtain general recognition of buyers and sellersaamedium of exchange.
Gradually precious metals — gold and silver — becamabsolutely liquid medium
of exchange. These metals became money becausgosmsssed a set of qualities
allowing them to carry out a role of absolutelyuld) medium of exchange
(conservability, high value in small volume, ditaity, rarity in the nature).

Money is a special kind of a specific good use@ asiversal equivalent
by means of which cost of all other goods is exgeds Money carries out a
number of functions:

— money as a medium of exchange. In transactionoflg exchange
they become intermediary between sellers and bwfeysods and services. The
formula of barter exchang& — G turns into the formula of commodity
exchangeG — M — G. Money releases each economic agent from necessity
searching coincidence of interests of participasitpourchase and sale. The
ability of money to carry out circulation functias caused by such properties as
divisibility, difficulty of falsification, capabiliy to be in circulation over a long
period of time, value exceeding its weight mease@rmm

— money as a measure of value. The essence of tledn is that "cost
of any good can be expressed by means of moneyunits in which we measure
value of things. As "weight is measured in kg, atug of things is measured in
money" and that considerably simplifies exchangendactions. Price and
measure of prices are connected to this functiagaddre of prices is a way and a
medium of measuring and expression of cost of good®netary units;

— money serves as an instrument of payment when goeed to be
bought or sold on credit, at repayment of lial@btiand loans, payment of taxes,
rent payments, penalties etc. Bill of credit is them of long-term obligation
made in written under established form. It is al thwat services business
transactions. The bill guarantees to so-called droldnconditional right
established by law to accept or return monetary gefen by it for a fixed term
and under certain conditions;

— sometimes money is used as means of hoarding @madf savings,
store of value. Money allows saving value of weafthabsence of inflation.
Monetary form of savings is formed when househdmist spend part of income
on current consumption postponing for subsequemswaption, for future.
Convenience of keeping of savings in the form ofmeyis explained by its
absolute liquidity. Liquidity is ability of any aststo turn into means of payment.
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— in the world market money acts as international npayt and
consumer means. US dollar is recognized as a demareersal instrument of
payment. It spreads to 86% of currency transactionte world. Collective
monetary unit euro.

Hence, money represents a leading asset whiclesamit main functions.
As opposed to other long-term assets (bonds, shehesjues, etc.), money
doesn't bring income to its owner. Absence of ineaga payment for high
liquidity of money.

As it was already marked, originally commodity mpneas used as
money and also was sold and were bought as usodksgadill the end oXIX
century the most widespread commodity money wad godl silver coins.

The epoch of so-called modern money replaced tbehepf commodity
money. It was called symbolic money. Paper money etsen as a medium of
exchange — they are convenient for keeping andyiogrr Its value was
supported by protection frames on legislative basis

Further development of exchange trade led to emeegef credit money. It
is a form of money generated by development ofitcrethtions. Credit money is
banknotes of central banks and bank deposits,lialsibties of physical persons,
firms and banks which can’'t be changed for gold.

Components of monetary aggregates in the Repulfli@abarus are
presented in the picture. 13.1.

Modern money is a universally recognized meang of
payment in the country functioning as equivalents
during the process of exchange in market economy

Cash — Functions of money Non-cash
. Coins | IMedium of exchande Bill
™ Ingots | [Means of hoardinj Cheque
(savings) Credit Card
Jewels
| Instrument of
paymen
—1{ World money

Pic. 13.1. Components of monetary aggregates arafifun of money
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Modern money is represented by monetary establiblgddw (decree) of
authorities and proclaimed as obligatory for reicepait an exchange and as a
lawful way of payment of taxes.

It is possible to consider the majority of moneybasik money in each
country. It takes form of deposits in banks or ofireancial institutions.

Money can be divided into cash and non-cash. Casteynserves cash-
in-hand flow. It is represented by coins, paper eywrbullions and jewels, i.e.
cash assets in their first-born form.

Non-cash money is money resources on bank accasatsfor payment,
clearing by means of transfers from one accourdnmther. Non-cash money
includes bills, banknotes, cheques, plastic cards.

13.2.Monetary system: the idea, structure and types

Carrying out its functions money continuously moweesgirculates. Form of
organization of monetary circulation in the courtteveloped historically and fixed
legislatively forms monetary system. Basic elemehtaonetary system are:

— national monetary unit;

— types of banknotes having lawful payment force;

— order of issue and circulation of money;

— forms of a non-cash and payment turn;

— measure of prices;

— state institutes which regulate monetary circuigtio

— order of exchange of national currency for foreagml exchange rate
fixed by government.

Depending on kind of money circulation we can digtiish two types of
monetary systems:

— system of coin circulation;

— system of paper and credit money circulation.

In the system of coin circulation two versions wgeserated: bimetallism
and monometallism. Historically system of coin aletion emerged first. In the
majority of countries in Europe system of silvermametallism was established.
In certain countries it existed till the middle tfe XIX century. But then
monometallism was replaced by bimetallisons(— twice). Two metals — gold
and silver — began to carry out the role of monkyo kinds of bimetallism
exist: system of parallel currency and system ofibé® currency. Crucial
distinction between them is that in the first caakie parity between gold and
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silver coins formed spontaneously according to miadost of metals. At the
system of double currency certain value parity etw two metals was
established by government. It was an obligatoryiregnent at stamping of
coins and their acceptance in out transactionsiafiiase and sale.

Gradually silver was driven out from circulationdagold in the majority
of countries began to carry out a role of moneyild@eonometallism existed in
three versions in the basis of which was gold steshds a form of organization
of monetary and currency relations. Gold standantchvhas existed in many
countries until World War | was characterized bgefrcirculation of gold coins
and gold performed all functions of money. Freecgkxpnd import of gold from
one country to another was supposed. In Russiadingoto currency reform in
1895-1897 monetary unit was the gold coin "gold bteli with the gold
maintenance of 0,774 gram of pure gold. Gold coinsulated as "imperials”,
"semi imperials", and also 10 and 5 rouble coirig ost known gold coins of
other countries are English sovereigns, Americaglesa(10 and 20 dollars),
French napoleons (FF20), Swiss vreneli (FS10, ES20)

At the beginning of the First World War exchangebahknotes for gold
was stopped, gold export was forbidden, it wasaexéd from circulation in all
countries except America.

After the First World War some countries of Eurapé&roduced gold
bullion standard. Banknotes exchanged for gold tsigb sums of money
established legislatively were paid. Countries Wwhiossessed small stocks of
gold in the twenties of the last century introduagmd-exchange standard.
Credit money and banknotes could be changed faidgorcurrency (foreign
bill). Foreign bill represented the internationa¢dans of payment in the form of
currencies of other countries.

Since 1930-s monetary system based on unchangeadd# money
started functioning. Gold was withdrawn from int@rncirculation of all
countries. It was possible to exchange banknotegdtd for foreign central
banks till 1971 only in the United States of Amaric

There were established in monetary systems obalhiries:

— exchange of banknotes on gold;

— emission of cash and non-cash money on the basicredit
operations;

— prevalence of a non-cash turn;

— strengthening of state regulation of monetary ¢aton. [5, p. 188]

As a result of world economic crisis 1929 — 1933temn of metallic
currency ceased to exist and system of unchanggaper and credit money
was set in all countries. Paper money (treasurgs)aind credit money (bank
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notes) remained legitimate means of payment onl@etgium and the USA.
Treasury notes are issued by the Ministry of Fieafar financing of state
expenditures, bank notes are issued by central bank

Exclusive right of emission and withdrawal of morfeym circulation and
monetary issue belongs to national bank. Non-castesnis put into circulation
by commercial banks in the course of credit openati Withdrawal of non-cash
money passes at returning of credits and caslsur@nder by commercial banks
of monetary cash to payment processing centresental bank.

Organization of cash and non-cash monetary ciromlatcan be
distinguished. Cash flow is regulated by Natioratlby of:

— order of cash operations and work of banks witlh essets;

— order of culling and annihilation of damaged, ditigped banknotes;

— rules of keeping, collection and transportatiocagh assets.

Central bank determines mechanism of non-cashlatron:

— rules of bank remittances of money;

— standards of payment instrument;

— forms of clearing settlements.

Thus, modern monetary system is characterized by:

— loss of monetary functions by precious metals scgold and silver;

— reduction of their use as money resources in cdimmecwith
expansion of credit money (bank notes) and non-oagiey application, etc.

— demonetization of gold, its exclusion from interrmhd external
circulation.

— transition to circulation of paper and credit money

— emission of money for state securities and incredsefficial gold
currency reserves pledged collateral;

— development of non-cash circulation and reductiocaesh one;

— distribution of monetary forms facilitating accosnfchecks, plastic
cards);

— regulation of money circulation with state instrurtse

13.3. Money market and its elements

Money market is one of types of market of purcherse sale of a specific
good — money. Elements of money market are demandnbney, money
supply and price of money. Agents of money market lzanks, broker and
dealer firms and nonbank financial intermediaries.

Supply of money in money market is total amounthafney which is
available in the country during certain period @sample, a year). It is not only
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cash but deposits of all kinds, short-term stateiseges. To calculate quantity of
money macroeconomists use the term "monetary agp€g Monetary
aggregates reflect kinds of money and money ressushich differ from each
other by degree of liquidity, i.e. possibility tarfh into cash quickly (for
example, from bank deposits or securities into casmon-cash means of
payment). Monetary aggregates,NWl,, M3, and M4 are illustrated in the pic.
13.2. [5, 17, p. 190, 174]

Among authors of course books in the field of ecnits there is no a
uniform position about structure of monetary aggteg. N. M. Zubko, M.I.
Plotnitsky and L.N. Davydenko pick out aggregates M,, M3, M, or L; E.L.
Lutohina picks ouMy, My, My, M3, My, Mg, L; P. Samuelson and W. Nordhaus
focus their attention on main measuring instrumeritsoney flow —M; and
M,; B.A. Raizberg and other authors consider thategmes M (cash),M;
(cash, cheques, nonfixed depositsl, (cash, checks, nonfixed deposits and
small time deposits)yl; (cash, checks, any deposits), L (cash, checkssitsp
and securities) are most commonly used. Analysiswshthat monetary
aggregates are of different structure in differeountries. Precisely they
characterize indicators of structure of currency and supply of money.

Amount of money in circulation

t Includes cash paper money and coins, money which sands of popu
M |lation and in cash desks of business entities Beodmaoney in deposits at
call of population, business entities and municguaitrol bodies.

IncludesM; plus checkless savings accounts, time depospsmilation
business entities, local authorities up to 100 sland dollars. Aggregate
M, [M2includes money as medium of exchange and alsgérabf saved
money which is easy for involving in circulation.

IncludesM, plus big time deposits (targeted at capital inwesit and
M, [money of population, business entities, municialtol bodies in the
form of securities.) It is called "quasi-money".

IncludesM3 plus deposits of population, business entitiesrandicipal
control bodies in foreign currency, easily soldeassuch as short-term
M, |state securities. They are called liquid becausg tlan be quickly trang
formed into cash.

Pic. 13.2. Monetary aggregates
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In our opinion, the optimal variant of structure amits M, M, M,, M3,
My, M5 and L as they are more diversified and reflectewinof each aggregate
more objectively.

At analysis of macroeconomic flows of money cirtiola aggregates M
andM; or Mg as a part of aggregate; Mre often used. Narrowly money supply
according toM; consists of cash in the form of metal and papenawoin
circulation and deposits in commercial banks. Metad paper money is
liabilities of government and state agents.

Metal money forms a small part of money supply évaeloped countries,
about 2-3 % of total supply. It is convenient tce textent that it allows
concluding any kinds of small purchases. But #yisbolic money. Its real cost,
for example, cost of a metal coin (ingot) is ingigant. It is made to prevent
plunder, meltdown in larger, raw ingots for the gmse of favorable sale. If
value of metal exceeds value of coins as money Wi#ystop functioning as
medium of exchange.

Paper money is about a quarter of money supplyanyncountries. Up to
90 % of all transactions are carried out using akeq Check settlements are
convenient, safe, plunder or loss of money are ssitde, it is more convenient
to draw a check than to transport, send, recakeusibre money. Consequently,
clearing settlements are a basic form of settlesentnany countries.

Broader money supply includes aggregatewhich besidedV; includes
non-checkable bank accounts and also small, noteelkeg 100 thousand
dollars fixed deposits. Accounts and fixed depdsiten "quasi-money" or "near
money" — non-cash money resources in time and ga\daposits in commercial
banks and short-term state securities. Broader yneupply is represented by
aggregates WM, and others depending on presence of this or thattsre of
the aggregates in different countries.

Money supply depends on a policy of National baaktivity of
commercial banks, and behavior of economic agdéwasional bank regulates
activity of banking system: carries out emissionssue of bank notes into
circulation. Currency emission means not only pmopof bank notes but also an
increase in all supply of cash and non-cash momeyrculation.

National bank supervises money supply influencingnetary base.
Monetary baseB) is a sum of cash out of banking systebh) and reserves of
commercial banksR)

B=C+R (1B
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Monetary base is less than supply of money becaosenercial banks
can create new money. Let's study the role of commakbanks in a change in
money supply in economy. Banks carry out passivikipg transactions if they
attract clients’ money for deposits but don’t pa®/iloans; monetary resources
attracted for deposits become absolute bank reseH@wever the purpose of
commercial banks is to carry out active monetarijicpdoy means of credit
granting. By using attracted deposits commerciakbareate credit money. At
the same time national bank requires that comniebpeiaks keep part of their
deposits as required reserves in the form of cadtand or on their accounts.
Therefore the National Bank determines reserveirepents for commercial
banks calculated as ratio of reserves to deposits.

Let’s suppose that initial deposit is equal to 10I@. roubles.

Additional money supply as a result of grantingneaeserve requirement
of 10% is equal to:

1% Bank Credit = (RUBLOOmIn. {1 — 0,1)) =RUB90 000 000;

2" Bank Credit = (RUBLOOmIn. /{1 — 0,1))2 =RUB81 000 000;

3" Bank Credit = (RUBLOOmIn. /{1 — 0,1))3 =RUB72 900 000;

4" Bank Credit = (RUBLOOmIN. /{1 — 0,1))4 =RUB65 610 000 and etc.
Total money supply is equal to:

100min| 1+(1- 03+( & Of +( 2 Oi+( 2 g |5

= i 100 mir= 1000 000 000roubles.

As a result of the new deposit additional moneypsugounted on the
basis of deposit or bank multiplier can be caladawith the formula:

m, =%ED, (13.2)

wheremy — bank multiplieryr —reserve requiremerid, — initial deposit.

The total amount of money irrespective of market ba represented as a
vertical line S,, starting at a point that corresponds to total amhaf money
available in country.

Demand for money is based on functions fulfillednbgney. First of all it
is based on the function of money as a medium ohaxge and as a store of
value. Fulfillment of the first function is based the fact that people need
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for this purpose is called operatlongl

transactions demand for money. |tS‘
amount is determined by nomlnaM»—
value of produced goods and serV|ce§5
The higher the total monetary value 03‘0
goods and services in economy, théé(r
more money is required for , . The amount of

transactions. 0 50 100 150 200 Offered money

At the present day different
interpretations of the theory of demand
for money exist. The most common is
the concept of economics of I. Fisher, A.C. Pidawlarris. |. Fisher introduced
the following equation:

>

Pic. 13.3. The demand for money

MV = PQ, (13.3)

whereM — quantity of money in circulatiory] — velocity of money in circulation;
P —weighted average price lev€l;— supply of goods and services in kind.

This equation states that the quantity of moneylmerxpressed using the
next formula:

_PQ
v ' (13.4)
l.e. quantity of money in circulatiofM) is directly-proportional to volume of
production or GDRPQ) and inversely proportional to velocity of mon@&).

In the neoclassical theory equatidfv = PQ is called the quanitive
theory of money.

The meaning of the function of money as a storgatdie is that people
can hold their financial assets in various formsthie form of bonds, equities or
currency. Demand for money in this case dependthernending interest rate
and is known as speculative.

Types of demand for money are represented in tbhwurpi 13.4. [17,
p. 175]: picture 4) describes operational demand which does not depen
interest rate,l) — speculative demand depending on interest rade@ — total
demand for money.

Picture 13.5 [17, p. 176] represents money sufplyas a vertical line,
demand for moneR,, — sloping line.

Interaction of supply and demand or money marketegesented by
combining of the curveS,, andD,,.
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Pic. 13.4. Types of demand for money

L

|
exce§s money

D

|

|

E »Amount of supplied ar
50 100 150 200 250 300 required money

Pic. 13.5. Equilibrium in money market

S. is supply of money of certain amount that doesdapend on lending
interest rateD,, is line of demand for money.

Equilibrium in money market is settled at interg@tipoint(E) of lines of
supply and demand for money. The point of interesaaletermines equilibrium
interest rate, i.e. cost of money. Money marketldnjum can be distorted due
to changes in both supply and demand for monegrdst rate restores money
market in response to these changes.
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13.4. Credit and bank systems. Banks and their tyjge

Credit system is a set of credit relationshipsyranfof crediting and credit
institutions. Credit system of a country consistsnational and commercial
banks, specialized credit and financial institusio@urrently credit system of
developed countries usually consists of three $evelentified by role
specialization of financial and credit institutionehe National Bank occupies
the highest level and a special place in the syslemt-stock commercial banks
form the second level. Specialized institutionsrfdhe third level. Both national
bank and commercial banks form banking system irclwkhey operate as a
single financial and economic mechanism. Bank (fttaiian banko— bench) is
a financial organization or institution that prodacrarious types of transactions
with money and securities and provides financialvises to government,
enterprises and citizens. Central bank is call@hKmof banks". It is independent
from government in its activities in the RepublidBelarus but is accountable to
Parliament and acts on the basis of the Law "AlibetNational Bank". The
main objectives of the National Bank are protecteord stabilization of the
ruble, its purchasing power and exchange rate spdoreign currencies,
development and strengthening of the banking sysfeime country.

The National Bank controls emission, credit andlessent activities and
fulfils the following main functions:

— develops and carries out common monetary policy;

— issues and withdraws currency from circulation;

— provides keeping of gold and currency reserveb®@tbuntry;

— sets discount (refinancing) rate whereby grantditséo commercial

— performs credit and settlement operations for guwent;

— monitors activities of credit institutions;

— carries out exchange control and transactions;

— sets reserve requirements for commercial banks;

— gives licenses and registers banks and specidlizaakial institutions
and fulfills many other functions.

The exceptional role of national bank in credittegsis manifested in the
fact that it does not aim at profit maximizatiordatoes not compete in business
sector with commercial banks.

The basis of credit and banking systems is jointistommercial banks.
They perform the following functions:

— accept and keep depositors’ funds;

— give out funds from accounts;
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— grant credits at their own risk;

— accumulate available cash assets;

— carry out purchase of securities;

— open and maintain accounts of natural and legalgmsrand etc.

Commercial banks favor acceleration of money tuenoand reduce
circulation costs. They are one of major institmioof government economic
regulation and implementation of monetary policke¥ provide direct financial
services for enterprises, organizations and indaisl

Commercial banks can be both universal and speedliUniversal banks
serve all customers regardless of industry. Thefopa following operations:
credit, depositary, fund exchange, settlement, idenfial. By virtue of
diversification of risk universal banks are the tmtable and this factor allows
them to drive out specialized banks. Specializedkbaserve a particular
industry, business, a group of clients or perforemall number of transactions.
Investment, mortgage and cooperative banks reféridkind of banks.

Nonbank financial institutions include nonbank fthinstitutions, pension
funds, insurance, investment, leasing companiescegait unions. Companies,
funds, unions and other special institutions fomd accumulate available cash
flow for granting purpose credits, loans and etc.

Necessity for credit relations occurred when songividuals had free
cash while others urgently needed it. System ohewuc relations was created
gradually in the process of assignment of fundddarporary use on conditions
of obligatory repayment and interest payment. I$ walled credit. Credit (from
lat. credit— to believe) means a "loan" in the form of mooeyoods provided
by one individual (lender) to another (borrowerfienthe terms of payment of a
certain percentage for the use. There are sewges f credits:

— state credit when government acts as a borroweMatnal Bank
acts as a lender,

— banking credit provided by banks in the monetamynfd@o legal and
natural persons;

— consumer credit provided to public in the form afable goods loans.
Lombard loans secured on property or jewelry faedain period are regarded
as a consumer credit as well. In the case if tlaa Iz not repaid in time,
valuables delivered at the pawnbroker's are saldfaa proceeds cover the debt.

— mortgage credit secured on property, apartmentsgbpurchased or
built;

— international credit issued by selling side to $ide which buys in the
form of prepayment for the purchase of goods ol¢hder.
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— commercial credit provided by natural and legalspas to each other
on debt or in the form of commodities by sellerstbe installment plan to
customers;

— leasing is a credit intended to provide equipmemhotor vehicle lease
with reservation of right of ownership in favor lefasing holder till complete
redemption.

Depending on the time period there are short temdhl@ang term credits as
well as credits against security.

Credit provides transformation of money capitabirthe loan one and
expresses money relations between lenders and wergo In productive-
economic relations credit is necessary, first 6f & a flexible mechanism of
money capital movement from one sector to anotBegond that, credit is
necessary to maintain the steadiness of circulatfidands of business entities,
support the process of flow and realization of picEll goods, continue the
reproduction process, increase capacity of ensmpriand manufacturing
departments, construct new industrial, social, asthuctural facilities and
apartments. Thus, loan affects formation of stmestwf social reproduction, the
most important proportion of economy, relation kedw funds of compensation,
savings and consumption, ratio of the growth ratk @evelopment of productive
and nonproductive spheres.

Summarizing, it may be stated that credit perfottmesfollowing functions:
redistribution of money capital, replacement ofhcay credit money based on
non-cash transactions, acceleration of capital eanation and production
development, ensuring its continuity and efficigngulation of financial and
monetary relations at the macro and micro levels.

The basic principles of lending are:

— repayment of credit means that funds borrowed lyisiness entity
after the completion of all transactions must lpare.

— principle of definite term means credit reimbursammeithin certain
time limits prescribed by agreement.

— purpose oriented credit disbursement means thdtitios granted can
be spent only for purposes specified in the cohtsabusiness plan.

— differentiated approach means various lending tetong potential
borrower.

— principle of availability against interest paymemgans that bank
collects from borrower a certain interest ratetfar use of credit resources.

Interest rate is a payment made by borrower todefat a credit use.
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Interest rate fulfills the following functions:

— redistribution of share of profits of legal entgieand income of
individuals;

— regulation of production and money circulation bgans of allocation
of loan capital at industrial, inter-industrial aimternational levels;

— anti-inflationary protection of money savings ofnka' customers at
stage of instability and disturbance of macroecanaquilibrium.

The value of interest rates depends on the follgvactors:

— discount rate;

— value of loan granted;

— inflation rate;

— amount of credit resources;

— cyclical fluctuations in economic development.

13.5. Monetary-credit policy. Types of monetary-crdit policy

Monetary policy is a government strategy and madidaactions in the
field of money circulation and credit in order tosere stable and productive
economic performance and to regulate monetarysyste

The objectives of monetary policy are classifiediaal and intermediate.
The underlying purpose is to help economy in aitginoverall production
characterized by:

— economic growth;

— full employment of able-bodied population;

— stability of price level;

— balance of payments steadiness.

The most important intermediate objectives sti# deliberate policy of
maintenance of money stock, interest rate and egehaate. For example, if
business entities have insufficient free cash, thgrlementation of commercial
deals, domestic investments and social functioesroes more difficult, on the
other hand excess of money causes monetary dejwacad decline in living
standards, generates inflation. Consequently, enfitlst case, monetary policy
should be oriented at expansion of lending opearatiof banks, while in the
second — at their reduction, that is a transitea tough lending policy.

Direct and indirect monetary instruments are digtished. The direct
ones include regulation of interest rates and liemting.

The indirect monetary instruments are:

— change in required reserves ratio;
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— trend of discount rate;

— open market operations.

Monetary system control is carried out by NatioBahk with a help of
indirect instruments. National Bank sets requireskrves ratio in percentage of
deposit volumes.

Required reserves do not fulfill a function of dsponsurance but serve
for control and guiding function performance of iaal Bank and maintenance
of interbank payments.

Fulfillment of these functions by National Bankaalls accumulating both
required and excess reserves for unexpected ircofaemand for liquid funds.
The higher required reserves ratio is set by natibank, the lower the portion
of funds may be used by commercial banks for actperations.

Another instrument of monetary regulation is changé discount rate.
National bank grants credits to commercial bankkiatrate. In the case if discount
rate rises, the volume of borrowing from nationahk is reduced and lending
operations of commercial banks decrease as wedld8g the tighter credit is, the
higher interest rate is set by commercial banksnéyosupply is reduced in
economy, interest rates of commercial banks ineredesmand for them slows
down. That in turn reduces amount of investmentgaw@rnment expenditures.

Open market operations with securities are thel timstrument of money
supply control. It assumes purchase and sale otrgawent securities by
national bank. When national bank acquires seearftom commercial banks it
increases amount of money at reserve bank accdlrank sells securities, the
backward process takes place. Affecting monetase lihrough open market
operations, national bank regulates money supplyeaonomy. There are
flexible, tight and elastic monetary policies.

Let's suppose the national bankj4
fixes lending rate at the level, and
carries out a flexible monetary policy. \E \

Thus it tends to keep it, changing threo ) £, M

money suppWs. Initially, the money

;

. . ' L N\Md
market is in equilibrium at the point | Md, ;
E,. If demand for money increases, i i
that inevitably leads to increase of +——————— M - real money
. . M1 Z holdings
interest rates. In order to keep itrat P p P

level the national bank is forced to Pic. 13.6.Flexible monetary polic
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. M,
increase money supply fromP— to

r4 Ms
M, . -
\ — As practice shows, fixing of
E
fof-mmmmoeoo ~ M, lending rate is justified only in the
short run (pic. 13.6.).
\E Now let's suppose that the
I Udl national bank has selected mone
Profitable mone _ y
0 holdingsM /P ~ Supply as the object of control.
M,y g Based on a situation and condition
P of money market, it fixes money

Pic. 13.7. Tough monetary policy

supply at% level. Then the

money supply curvess looks like a vertical line in the pic. 13\When demand
for money isMd; the market is in equilibrium at the poift at the interest rate
(r1). Growth of demand for money fromd; up toMd, leads to disequilibrium
and increase of interest rate at the unchangedysapponey.
In the long run interest rate
4 fixing may lead to inflation. The
national bank is unable to maintain
money supply unchanged. So it
Md, follows resilient monetary policy. It
is based on the fact that the national
bank allows some expansion of
LMD money supply, but regulates its
0 g growth rates and corrects interest
Pic. 13.8. Resilient monetary policy rate level (pic. 13.8.).

There are two types of
monetary policy, "tight money policy" and the "easywney policy". “Tight
money policy” is carried out under conditions oflation (restrictive credit
policy (from lat. restrictio — restriction). It idirected at tightening and scope
limitation of credit operations of commercial banks., at decrease in money
supply. The national bank conducts operations afegument securities sale,
increases required reserves ratio, raises theufiscate. In case of insufficiency
of these measures it reduces flow of credit, lirdéposits and cuts the range of
consumer credit. With a help of these measures lwamnkes out the anti-
inflationary adjustment.

r
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government securities sale, increases required reserves ratio, raises the discount
rate. In case of insufficiency of these measures it reduces flow of credit, limits
deposits and cuts the range of consumer credit. With a help of these measures
bank carries out the anti-inflationary adjustment.

The main directions of monetary policy in the Republic of Belarus are
determined by implementation of sustainable development of the nationa
economy and social welfare. The aim is to promote al economy sectors, assure
internal and external stability of national currency and expand the resource base
of banks. Particular attention is given to arrangement of conditions of deposit
Insurance.
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national bank?

7. The main functions performed by a banking credit.
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Chapter 14. MACROECONOMIC EQUILIBRIUM OF
COMMODITY AND MONEY MARKETS:
THE IS-LM MODEL

14.1. Real market equilibrium. Construction of I8dine.

14.2. Money market equilibrium. Construction of thd line.

14.3. Joint equilibrium of real and monetary mask$ — LM).

14.4. The coordination of fiscal and monetary-dreuilicy. Use of the
IS — LMmodel for the analysis of consequences of stalitin policy.

MAIN CATEGORIES

Real market equilibrium. Curve IS. Shifts of theveulS. Money market
equilibrium. Curve LM. Shifts of the curve LM. Inatetion of real and monetary
sectors of economy. The IS — LM model.

14.1. Real market equilibrium. Construction of thelS line

ThelS — LMmodel represents a model of joint equilibriumeslrand money
markets. It is a model of Keynesian type (demadd}sit describes economy in the
short-term period and forms a basis of modern yhaioaggregate demand.

The IS — LM model has been developed by English economist Bitks
in 1937 in the article "Mr. Keynes and the classarsd was widely adopted after
that in the book of American economist Hansen "Manyetheory and fiscal
policy” (that is why model sometimes is named astiodel of Hicks-Hansen).

ThelS — LM modelallows: 1) to show interrelation and interdependence
of commodity and money markets; 2) to reveal thetofg influencing an
establishment of equilibrium as on each of thesekets separately, and in
conditions of their simultaneous balance; 3) tostber influence of change of
balance in these markets on economy.

The IS mode(investment — savings) — an organic componenhef3 —

LM model. It reflects interrelation between savingsyvestments, level of
percent and income level (pic. 14.1). Using thisdeloit is possible to
understand balance conditions in the real markdtiara commodity market
because equality of and S is a condition of this equilibrium. Dependence
between investment and savings is a straight lihesavings are higher in
national income, there is bigger possibility foedit system to direct them to
investment projects.
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The rate of market loan interest represents theef extra means used
by investors for purchase of investment goods, lemgseholds for purchase of
consumer goods of long using.

Change of rate of interest influences investmengeages. Occupying
means for purchase of investment goods, firmsdrgdt profit. Therefore they
invest means in equipment and industrial conswuast(get real capital) until the
norm of return from additional unit of the capiaiceeds cost of extra means for
purchase of this additional unit, i.e. intereserainy increase of interest rate
reduces efficiency of investment projects. Themefal interest rate is so high
that expected rate of return below this rate, frefuses realization of such
investment project and size of investment expengésbe reduced. Hence,
there is an inverse negative relationship betwess af investment expenses
and interest rate. The lower interest rate is]dfer desire to invest is. Function
of investments can be written down:

I =1(r), 14(1)
Or, if itis linear relation
| =1 —dr @y
where | — independent investments, — interest rate, d —factor reflecting

sensitivity of investment expenses to interest ratel showing size of
investment expenses. The factor d> 0 and that s bdfore it in the formula
there is a sign "minus”, the curve has a negatigkniation.

Construction of the curvis is characterized by the pic. 14.1.

There is inverse dependence between investmentthanaarket rate of
percent. [16, 327] Let us start analysis from gaatl.

We can see from the picture that when the rgtes(higher, there are
fewer investment& Investments, correspond interest ratg 1, — to ther;.

In quadrant Il bisectdlS is starting from the orogon of coordinates, réflec
equalityl=S Equality of investments to savings allows to dtbkatl,=S,

In quadrant Il presented curve (S) characteribesschedule of savings
which volume depends on real income (Y). The incofpeorresponds to the
level S. Knowing income parameter¥,j and interest rated), having restored
perpendicular to axes of ordinates, we find ptipin quadrantV.

If the interest rate rises fromy to r; it will lead to reduction of
investments td; and to decrease in economic activity and incom&;tBy
analogy we find the other point in quadrdvit- 1S,. Having found point3S,
andl& it is possible to spend cur{s.
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Pic. 14.1. Equilibrium model in the commodity marke
"Investments — savingslS)

The curveS shows all possible combinations between inteedst ) and
income ). Any point in the curve reflects equilibrium lévaf savings and
investment or balanced market. It also confirmg thbalance condition in the
real market is equality of investments and savings.

The curve IS has a negative inclination, its volume of output
counterbalancing a commodity market, submits witkriest rate growth. Higher
level of interest rate causes reduction of investnasd consumer expenses or
aggregate demand that conducts to lower level daifiliequm income.
Movement along the curvdS) (pic. 14.2) shows that income level should
change when there is a change of level of intesdet After that equilibrium in
the market can be saved.

The curvelS splits economic space into
two areas. In all points lying above, volume of
income is bigger than planned expenses because
supply of goods is bigger than demand for them.
At the point A total outputY}) is bigger than the
equilibrium one. This surplus of goods conducts
to unplanned accumulation of stocks. The volume
0 \Z Y. Y of output as a result decreases, and economy

Pic. 14. 2. The curvis moves to equilibrium conditioS. At all points

I 4

I
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below the curvedS deficit in the market can be observed. For exangblpoint B"
volume of total outputYy) is below equilibrium and increasing aggregate afsin
assumes growth of volume of output and displacementlirection to the cunis.
Shifts of the curvelS are caused by
changes of any component of expenses:
consumer (C), investment (I), government
spending (G) and tax (T). The cun&moves .
from positionlS; to positionlS; (pic. 14.3.) as ¥
a result of increase: consumer expenses, | |

A

planned investments (which are not AN
connected with interest rate change), the o Y:A YA »Y
government expenditure and decrease in_ _

taxes Pic. 14.3. Shift of the curi&

Construction of curvd=S carries great importance for understanding of
macroeconomic equilibrium. However for the compleiteture, it is necessary to
know balance conditions in the monetary marketémstructing the modébs-LM

14.2. Money market equilibrium. Construction of the LM line

Equilibrium of the money market is defined by theve LM (liquidity
preference — money supply) which shows all possiaaties ofY andr at
which demand for money is equal to supply of moneythis case money
represents the monetary uMt including cash and means on current accounts
(demand deposits — check accounts or accounts pestignte) which at any
moment can be transformed into cash easily.

The Keynesian theory of preference of liquidity underlies construction of
the curveLM. This theory explains how supply and demand caticei and parity
of real money balances define interest rate. Reahey balances represent
nominal stocks corrected on change of a price landlare equal tt//P.

According to the theory of preference of liquidigypply of real money
balances M/P)° is fixed and defined by national bank. Within imits of the
given model supply of money will make

Ms=C+D, (3.

whereC — cashD — assets on current accounts.
As supply of money is exogenous and doesn't depematerest rate.
Graphically it can be presented by vertical curdg (pic. 14.4),
corresponding to the real quantity of money setconomy.
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0 M/P* - 0 Y1 Y,
Pic. 14.4. Graphic conclusion of a curve LM

Demand for real monetary stocks Mp includes all kinds of demand for
money, namely: 1) transactional demand for money representing demand for
money which is used for purchase of goods and services (demand for money for
fulfillment of transactions, i.e. for transaction), following from function of
money as currencies, its properties of absolute liquidity and positively
depending on income level; 2) demand for money from motive of precaution,
also positively depending on income level; 3) speculative demand for money,
resulting from function of money as value stock, i.e. as financia active.

The higher interest rate is the less money is expedient to have in the form
of cash. If interest rate is low, it attracts people and they start selling bonds,
increasing the amount of cash. (The theory of money of Keynes carries the name
“the liquidity preference theory"). Thus, a person prefers to have so-called
"portfolio” of financial assets which comprises both cash and securities. The
portfolio structure changes depending on dynamics of interest rate.

The curve of aggregate demand for money has negative inclination which
Is caused by itsinverse relationship with interest rate.

Crossing of demand curve with supply curve gives the rate r; which
counterbalances the market of money a a given levels of income Y;
(pic. 14.4, b). If income increases to level Y, the curve of demand for money
moves to the right (upwards) (pic. 14.4), the higher equilibrium interest rate r,
corresponds to the higher level of income. Set of al pairs (Y;) which
counterbalance the market of money, would give the curve LM (pic. 14.4, b).

Thus, equilibrium of money market is established at a cross point A of a
curve of demand with a curve of supply. The economic mechanism of
establishment of this equilibrium is aso explained by the Keynesian theory of
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preference of liquidity which is based on negateerelation between interest
rate and a bond price.

Movement of interest rate to equilibrium occurs daese people start
changing structure of portfolio of their activest ¢he equilibrium interest rate
parity of monetary and non-monetary actives in #fplo is optimum). It is
lead by both change of demand for money, and chahgeapply of money. If
demand for money increases, and supply remain®wtih change, interest rate
raises.

Interest rate increases even when national banicesdsupply of money.
Reduction of monetary weight forces people tolsefids. If demand for money
decreases, or the national bank increases supphpoéy interest rate falls.

However not only interest rate sizanfluences size of demand for real
money balances, influencing balance of monetaryketaiLevel of incomeY
also influences demand for money. When incomegh,@xpenses are high and
people make more transactions, buying more goodssarvices and increasing
transactional demand for money.

In the case of infringement of balance the
economy aspires to equilibrium position, 1
defined by the curveLM (pic. 14.5). If '
economic situation corresponds to the poAdt "
which is abovd_M it is possible to speak aboutr2
superfluous supply of money. Population will
buy obligations to get rid of "excessive" money.
It will cause rise in prices for obligations and Y; Y,
interest rate will decrease until equilibrium setpic. 14.5. The curveM
by the curvd_M is not established.

If economy is characterized by the poiBt''on the right olLM, there is a
requirement for increase of money. At the poBit there is a need to have more
money and that is why obligations will be sold. ifh@ice will decrease, and
interest rate will rise until equilibrium is defiddy the curveM is established.

It is necessary to mention that the curié, as well as the curd&, doesn't
express functional dependence of national incoméntamest rate. It defines all
possible combinations of equilibrium values of imepand interest rate.

Change of the following factors can lead to shifth@ curvelLM:

— demand for money;

— supply of money.
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LMy )

LM2

»M/P »Y

Pic. 14.6. Shift of the curve LM
a) increase in supply of money;
b) equilibrium displacement

The growth of supply of money at a set level of intenede and fixed
volume of output (pic. 14.6.) shifts the curve opply of money in the position
%, and the equilibrium rate falls to lewel In the pic. 14.6 (b) the decrease in
equilibrium rate fronr, tor, corresponds to displacement of equilibrium from
the point Ainto the point A' and to movement of the curve frpasitionLM; to
positionLM, (lower and to the right).

In the picture 14.7 shift of the curkdV is caused by change of demand
for money because of exogenous reasons and at prisetlevel and fixed
volume of output at the levé#,. We will consider the point A on the curki,.
We may assume that as a result of financial cimsisconomy people desire to
have more money. It increases demand for moneyatfixed level of the
income and it is presented in the picture 18.7,

b)

Md
»Y ! »M/P

Pic. 14.7. Shift of the curveM (increase in demand for money)
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We can see that the shift of the curve of demandnfmney from position
Mgz into Mg,. New equilibrium in the money market shows that dguilibrium
interest rate will increase to the lewel and the equilibrium point will be
displaced from the point A to the point A'. Withetlyrowth of demand for
money the curvéM in the pic. 14.7. Moves from positidiM; to positionLM,
(upwards, to the left).

14.3.Joint equilibrium of real and monetary markets (IS — LM)

Neither the curvdS, nor the curve LM define by itself the volume of
equilibrium incomeY, and equilibrium interest rate. Equilibrium in economy is
defined by the curvd$ andLM jointly at a point of their crossing (pic. 14,

Simultaneously, equilibrium in money and commodiitgirkets exists only
at unique values of equilibrium level of the inco(Yg and equilibrium interest
rate (.) (pic. 14.8,a). Equilibrium in economy is established at thenpéi. Other
volumes of interest rate and income level meantti@t is disequilibrium in one
or both markets. For example, at the interest ratequilibrium in the money
market will be established at level of incoMg(line crossing, with the curve
LM), but in the commodity market with the same inderate equilibrium exists
at level of incomé, (crossing; with the curvdS).

b) c)

ESG R |
R ESM

| EDG l" 4_1 ESG
, , ESM EDM

Y. Y. Y, Y D Eepc
EDM

Y

Pic. 14.8. Joint equilibrium in the real and mongtaarkets

In the pic. 14. 8,b in points A and B there is equilibrium in the
commodity market (demand for goods is equal to Buppgoods) as they lie
on the curvelS, and in pointsC and D there is disequilibrium. On the
contrary, pointsC and D correspond to a balance in the monetary market
(demand for money = supply of money) as they arewwme theLM. PointsA
andB in this case correspond to a disbalance.
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General equilibrium is a situation of simultaneous balance in the
commodity and monetary markets which can be seqmiat E (pic. 14.8. (a)
and 14.8. (b)). The amount of equilibrium income Ypic. 14.8. (a))
corresponds to the simultaneous equilibrium of ¢dbexmodity and monetary
markets (and, hence, it also corresponds to tlamdcial market), Keynes named
it "the volume of effective demand".

How does the system come to general equilibriumitifis in
disequilibrium? If the commodity market is imbaladcthere is an unforeseen
change of stocks, and firms either reduce, or as®esolume of output, moving
economy to the poiri.

Crossing of curvetS andLM divides a plane into 4 areas (pic. 14£8in
each of which disequilibrium takes place. In areasdll there is a superfluous
supply of money as it is above the cuivd, and in areasll andIV, lying
below the curve.M there is a superfluous demand for money. Thussarand
IV correspond to the superfluous supply of goodssamdices as they are above
the curvelS while in areadl andlll there is a superfluous demand for goods
and services.

Directions of adaptation of economy and its moventerequilibrium are
shown by arrows. If there is a superfluous supglga@ods in the commodity
market, stocks of firms will increase, and the woduof output (incomeYy will
decrease (horizontal arrows go to the left in ateasd IV in direction of the
curve |S). At superfluous demand for goods stocks of firane reduced, and
output increases (horizontal arrows go to the niglatread! andlll in direction of
the curvelS). When there is superfluous supply of money inntfumetary market,
people buy bonds.

That conducts to decrease of interest rate (vedrcaws go downwards in
direction of the curveLM in areasl and Il), pic. 14.8b. On the contrary at
superfluous demand for money people will startirgglbonds to receive cash in
conditions of their shortage and that will leadytowth of supply of bonds and to
decrease in their price and, accordingly, to grosftinterest rate (vertical arrows
go downwards in direction of the curlz® in areadll andlV). It is necessary to
mention that there is a balance restoration imtbeetary market. For this purpose
it is enough to change structure of a portfolioasfives because that doesn't
demand considerable expenses of time while foramgd of volume of output
continuous time is required.

Let us examinethe economic mechanism of achievement of
equilibrium if economy is imbalanced, for example, at poin{pic. 14.8, c).
This point is in area Il where superfluous suppfynmney and superfluous
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demand for goods and services take place. Excessipgly of money over
demand for money will cause decrease in interdst tawill create people's
desire to transform "superfluous” money in seasifbecause of the growth of
demand for bonds and the increase of their priegsilibrium in the money
market will be established at poiBton the curved-M. But superfluous demand
existing in this area will lead to decrease in k$oof firms and to growth of
output (income) that will cause disequilibrium b&tmonetary market in arda
(point C) which is corresponding to superfluous demandnfoney. That will
lead to growth of interest rate and return it oe turve LM. However, the
remaining superfluous demand in the commodity ntaidkespite possible
reduction of investment demand is caused by grasftinterest rate. It will
provide further reduction of stocks and manufacinceease.

The monetary market will appear in disequilibriusugerfluous demand
for money owing to income growth will appear). Thaill cause growth of
interest rate and will return economy on cub at a point D which lies below
curvelS and corresponds to superfluous demand for the gaodservicesAs
a result of further reduction of stocks and groethmanufacture economy will
move to pointF, again having broken balance of the monetary maatcetuntil
it comes to poinkE. So, the economy will be like on a ladder untiliisithe nalil
of simultaneous equilibrium of the commodity andnatary markets. It is a
point of intersection of the curvéSandLM.

14.4. The coor dination of fiscal and monetary-credit policy.
Useof thelS — LM model for the analysis of
consequences of stabilization policy

Curves IS and LM can change position under thei@mite of following
factors:

— changes of the government expenditures;

— changes of taxes;

— Increase or decrease in supply of money.

In the modellS — LMinfluence of fiscal policy will be reflected in ifis
of the curvdS and monetary policy — in shifts bM.

Let's examine a shift of the curve IS which is eaudy growth of
government expenses. Equilibrium of commodity andney markets was
reached at poinE; at interest rate; and at national incom#; (pic. 14.9).
Economic situation in the country has demandedeas® in state expenses. It
led to increase in total expenditure and to groefthational volume of output.
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(A LM The CurvelS, moves to positiohS, as the
commodity market extends and starts
rof----------- exceeding supply of money. Balance
infringement at pointk; leads to interest
rate growth to the leve}. New equilibrium
)/ NG in commodity and money markets will be
reached at poinf, and total output will
increase toY, by sizeY,-Y; because the
0 Y, Y, Y »Y interest rate growth reduces animated effect
Pic. 14.9 Stimulating fiscal policy in th of government expenditure, and their
mode |SLM increase reduces volume of investment.
That is the effect of replacement which is
reducing efficiency of stimulating fiscal policyfimences.

Monetary policy assumes the tools of regulation ofarket
macroeconomic balance. Even if the economy is wliegum state at poink;
(pic. 14.10) the monetary policy which tool is therease in supply of money,
conducts to growth of level of income and decressénterest rate. Let’s
suppose government decides to lower rate of ungmmot and to increase
volume of total release by increasing of the olEmoney. These changes are
characterized by shift of the curdeM; to the right (downwards) on the
schedule. As a result interest rate decreases fyaim r,, income size grows
from Y; to Y,, and the curve occupies positiuM,. Falling of interest rate
creates superfluous supply of money in the marketcauses growth of
investment expenses and increase in demand forsgand services. Joint
equilibrium of commodity and money market movepomt £».

The result of a constraining monetary policy isrdase in incomes and
growth of interest rate which is based on reductbrsupply of money. The
decrease in supply of money is supposed
to be a return process: the shift of the
curve LM to the left (upwards), the
growth of interest rate and decrease in
volume of output. [21,141]

At any change in monetary or fiscal
policy it is important to know that tools of
one policy can influence results of the

r 4

M

)

- »Y .
Y1 Y2 other. According to the modés = LM,
Pic. 14.10. Stimulating monetary ~ hational bank will make any changes in
policy in modellSLM reply of increasing the taxes.
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Some variants are possible:

1. The national bank supports supply of money at eomdevel.

2. The national bank supports interest rate at conktaal.

3. The national bank increases supply of money to kexgd of income
at constant level.

Note: students are recommended to construct schedul@gesbiction of fiscal and
monetary policy in the model IS — LM independently.

CHECKLIST

1. What does the curd& show? How idSdeduced?

2. What factors make impact on negative inclinatio? ¥®w do they
make impact on negative inclination 1S?

3. What does the curve LM show, what does construatioits model
show?

4. How is equilibrium in the LM — IS model is estabiksl?

5. What are the reasons for a shift of the curves Iod &7 Construct a

6. Explain the schedule "the Stimulating fiscal policytM — IS model ".
7. Construct and explain the schedule "the Stimulanmgnetary and
credit policy in LM — IS model ".



Chapter 15: SOCIAL POLICY OF THE GOVERNMENT

15.1. Social policy: the idea, aims, functionsnpiples and directions.

15.2. Living standard of population.

15.3. Quality of living of population.

15.4. Incomes of the population, distribution aadistribution of income
in market economy.

15.5. The problem of inequality in distribution ofcome and social
justice provision.

MAIN CATEGORIES

Social policy, object, subject, entity, standardslife, quality of life,
consumer budget, minimal consumer budget, reasenabhsumer budget,
basket of goods, low-income poverty threshold, nme® of population, cash
incomes, incomes in kind, real incomes, social uaéty, economical
inequality, poverty, social policy, public assistan social insurance, social
service, social justice.

15.1. Social policy: theidea, aims, functions, principles
and directions

Social policy is the activity of governmental institutions ancdecmical
entities aimed at social development management easdiring living and
working facilities of people.

Social policy concerns all levels of public and mmmic activities. At a
micro level, social policy is one of the instrunerndf creating facilities to
provide hired workers with earnings needed to Safmimary necessities,
reproduce and support working efficiency, bring-ampd educating children,
create normal conditions in a family. At a macreeleit is a regional and
national social policy, that is an integral partsafcio-economic government
policy. Material security of social policy doesifrm itself, it requires creating
specified macroeconomic preconditions. This processe of the main tasks of
the government control.

Social policy not only helps to achieve social agnent, butalso helps
markets to function better, ensure stable earnireghjce the risk, smooth out
problems by redistribution of income, to meet sbara economical challenges.

The subjects of social policy are certain citizens, groups of citizens, tied
with certain relations that might be business, eaun or labor, and population
of a whole country.
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Entities of social policy — state run public authorities of local and
national levels, private organizations, profit argations of certain citizens,
who take act of civic and civil initiative. Theyxfiaims, tasks, priorities and
normative legal principals of social policy. Aldeely bring into effect necessary.
The main entity that coordinates social policy iision is government.

The object of social policy is forming socially stable and highly-
developed society able to ensure adequate starmalaildquality of living
simultaneously with an adequate level of social giance. Also its purpose is
to neutralize deleterious consequences of markehagay avoiding social
conflicts. Consequently entities of social policyerform equalizing and
promotional functions. Realization of the first @tion is achieved by practicing
transfer of income, social safeguards developmedtsacial protection of all
people and definite social groups. The second immeinplies maintenance and
stimulation of economical activity of the societythin legal boundaries and
forming work motivation of employees.

Carrying out these functions is really hard andunes special effort like
solution of difficult and sometimes conflicting jmems.

Social policy is based on the following principles:

— principle of social justice, that has its own historical peculiarities. It
assumes the equality of all people without refegetw their individual and
social differences. It assumes differentiation &ople according to their
contribution to producing welfare. Under this prple government should seek
to ensure equality of starting positions and satisbn of needs (equalizing type
of justice). But government must give an opportumnit get more profit for the
most active, able and effective members of so¢aistributive type of justice).

— principle of social safeguards assumes that citizens must be given
compulsory minimum of social physical and spiritvalues to be ready for
independent living.

— principle of individual social responsibility. It means that every person
who is able to function, must make an effort tourasatisfaction of their needs.
If there is no possibility to do that, governmeihiogld help its citizens in
compliance with conditions of national law.

— principle of generality presupposes that all citizens should be involved
into social activities. Of course it should be lwhem differentiated approach
[23, p. 198].

Social policy of entities exists at national andioaal levels.

At the national level aims, tasks and prioritiessotial development are
defined, normative legal documents are adoptednaindnal social safeguards
are established.
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It concerns such areas as:

— remuneration of labour;

— pension system;

— grants;

— medical care, education and culture;

— benefits and social service;

— target social programs.

At the regional level decisions that control so@ebnomic relations of
certain territory are made and social programsctbee to solve specified
problems of population of a certain territory aseloped.

Guidelines of social policy are:

— development of sociocultural sector;

— income of the population policy;

— policy in the sphere of labor relations;

— social protection of the disabled and the poor f@op

— population and migratory policy;

— environmental protection.

Thereby social policy is directed to ensure appaberconditions for
satisfying needs, improvement of the well-beingpebple, support less-well-off
sectionsand creation of conditions for reproducing workctar

15.2. Living standard of population

Standard of living includes the level of wealth, consumption of mater
goods, intellectual wealth and services.

In addition, it's a complex of indicators and cdmwhs that define
satisfaction of needsn comparison with historically conditioned social
standards of consumption. Measures of consumptiendafined by different
human needs, id est the necessity in resourcgshimical, social and spiritual
development. But people need not only a numbehiofys or goods, but also
some useful properties.

There are two levels of needs: top level and lovelleTop level is based
on education, knowledge, culture and mentality. Tdve one is defined by the
level of subsistence minimum necessary to ensuid functions in certain
historical conditions.

There are three kinds of consumer budget: minimamsgmer budget
(MCB), the real one (RCB) and the optimum one (OQBEB is the cost size
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of expenses on consumption of the benefits thatiges reproduction of

unskilled labor. RCB considers the actual levethaf economy development in
a country that is defined on the basis of reasonabltens of consumption of the
welfare. OCB assumes the structure of the welfaceprding to the norms of
consumption that are possible in connection withdbtual level of science and
mechanics development in a society.

Consumer budget is calculated for a family or peach for different
social-demographic groups.

There are two ways to define the structure anddst@s of consumption
in consumer budget. They asenormative method and statistical method.
According to the normative method items of expease formed by science-
based standards of goods and service consumptioa. statistical method
implies analysis of consumer’s behavior, which esestructures of different
social groups.

Metrics of standards of living includes 12 groupsnalicators (according
to the UN):

— infant natality, mortality;

— hygiene and sanitary conditions of life;

— housing conditions;

— education and culture;

— labor conditions and employment;

— income and charges of people;

— cost of living and prices on consumer products;

— transport;

— recreation and entertainment;

— social welfare;

— freedom and etc.

According to the domestic methodology there are rib&t groups of
indicators:

— real income of population;

— living conditions;

— medial care standard,

— means of getting education;

— social welfare development and social insurance;

— communal-general and cultural service;

— working hours;

— employment.
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15.3. Quality of living of population

Quality of living is a socioeconomic category that provides consmpt
level of material welfare and services, as welsatssfaction of spiritual values,
interests of individual and population, which arelersed by government and
population.

Unlike the standard of life, the quality of life \ery hard to define,
because this factor is an integral estimate, amditgtive indicators by-turn can
be hardly ever calculated.

The basic indicators of quality of life are:

— health of people;

— life expectancy;

— conditions and safety of work;

— physical and cultural development of population;

— environmental conditions;

— content, character, intensity of work;

— moral and psychological climate;

— interrelations between employees.

The estimatiorof the quality of life has two forms: degree ofisaiction
of scientifically well-founded needs and interestsd satisfaction with the
guality of living. The term ‘quality of life’ appead in the 1950s, because the
category ‘standard of living’ didn't reflect allund well-being of the
population.

15.4. Incomes of the population, distribution and redistribution
of incomein market economy

Population income is one of the most important indicators of staddzafr
living in any country.

The term ‘income’ can apply ta country as a whole (the national
income), an enterprise or a company (net incomejtizen (cash and natural
income of citizens, personal income). Income oikzerts is the sum of natural
and cash income. Cash income is:

— salary;

— entrepreneurial income;

— dividends;

— social transfers (pensions, grants, grants-in aid);

— receipts after selling personal and house property;

— income from letting or selling immovable property;

— income from selling agricultural products.
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Natural income is:

— payment in products;

— the value of natural income from a personal panetfarm;

— the goods and the services consumed without mgnedanpensation.

Real income of the population is the cash incomecibzens that is
estimated by taking into account the real priceg@mds and services and raised
taxes, or quantity of articles of consumption (gmoservices) which can be
actually taken into personal income. Real incomaeitned, thus, by the size of
nominal income, by the price level on goods andlises, and by taxes.

Incomes can be legitimate, received by legal mearnegitimate (received
from illegal activities, or covered from taxatiaw,have a criminal origin).

Level of income depends on:

— the level of development of the national economy;

— social policy;

— individual abilities of people, diligence,;

— predisposition to individual or teamwork, etc.

15.5. The problem of inequality in distribution of income
and social justice provision

Income is the factor of stratification of the sdgieand the root of
inequality in it. There are two types of inequaligocial and economic one.
Social inequality is an unequal access of the i to the social welfare,
scarce resources, immovable property.

Economic inequality is the state, when the minooiyns the most part of
the national wealth, so that there is an inversatiomship between level of
income and the number of its primary accumulation.

On the one hand, the population of country is thigted unevenly if the
level of incomes is taken into account; on the othend, the total amount of
income is also distributed between groups of pdurianon-uniformly. Lorenz
curve and Gini index are used when the level ofjuradity in distribution of
income is measured.

Lorenz curve shows, what part of a summarized yeamme was received
by population percentagewise, starting with therpsbcitizens and households
and finishing the richest ones.

For curve construction on the horizontal axis opecgies the percent of
the families that have a certain level of the inepand on the vertical one a part
of the cumulative income, that these families havgjven (pic. 15.1).
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Lorenz curve of absolute

106+ equality (absolutely even distribution
< / of the income) takes the form of a
S 801 B straight line OB) in case when the first
% 604 group, 20% of the population, receive
[ 6 20% of all incomes; 40% of the
P 401 ; population, accordingly — 40% of all
orenz iIncomes etc. Actually there exists
20745¢ a  CUrve rupture between a line of absolute
! 4 equalty and a line of actual

0 20 40 60 80 10C distribution. The more the curve
The amount of families, % . .
deviates from the line of absolute
equality, the more there is inequality in
distribution of incomes among the population. Tisatreal distribution will be
characterized not by straight the [i08, but by the curve OabvV. The form of
Lorenz curve shows the degree of uneven distribugfancomes.

Between the straight lineOB) and the curve (OabvV) the area M is
formed. If we divide the area M into the area oé tiniangle OBA we will
receive an indicator that measures the level afuaéty, which is called Gini
index. Thus Gini index equal to zero of percentrabierizes a situation of
absolute equality, and the index of Gini equal@0% indicates of "an absolute
inequality".

More simple way of defining an inequality in poptida incomess parity
definition between highly remunerative and low paifle levels of the
population, between "top" and "bottom" groups & population or households.

The excessive income inequality has a negativdlyance on people’s
quality of life and causes rise in number of patezens in the country.

Poverty is an extreme insufficiency of money resources godds for
normal life and activity for a family or for a pers Low-income poverty
threshold is the established level of monetarymmedor a certain period of time
which provides physical and a living wage. There #@aree kinds of poverty:
absolute, relative and subjective. Absolute poverty state, when income level
of a person, family, group doesn’t allow them tloguasition of welfare of the
first necessity according to the established norRelative poverty is the
absence of the worthy income in comparison witteothnembers of a society.
Subjective poverty is person’s estimation of higlaveing according to his own
understanding of worthy living. The signs of poyeare low quality of food,

Pic. 15.1. Lorenz curve
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unsatisfactory accommodation, problems connectéd mealth and education,
poverty of human potential.

One of the major forms of the minimal social stgtandards is the
minimum consumer budget (MCB). MCB is the minimaktome, and if it
becomes less, a person can not provide simple degtion and socially
comprehensible way of life. MCB is calculated faffetent social groups,
usually for an average family consisting of fourgmas. It is used as the basic
specification for the establishment of the minimsahary.

Ensuring social justice assumes first of all ovemrwm poverty,
realization of the address help for families antzens in need, creation of
conditions for new generation to get education \aschtional training, effective
employment etc.

In the limited conditions of budget possibilitie®vgrnment does not
always have money to solve all the problems. lis¢hterms the main aim is by
coordinating social purposes and rational econavaigs to provide a harmonious
combination of state actions and market princigled mechanisms, which are
adapted to economically developed countries. E¥fecsocial policy assumes
creation of essentially new functioning mechanisofiissocio-labor relations,
regarding redistribution of incomed the population, reduction of dating and
preferential crediting of social sphere branchesrymg out payment reforms,
creating conditions for active enterprise actiatyall members of the society.

One more important part of social policy is sogadtection. It includes
the system of principles, norms and measures, logélde government to create
and regulate socioeconomic conditions, which ensitiens’ protection.

Social protection principles are:

— humanity;

— generality combined with the differentiated apptodo different
socially-demographic stratum and population groups;

— addressness of protection;

— flexibility of system;

— resource provision of taken measures reliability;

— control of need® social protection;

— continuous perfection.

The basic components of social protection system ar

— social insurance;

— social help;

— social service;

— social support.
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The purpose of social protection in the intermetiatm is non-admission
of population standard of life decrease, especthléyleast protected categories
(retirees, people, having physical inability or marhildren and incomplete
families, veterans of war and other categoriestens) according to the law of
the Republic of Belarus “About state social prigds, rights, guarantees for
separate categories of citizens” and other regyld¢gal acts of the country.

CHECKLIST

1. Characterize systems of indicators of level guodlity of life of the
population.

2. List the principles and tell about the intrinei@intenance of formation
and functioning of social policy.

3. What is the purpose of social policy?

4. What is the essence of a policy of regulatiorstridution and
redistribution of income?

5. What is the essence of social guarantees amal poatection?

6. Name basic regulatory legal acts of the stateabguarantees.

7. Prove justice of the Lorentz's curve in the msx of the analysis of
income distribution.

8. What are the features of the socially-focusednemy model in
Belarus?



Chapter 16. ECONOMIC GROWTH

16.1. The idea and measurement of economic growth.

16.2. Factors, sources and types of economic growth

16.3. Models of economic growth.

16.4. State regulation, problems and possibililesconomic growth.

MAIN CATEGORIES

Economic growth, real gross national product, regidoss national
product per capita, average annual gain rates ofsg national product, a
magic quadrangle of national economy, factors aneenic growth, sources of
economic growth, intensive economic growth, extensconomic growth, Post
Keynesian models, neoclassical models, models fesqse— output”, look-
ahead models of a transition period, state regolawf economic growth.

16.1. Theidea and measurement of economic growth.

Economic growth is the process of quantitative increase and @i
perfection of consumer costs or the welfare creatdtle national economy, as
well as an increase in scales of cumulative manufa@nd consumption of the
benefits and services in a country, that helpsi¢oeiase level and quality of life
on the basis of using limited resources. In otherds, economic growth is a
relative volume change of real gross national pcodGNP) that takes place
over a period of time, for example a year, fivergesc.

Economic growth is characterized first of all byclsundicators as gross
national product GNP), gross domestic producGDP), the national income
(NI) and it is measured by rates of increase or aa@fdimese indicators. Increase
rate is a relation of economic indicator size atspnt momentGNP, gross
national productNI) to its reference value that is accepted for ldseadout,
measured in relative sizes, percent.

v, =SP" 1000, (16.1)
GDP

0

where Y, — the rate of increase in percenta@®P; — volume of realGDP;
during the considered period, ruBDP, — volume of realGDP, during the
previous period, rub.
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Gain rate — the relation of economic indicator'’zesgain for a certain
period of time to its initial level; or it is a d#frence between real gross national
product during the considered and previous periods:

=YY g AL
Yt-1 Yt-1

[1.00Y%, (16.2)

whereYy — rate of gross national product growth, rp:- volume of real gross
national product in the concerned period, riYh; — volume of real gross
national product during the previous period, rub.

Economic growth is a dynamic cumulative indicalbrcharacterizes the
state of the country’s economy as a whole in tisigeat. This indicator can be
used to characterize separate sectors of ecorwbngnch or an enterprise.

Economic growth represents a long-term tendencyealf gross national
product increasing. In this definition the key weate:

— tendency, which means that real gross national ymtodhouldn't
increase necessarily every year, but specifies anlgtirection of economy
movement, so-called "trend";

— long-term, because economic growth is an indicalat, characterizes
the long-term period, and therefore it is the goesbf increase in potential
gross national product, and growth of economic pctidn potentialities;

— real gross national product (instead of nominal).

Though the size indicator of real gross nationabpct is widely used for
level estimation of economic development, its ecoico potential, it is
necessary to remember that it is an absolute itafioahich can't apply to
ideality of economic growth calculation. All the mecthe indicator of economic
growth not always happens to be positive. The a@mlpf the statistical
information says about zero rates of economic dnowi in the considered
period the volume of a cumulative product doesictaase, we have to confirm
zero economic growth. Duringcrisis economic activity decreases, the national
product is reproduced in volumes that are smaliian tthe potential possibility
of economy permits. Throughout the first half of909% negative economic
growth was observed.

Let's assume that the country population growsefasghan its real gross
national product. And even if both indicators irase, the share of a cumulative
product will be reduced per capita. Therefore passible to characterize state
of the economy and a population standard of livingre precisely using an
indicator of real gross national product per capi&a the relative indicator that
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reflects cost of some quantity of goods and services that are necessary for one
person. The matter is that the standard of living heavily depends on increase in
population. On the one hand, population of the country defines the number of
labor force, i.e. manpower. However, on the other hand, population growth
reduces an indicator of gross national product for an average person, i.e. it leads
to a decrease in the standard of living. It is possible to speak about economic
growth when economic development is accompanied by faster growth of rea
gross national product in comparison with population growth. However these
statements are also not faultless. We will admit that as the result of death rate
excess over birth rate, the country population reduces. In this case if the rates of
real gross national product increment are equal to zero the share of a cumulative
product will increase per capita. It is possible to present theoretically ssimilar picture
for negative rates of gross national product increment in case the rate of population
reduction has exceeded the rate of real gross national product increase.

Therefore, at the theoretical level it is quite possible to use the mentioned
formula to define the level of economic growth for simplification and if
according to other equal conditions are identical.

There is a big difference between different countries in the level of real
gross national product per capita. It is characterized by gross national product
volume per capita.

But with the lapse of time the ranging of countries by the level of real
gross nationa product per capita changes. It occurs because every country has
different speed of economic growth. The growth rate indicator is an indicator of
economic growth dynamics of which alows to define what country develops
faster. Speed of economic growth is expressed by mid-annual rates of gross
national product increment or average annual rates of GNP per capita increment
(it is a more exact indicator) during a certain period of time. Differences of
increase rates to real gross nationa product per capita are very hig.

Economic growth has a great influence on such important macroeconomic
processes as stability of the prices, employment, balance of foreign trade
operations, real gross nationa product. The given system of indicatorsis called
"a magic quadrangle" because a little change in one of these parameters
inevitably causes the change in the others. This scheme assumes that difficultly
compatible purposes can be achieved. In this sense it reflects rather a desirable
situation, than a real one even for the most well-to-do countries. Each of the
indicators of "a magic quadrangle" can be accepted as the national economy
purpose [23, p.103].
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Economic growth in a country has economic and sooiasequences. They
can be positive and negative. Economic ones cavenifal stage of begetting
process — manufacture, its efficiency, that is atiarized by increase in labor
productivity and its intensity; improvement of tecktogies and organization.
Social consequences are defined by economic orgistiifbution and consumption
phases. These are income growth of population,angonent of quality of the
consumer goods at the expense of structure perfeatia national product.

At the same time constant growth is an inconsisfgntess that isn't
always desirable, because by resolving ones prahléimaggravates others.
Therefore there are supporters of growth and ipopnts as well.

Supporters are inclined to assert that economiw/tirdielps to eliminate
inequality in distribution of incomes, promotes isbcjustice, resolves
contradictions between increasing requirementdiamtéd resources etc.

Opponents pay attention to the fact that high lew€l innovative
technologies introduction, which is accompanied rbgral aging of skilled
personnel, the necessity of its training
for a new profession or replacement
with new workers; industrialization
worsens the state of environment,
pollutes air and water pools, the
inequality in reception of incomes isn’t

Investmer
A

GDP solved automatically. High rates of
- economic growth cause overproduction
C G g crises and not always rational use of rare
Pic 16.1. Economic growth and its resources. The model of economic
movement growth is presented in the pic. 16.1.

16.2. Factors, sour ces and types of economic growth

Potential output is characterized by productioncfiom which describes
the maximum size of possible release of using icedaantity of resources.
Hence, concept of production function, for example,f (L, K), shows that the
sources are: quantity of entered resources (wadkifaa capital) and occurrence
of new more perfect methods, processes of the raatw€ organization.

The essence of the first source assumes the atilégonomy to growth
through a set of factors.
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They can be distinguished as direct and indireattdfs which make the

growth physically possible are the direct ones #natproposal factors:

guantity and quality of natural resources;
guantity and quality of a manpower;

fixed capital volume;

technology and manufacture organization;

a level of development of enterprise abilities;
cumulative demand.

Table 16.1 visually proves it.

Table 16.1
Factor s of economic growth
Factors Faqtor_quantity Way of the beﬂ use of the Indica_lt(_)r of use
indicator factor and efficiency increase efficiency
Natural Various for each The fullest extraction, complex Decrease in a material
sources (N) | kind of the given and deep processing of raw | capacity of productior
resource materials
Manpower | Number of able- Improvement of formation, Labor productivity
resources | bodied population, | vocational training of personnelgrowth, labor input
L) its qualification improvement of working decrease
conditions, preventive
maintenance of diseases etc.
Entrepreneu| Formation, talent, | The state encouragement of | Growth of production
rial abilities | diligence, fidelity to | enterprise activity, its support | efficiency indicators,
idea of national profit maximization
progress
Fixed capital The price of a Perfection of technology and | Yield of capital
(K) capacity unit, one | the manufacture organization | investments increase
workplace qualities of
production, capital
intensity decrease.
Scientific Level of expenses | The best use of results, creatiorGGrowth of production
and for a unit of of new high technology efficiency indicators,
technical production production environment
progress improvement
Cumulative | Volume of Encouragement of demand by Growth of potential
demand cumulative demand reduction of prices, inflations, | gross national product,
in cost expression | developments of credit systemsexpansion of scales
and structure of the
cumulative supply

Each of factors has its own structure and prometesomic growth in
the quantitative and qualitative relation. So, taetor "earth" can't bring the
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essential contribution to economic growth as tveigimeasure is set within the
limits of the state territory and its borders, ldbere are possibilities for
improvement soil conditions, extraction of minerals

Increasing quantity of work in the course of mactufee needs increasing

population. The determinative of growth are invesita in manufacture which
increase weight of the capital in subjects of marga@nd in economy as a whole.

However presence of natural, labor and other facier not always
defining. As an example we can take the compartgqoossibilities of growth
in Russia and Belarus, Japan and Africa which har#iguous mineral,
scientific and technical potential, but the levélgooss national product isn't
adequate to possibilities and the presence of ressu

Indirect factors are:

— atax climate in the country;

— the sizes of consumer and state expenditures;

— the mechanism of distribution of incomes;

— degree of the international integration and divisid labor.

The second source of economic growth is connectéddimnovations. It
Is characterized by:

— occurrence during each period of time of a certagiume of
knowledge, essentially new achievements of sciemeehniques, ways of
manufacture that provide economic growth on amsite basis;

— reproduction of an initiative, formed worker, cajgalio accept
difficult technical and information systems to dee@ew samples of modern
machines, equipment, technological lines etc.;

— expansion and deepening of understanding the méi®f processes
in other spheres of public life on the possibility economic growth (for
example, the consolidation of a society, suppod ®@&alization state programs
of the economy liberalization, effectiveness of gmance).

The production potentials increase and the growthpaiential gross
national product are connected with change of etthe quantities of resources,
or their qualities. There are two types of economrowth: extensive and
intensive (pic. 16.2).

Extensive growth was a dominating variant of depelent for a long
time. The economic growth that is caused by exjpanesf involving factor,

L, N into manufacture, is called extensive and is gliiteted in character.
Limitation is explained by the presence of limmssecurity production factors
that is in a certain physical volume of the researwhich are available in the
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economy of this or that country. Among the negatwements of extensive
economic growth are technical stagnation and a ofilelecreasing limiting
productivity of the factor that is backlog of rateslabor productivity increase
from rates of involving in manufactures of economesources. Therefore the
extensive type of development inevitably gains-t@sted character.

EXTENSIVE INTENSIVE
| |
Mobilization of additional production Using of production factors on the
factor. Using of prior technological baseg. technological base. Orientation on cost
Orientation on expansion of production, minimization
without taking into consideratir cost:

Pic. 16.2. Main types of economic growth

After general consideration of economic growth fribra point of view of
the structural approach that uses quantity indisalet’s observe the influence
of qualitative relative indicators on economic gtbwrhey concern:

— labor productivity as the relation of volume ofaate to quantity of
work (Q/L);

— productivity of the capital, as the relation of wwle of release to
quantity of the capitald/K);

— productivity of natural resources, as the relabbmolume of release to
quantity of resources)yN).

These indicators define quality of manufacturedesiand, hence, quality
of economic growth and confirm that the increaserotume of a cumulative
product can be observed without expansion and avemaller use of factors of
manufacture, but only at the expense of growthhefrtproductivity, that is a
more effective application.

The growth of gross national product which occunty decause of the
increase of labor productivity, the capital and thatural factor, without
additional involving of these factors in manufaetus called as intensive
economic growth. In the conditions of limited resms it is more effective than
extensive growth.

It is possible to show economic growth and how memdd progress
influences it graphically by means of a curve obduction potentialities
(table 16. 1). It shows that when investments ghmm | to 11 the volume of
potential GDP of a country increases as well.
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16.3. Models of economic growth

Basic purpose of models of economic growth is thay serve as a basis
for analytical works and allow predicting econorprocesses.

There are several models of economic growth: thstkegnesian; the
neoclassical; models "expenses — release"; loo&ehlmeodels of a transition
period, etc.

In Neokeynesian models economic growth is studisthgutools and
methods of the analysis of Keynesian school of dyogrocesses. Dynamic
balance is understood as equality of growth ratesimulative demand and the
cumulative supply. The basic models were developgdthe American
economist E. Domar and the English economist RrddarAs provided by
Keynes's methodology they believed that:

— firstly, "aggregate demand is a decisive conditddrdevelopment of
economy", stable economic growth. If cumulative dachabsorbs all cumulative
supply the planned rates of volume of output \eithain in the future;

— secondly, "the major factor of growth are investteénin model of
economic growth of E. Domar the gain of investméntonsidered as the only and
decisive factor of the cumulative demand that catlse active cumulative supply.

Achievement of identical rates of change of cumiaatiemand and the
cumulative supply is the condition of economic gtiovequilibrium in the
current period. Cumulative demand increases asult 1&g a gain of investments
and under the influence of the animathrK). The increase in the cumulative
supply is caused by limiting productivity of thepgal. Domar model has shown
that there is a condition under which the perforoeaof long-term equilibrium
growth is possible. To maintain the equilibriumeratf increase at a constant
level it is necessary to increase the gain of itmaents for a total load of
growing capacities from the one period to another.

Unlike Domar model, Harrod model aims to investgat trajectory of
economic growth and to find out how in the courtgrowth capital, work and
Income size per capita interact. Thus investmerdgscansidered as a variable
which is dependent on level of the income anddsravative.

In his research Harrod rests upon the situationdéeeloped in economy
in previous years. Rates of increase remain inbkrid during the previous
period demand was equal to the supply. If demanceeded the supply
businessmen increased the supply. By supportingséimee growth as in the
previous interval when demand was equal to sufplginessmen can count on

230



equality of supply and demand in the current peasdwell. In this case the
saved up capital is used completely, but the falpleyment isn't guaranteed.
That is R. Harrod is solidary with E. Domar's theof ‘the guaranteed rate of
increase’. At the same time it is known that whdanping the release
businessmen can deviate from the guaranteed raiasrease and actual rates
of increase can not coincide with the guarante¢gisré&o be more low or to

exceed). In this case the system will leave fromeguilibrium state. In this

connection we believe that economic growth hagels&ictions, certain natural
borders which are set by rates of technical pregeesd population growth.

Hence, "natural rate of increase is such equilibricate of increase which
provides a full employment not only the capitalt also work".

From the stated it is possible to draw a conclusi@t such equilibrium
condition when the guaranteed, natural and actuesrof increase coincide may
be the ideal development of economic system (growBut as specified
coincidence is actuallymprobable, dynamic balance in R. Harrod's model
appears unstable.

The generality of preconditions and research objest affinity of results
make E. Domar and R. Harrod models similar. Theecfloey are called Harrod-
Domar model.

Neoclassical models of economic growth also aretroated on the basis
of production function and are based on preconuitiof a full employment,
flexibility of prices in all markets, complete imblhangeability of manufacture
factors. Macroeconomic equality of investments sadngs I=S is the basis of
the mechanism of economic growth in a model of Ah@erican economist R.
Solow. This model is based on the creation of abatproduct by all production
factors, that create each part of cost. Thus matwka factors are
interchangeable, between them there is a certpiantknce.

The model of economic growth of R. Solow descrilies economy,
where a homogeneous product is made by means offaetors: labor and
capital. The economy has a competitive charactdradways functions in the
conditions of full employment [5, p. 227]. Eachtfaccreates a part of cost.

To account each manufacture factor in growth ofdpobion volume
production function is included into models. Witk help one can describe the
supply of goods =f (K, L) which means that the volume of output depends on
the quantity of capital, applied work and, hendeirt effective utilization.
Efficiency of work is estimated by its productivity
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N Let's correlate all values of
ik function with quantity of workers,
having divided both parts of equation
by quantity of work ). We will
f(K) receive equatiol/L =f (K/L; 1) which
shows that the volume of output
counted per workerY(L) is the capital
function per workerK/L) or expresses
Capital-labour ratio a production function indicator
Pic. 16.3. The curve of production function counted per  worker. Having
designatedr/L =y we will receive the
quantity of production per one worker (labor praduty), and K/L = K is the
capital per worker (capital endowment of labor)pdarction function will
becomey=f (K), wheref (K) = f (K; 1). That is, in such kind of production
function correlates labor productivity with capieaidowment.

The graphic model that expresses production fundti(K) = f (K; 1)
testifies to reduction of an angle of slope of aveuthat is the curve becomes
more flat (pic. 16.3) At such production functioack additional unit of the
capital makes less product than previous, thataggmal productivity decreases
because of the absence of workplaces and full gmpat, dynamics of
economic growth falls.

Technical progress means that with same expensesmf and capital
economy is able to provide much more volume of outevelopment of
technical progress depends on investments as bssicce. Owing to
introduction of technical progress cumulative prtchn function will move
upwards from positiolYy/L to positionY,/L (pic. 16.4).

The given shift means the
increase of labor productivity as a
result of introduction of new
_____________ technics, high technologies, new
| methods of labor organization and
: economic growth.

: Steady level of maintenance
| and fixed capital updating can

Growth rate of labour p:roductivity promote balance of economy in the
Pic. 16.4. Function of technological progress long-term period.

Output

Investment
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Models "expenses — release" are models of intechrbalance introduced
by the Russian economist V. Leontiev. In the givadels it is supposed that a
fabricated product by its natural and ware strictus subdivided on
intermediate and final. Depending on how the eratipct structure is
considered the volume of investments and, hencssilpbties in the future
periods can be reflected in the model in an exdiecim (or not to be reflected at
all). In this sense models can consider (dynanpe)tyr not to consider (static
type) time factor.

The look-ahead models of a transition period usedelarus consider
interrelations between the basic sectors (the ,stadaseholds, not financial
enterprises, bank system other countries) with ottlogy of IMF and the
World bank so that the incomes of one subject la@eekpenses of another one.
Beside balance parities, the equations that exphasstional dependences
between branch indicators and allgarrying out the independent analysis are
included into the model. Possibilities of such miedare limited owing to
unpredictability of the parameters (for exampléations.)

16.4. State regulation, problems
and possibilities of economic growth

During transition to market economy the state ragoh role is more
significant than in the conditions of the developedrket economy. In market
economy the state doesn't exercise administrati@canomic sphere directly.
The regulator of economic relations is the mar&rtept the branches that have
paramount value for national security maintenabdgectively working market
mechanism allows solving many problems of social amonomic development
successfully. However practice of many countried ttarry out transition from
planned economy to market one, has shown thatanaguic development it is
impossible to provide progress without effectivatetintervention, and well-
being of a society can't be reached only by medaswarket mechanism.

In this connection state possesses the followingtfans:

— currency issue, monetary credit and budgetary otimiy;

— formation of the steady macroeconomic situatioriudiog effective
functioning of financial institutions;

— developments of a science, innovative activity amdormation
technology;

233



— carrying out of an active external economic policy;

— formation of industrial, social and economic infrastures of nation-
wide value, maintenance of conditions for econograwth, increase of well-
being of the population;

— formation of rational territorial proportions of p®duction and
complex development of industrial forces;

— working out and realizations of strategy of socald economic
development.

For regulation of social and economic processe® steses a system of
methods and tools that change depending on thdagedesocial and economic
situation, gained experience, chosen model antegtcatargets of development.

Legal regulation of economy consists of working ant realization of
laws providing norms of functioning of subjectsroéinaging of all patterns of
ownership and market infrastructure, and also amopoly regulation.

Administrative methods of economic regulation of nagement of
economy include a direct control and indirect ragah. Laws, decrees, orders
and state institutes that are obliged to operaterding to them with no options
are attributed to the direct regulation. By meahadministrative measures the
state controls expenditure of budgetary funds, bdstanent of prices by
monopolists, protection of national interests irefgn trade activities system, in
the field of preservation of the environment angulation social protection.

Indirect regulation of economy is carried out usggpnomic methods,
such as:

— budgetary and tax policy;

— monetary and credit policy;

— price regulation;

— amortization policy;

— scientific forecasting of economic growth;

— indicative planning of economic development;

— subsidizing of investment activity to influence pha of cycles;

— differentiation of taxes, establishment of priviésg tax rates, loan
percent;

— employment and unemployment policy;

— currency policy etc.

Direct methods of regulation assume the establisksnef state orders,
guotas, delivery of licenses, direct budgetaryrtiag and other measures.
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The specia form of realization of stable development of economy,
maintenance of the developed structure and proportions is working out and
acceptance of government programs according to long run strategies of steady
socia and economic development of a country.

CHECKLIST

1. Concept and indicators of economic growth.

2. Characterize economic growth of the Belarusian economy for three
previous years?

3. Characterize the types of economic growth.

4. What type of economic growth is the most preferable one?

5. Sources of economic growth that differ factors and sources of economic
growth.

6. What are the models of economic growth? Models of economic growth
by R. Solow, R. Harrod, E. Domar.

7. Therole of investments in the development of the Belarusian economy.

8. The purpose and directions of structural reorganization of the
Belorussian economy.



PART 4.
THE PRINCIPLES OF INTERNATIONAL ECONOMY
Chapter 17. MODERN WORLD ECONOMY
AND ITSSTRUCTURE

17.1. The concept of world economy. Subjects ofldav@économy and
levels of their interaction.

17.2. International division of labour as a basisfayming and world
economy development.

17.3. Modern tendencies of world economy develogmen

MAIN CATEGORIES

World economy, international divison of labor, globalization,
inter nationalization, integration.

17.1. The concept of world economy.
Subjects of world economy and levels of thelir interaction

The growth of intercommunications and interdepengerh world public
processes, increasing integrity of the world becomoee noticeable in modern
terms, material basis, one of major displays ofciwhhe world economy comes
forward.

World economy is the system of economic intercomications different
on socio-economic nature and level of developmeht countries and
corresponding to her system of international ecaaweetations [4, p. 9].

World economy is a totality of national economies of the wortalintries
connected to one another by mobile factors of pctdn [2, p. 403].

Let’s study the concept "World economy" (table lohlhe basis of [1, p. 4]).

As it is obvious from the table 17.1, all researshecknowledge that the
world economy is a certain system.

Its integrity acts as a basis of origin and existeaf the system, which
supposes economic co-operation of all componems pérthe system at a steady
enough level. Only in this case regular circulatbneproduced product is possible
in a global scale and permanent activity is pravjdeability of the system, its self-
regulation and development. Such unity of world necoy, circulation of a
reproduced product is provided by national and'matigonal markets with inherent
to them commaodity-money relations and multipli@fyprices.
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Table 17.1

Basic approaches to interpretation of economicgcate"world economy”

in the national literature

Approach

Main point

The first theoretica
approach

Understanding of world economy as a totality oforal economies
interconnected by the system of international dwvisof labor,
economic and political relations.

In this determination nationally isolated countrget as dominants
without depending on if their production goes te tinternal or
external market. At such approach reasons, whictermiéne
intercommunications, state and prospects of devedop of world
economy are not visible.

The secong
theoretical approach

The world economy is interpreted as a system adrmational
economic mutual relations, as universal connectlzgtween
national economies. Similar conception many westesearcher
adhere to, in particular, considering that therimad&éonal economic¢
system includes both trade and financial relatiang also unequa
allocation of capital resources and labor force. this case
production falls out of eyeshot of researchers,ciwhiletermines
international economic intercommunications in aagoeal.

UJ

approach

The third theoretical Determines it as an economic system self-repligaginthe level of

productive forces, productive relations and certaspects o
building on relations in that measure, in what ozl economies
included in it possess certain compatibility onteatthree adopte
levels. Basic component parts of economy find &ecébn in it,
including a material base realization of differepatterns of
ownership and set procedure of functioning of rdpotion
processes.

o —

approach

The forth theoretical The world economy is the system of economic refati@rising up

on the base of international division of labor amdlaboration of
national economies. It is difficult, contradictorgpecifically,
subject to influence of different factors and ches)dout always has
the initial, organized beginning.

If to go near a world economy as to the organizgstesn of
relations, it is necessary to determine economicha@sm of it
internal self-development and motion. Morally, ekaavith this
mechanism it is necessary to correlate generalciptes of
construction of economic system, pattern of pradactsystem of
exchange by activity, other links of national ecaomes. However in
any case basis of economic relations set withinfitaa@mework of
world economy will be a public division of labopexialization anc
socialization productions showing up in the comdis of certain
relations of property.

Note: on the basis of these theoretical approaches try to formulate (authorial) the
vision of maintenance of this category, but reflect in it next structural elements: totality of
what relations, concer ning what they arose and for what purpose.
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Table 17.2

The characteristic of stages of formation of theldveconomy

Stages Content Character of
economic relations
Ancient 1. Alexander Macedonian drawn by great riches Episodical
centuries Ancient India and China took the troops to the foot
hills of the Himalaya mountains; on gates Tsargrad
(Byzantium) fastened as a token of victory the Ighjie
the Old Russian ruler.
2. After a gold fleece on the north coast of thadgl
sea ancient Greeks walked in a hike; with tradesaim
in the last fourth of XIlII of century.
3. Made voyage to China and lived there 17 Italian
Easily Soiled Hollow.
4. In the end the XV century the Portuguese nagrgat
Vasko and Din left to India and attained her.
5. A few for before years Genoese of Christopher
Columbus in search of short cut to India opeped
America.
The end of | Appearance of large machine production, transpBdonomic relations
the XVIII systems and communications in the world
century economy purchased
stable, dynamic
lines
The end of | Folded originally trade and economic connectipAstive role in
the XIX were actively complemented by productive amatonomic life of
century financial and economic relations that resulted| @ountries began tp
creation of world economy play external
economic factors.
Period of Capitalist managing regions, zones of coloni@teady character
world domination, system of feudal relations were inctuge
economy in the sphere of international division of laboiftek
formation victory of October revolution the system of world
economy was filled up by Soviet Russia and then|and
by other socialistic states; the shipwreck of [the
colonial system generated economies of developing
economies which began to be actively pulled in|the
system of world division of labor introducing new
economic relations in it
Modern Changes occurring at the present stage in econo@uenplex character
stage development of countries also introduce corrective

amendments in the world economy.
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The reasons for occurrence of the world econonbl€tha?.3):

— necessities of exchange are the basis of develdpofeaconomic
intercommunications of different countries. Exampldiscovery of new,
unknown before lands search of adventures; devedopiwf marine navigation
and finding out transport ways between countriesuetheless it is early to talk
about world economy in this period,;

— as an integral system world economy formed onlghenborder of the
XIX — XX centuries. The law of limited resources in theigaeof industrial
revolution was one of basic pre-conditions of erigf world economy. The action
of the law of limited resources in the period afiustrialization resulted in that
world economic relations became steady and regulgit liquidated the apartness
of national economies did them dependent on ontéhano

— international division of labor forms the econonbasis of world
economy. International division of labor is theteys of multilateral economic
relations based on specialization of different ¢aes on manufacturing of certain
types of products formed under acting of such faces natural and climatic
distinctions, different material well-being by naiuresources; geographical location
of a country, its location of relatively world tport ways and markets of sale;
distinctions are in the quantity of population aadupied territory; distinctions are
in technicakquipped of production of qualification of workedsstinctions are in the
level of scientific and technical potential; distions are in external economic
especially scientific traditions; features of hiital development.

— productive co-operation, world infrastructure, worimarket of
commodities, capital and labor force, certain mdéional financially-credit system.

At wide interpretation the world economy is totalibf national
economies interconnected by the international dwisof labor, economic
relations and necessity decisions of global proklamsing before humanity.

In narrow interpretation the world economy is tlystem of economic
relations between countries. In either case athibart of world economy
definition there is the concept of internationabmamic relations, or world
economy communications which are understood asoasi@ncommunications
and relations which have fallen outside the liroit®ational borders.

The specificity of these connections consists at they submitting to the
laws of demand and supply are at the same time negskar outside both national
states and special international organizations F IIBRD, WLO, GATT (WTO),
and organizations of the UNO. In addition, they asgulated by norms of
international law. The necessity of such adjusig@xplained by the fact that
world economy relations are folded on the joinbafional economies which differ
from one another and by the level of economic agraeknt by both economic
aims and public policy.
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Table 17.3

Preconditions of the world economy formation

Preconditions

Basic description

Result of influence
of the factor on
interaction of

countries
Natural, 1) influence volume and pattern of requirements @buntries are
climatic  and| people (calorie content of feed for population| efimply forced to
geographical | north breadths of the earth must be higher, than pot right betweer
features population of south; it belongs also and to clothésemselves  trade
it is more difficult in the north to obtain naturnahnd economic
resources anymore expended electricity maeoductive, tourist
expensive building and maintenance of dwelliraind other
fund treats et cetera); connections.
2) some countries are located in mountain locality
and cannot have developed agriculture; otherg are
located on coasts of seas and oceans and |have
advantage in development of steamship line |and
marine trades; there are countries rich in an iron-
stone, copper, tin, but indispose the beds of ¢oal,
gas, oil etc.
International | Shows up in that national economies pAd¢ the same time
division of | specialized on producing of that food which is fltvision of labor
labor most expedient and economically advantageous riot only specializes
them leaning against resource potential. productions bu
simultaneously
makes then
interdependent,
complementary one
another.
Industrial Gave a powerful push to development |df gave an
revolution international integration processes which were pogportunity to
condition of stowage of world economyeconomists to speak
International economic integration leads to creatiabout international
of constantly operating productive structurggoduction of goods
carrying intergovernmental character. On thend services and
basis new technologies, informative structures|ga&tern of
created, there is an international infrastructuxe.international
productive process follows the sphere of appeal aerquirements.
all more frequent flows on territory of a few state
Technical On the one hand, international production makaésint decision-
development, | economic connections and relations global, thewaking of global

development

of productive
forces and
science.

adjusting is impossible by efforts of one coun

however powerful its economy was. On the other

hand the world economy generated the row
global problems, such as ecological, food, resqu

tpyroblems

of
rce

defeat of ozone layer of planet, rise in tempe

tur
of climate, elimination of forests, offensive O%

deserts etc.
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New technological conditions of production alloweating a production
taking into account not national but world mark&ppearance of new types of
transport and connection facilitates access touress in any corner of the
earth, management by enormous international progucbmplexes. All of it
testifies to the new high-quality state of worldeamy for denotation of which
in economic literature the term "world economy'used, implying his growing
integrity. If earlier world economy connections wesecondary by derivatives
from national economies, then today national ecoesrhecome dependent on
world economy relations.

World economy is an integral as well as inwardIntcadictory economic
organism.

Common to all mankind interests form the objecthasis of its integrity
foremost. They include prevention of threats ofdasm, nuclear catastrophe
and disarmament, maintenance of environment of téadm of man,
overcoming of problem of deficit of resources. ldd@ion, scientific and
technical development and structural changes in wald economy,
development of world trade and currency-credittietes trends, flows of labor
force and capital activity of international monapsl affect interests of every
country. At the same time every country has hisgbrand national specific
which generates socio-economic features determihieadevel of development.

The major factors predetermining formation of imigg of world
economy are:

— strengthening of internationalization of the wagltbnomy;

— development of all-embracing character of moderrensific and
technical development and facilities of information

— internationalization of possibilities of the useretource potential of
planet;

— growth of danger of general ecocatastrophe, prolotesarvival of the
majority of mankind;

— intensifying of problem of sale and realizationcommodities’

— a search of possibilities for more profitable appemf resources’

— adjusting of collaboration in area of study andnmuesion of global
problems of humanity.

There are two world economy trends: one is thegnation in the world
market, the other — with the national apartness.
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In opinion of some economists, considerable infageon world economy
connections is rendered by next tendencies:

— development high-quality renewed technological basfeproduction
and introduction of resource-saving technologies;

— fundamental changes in structure, character anterbof processes
of production and consumption;

— orientation of economy on ecological and humaratadriteria,;

— increasing influence of sociocultural factors.

Note: to define the place of the Republic of Belarus in the world economy at the

modern stage (on the line of trade by commodities and services, exchange by technologies
and investments).

Tendencies of development of the international economy. Certain
development of world economy trends shows up irstitscture on the groups
of countries, differentiating on the level of inthiesl development, types and
models of market economy.

The most widespread criterion of classification aofuntries of world
community is the level of their development. Sudkisibn is based upon
theories of the American sociologists W. Rostow Bn@ell according to which
different stages of economic development of socaty distinguished. They
reflect modern state of the world economy as dffieicountries of the world are
today on different stages of economic developm@st.basic signs of such
division come forward technical equipped of produttrates and quality of the
economy growing, income level per capita.

From this point of view two large groups of couasriare distinguished:

1) Industrially developed. Such industrially developsalintries as the
USA, Canada, Australia, New Zealand, Japan and thestountries of Western
Europe belong to the first group. These are thatms with the formed market
economy based on large resources of fixed assetd;riink technologies, and
skilled labour resources. High index®@DP per capita is peculiar for them. This
group of countries differs by comparatively law lsteady rates of economy
growth (average annual growth rates are 3%GDfP). Not quantitative but
qualitative are peculiar to them.

2) Countries which hadn’t passed the stage of indltation. This
group is much differentiated. These countries akferent stages of economic
development: countries with relatively developedodurctive forces and
relatively high level of profit and countries backid, poor, where problems of
hunger and poverty exist. Most countries of thisugr are characterized by
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higher rates of economy growth as compared to ¢h@tdes related to the first
group (from 3 -4 to 8 — 10 @DP).

Among the countries included in the second groups ifpossible to
distinguish:

— firstly, a group of countries — exporters of oia(fli Arabia, Kuwait).
They cannot be attributed to the number of indalstbut level of GDP per
capita due to the export of oil is great;

— secondly, the new industrial countries. For thstfirme this rubbed-
mines has sounded in the middle of 1970th when sin@dlized countries
collided with a sharp strengthening competitiomfra big group of developing
countries and territories of South Korea, Taiwaangl Kong, Singapore, Brazil
and Mexico.

In world press this "six" began to be called thevnedustrial countries.
They differed from other developing countries byghipaces of growth of
economy and export of industrial goods. In struetfra national economy and a
society eventually the number of the new industraintries has replenished with
fast and cardinal shifts: Turkey, India, Malaysdgentina, Thailand, Indonesia
and even the Peoples Republic of China were indludte that group;

— thirdly, poorly developed and economically backwaalintries (the
majority of countries located in Africa, Asia, LatAmerica). These countries,
in turn, are divided onto two categories: the psebreountries (Chad,
Bangladesh, Ethiopia) and the countries with thexaye income;

— fourthly, a special group is formed by the majontythe countries of
Eastern Europe and the CIS with transitive economy.

With objective of revealing the most requiring ctwes in preferential
financing the World bank offers the following al&dmon of groups of countries:
with a high level of income (from 9266 dollars papita); with an average level
of income (the low average income up to 2995 delkand the high average
income up to 9265 dollars per capita); with a l@wvel of income (below 755
dollars per capita).

According to the report of UNCAD "Developing countries in
international trade 2007 — the Index of commera# @development”, Belarus is
at place 57 in the world and ranks among most dyealiy developing CIS
countries. Among strengths of Belarus experts ofCUAD especially noted
high parameters of both economic and social wehigef population and
observable growth of volumes of foreign trade. @e specified parameters
Belarus takes 34 place in the world and advandéésealCIS countries [5].
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17.2. International division of labour asa basis of forming
and world economy development

International division of labor (IDL) and production factors. In
modern world development of economic and sciemtiffc technical
communications, participation in IDL is the impartameans as for solving
internal economic problems and strengthening peamad-neighborhood
between countries.

International division of labois the highest form of public division of
labor which crosses borders of national econommesl@ads to specialization of
those or other countries on manufacturing of certgoes of production and to
their mutual exchange [3, p. 352].

International division of labor is the highest grade of development of public
territorial division of labor between countries walniprovides stable concentration
of manufacture of certain production in certainrdaes [2, p. 403].

The factors of formation and development of IDL:

1. Distinctions in natural and climatic conditions obuntries have
affected the degree of provision of their agrictdtyroduction and raw goods.

2. The manufactory stage of development of -capitalisaused
occurrence of diverse number of subject mattersark, an indispensability of
supplementing by factors of manufacture of entegwmiof various countries.
International division of labor had a limited chetex and was realized basically
in the form of bilateral economic relations.

3. Industrialization of national economies, wide iwolugtion in
manufacture of achievements of scientific and tecirdevelopment. Intensive
development of international specialization andpssation of manufacture.

Industrial specialization may be interbranch, ibtesach and interfirm.
Territorial specialization is realized between does and regions. The basic
types of international specialization are subjetgfailed and technological
specialization.

IDL presupposes international nationalization ohofacture as a process
of transformation of isolated acts of economic \aiéis in the uniform,
internally interconnected process.

In actual practice it is expressed in internatiaadion of economic life —
process of nationalization crossing frameworksagfamal facilities [3p. 353].

In other words, IDL is a system or a way of orgatian of
interdependent manufacture at which enterprisesn frdifferent countries
specialize on manufacturing of certain goods owises and then exchange
them [6, with. 19].

244



Forms of IDL:

1. Intrabranch form of IDL expresses concentration efforts of
enterprises of different countries entering intoy doranch of a national
economy, on manufacture of certain subject matbecfjding details, units and
knots and an exchange of these subject matterebettliem.

For example, we shall study tractor industry, haeeintrabranch form of
division of labor between countries will be expegsdy that one of them will
make wheel tractors, another — caterpillar, thedthispare parts to them and to
exchange these subject matters among themselves.

1.1. Partial (one-specific): this is such divisminlabor between countries
when this or that country focuses efforts to maciufiee only one type of any
good, for example a garden tractor.

1.2. Multispecific subject specialization represestich division of labor
when a country participating in it makes some tygies given subject matter.

1.3. All kinds subject specialization means that ¢buntry specializes on
manufacture of all types of this or that good emestin a given period. For
example, if as specialized subject matter we slwaikider the same tractor then
specialization of a country will be all kinds ireticase that it makes and sells to
a foreign market not only garden tractors and o#ixesting types of these cars.

2. Interbranch form of IDL represents division of labeot between
various branches of a national economy, for examméor industry and plant
growing but between various branches of the sanms sof manufacture
(industry, agriculture or any other sort of mantifiae).

3. Interpatrimonial form of IDL is division of laborediween various
sorts of manufacture. For example, between indwmtg agriculture, industry
and construction, etc.

4. Macroeconomical form of IDL by its economic contentresponds to
inter-regional form of division of labor inside af country. Both of them are
similar in that they express economic relations ro@tween enterprises
incorporated in certain groups on the basis of géheatures but between a set of
groups of enterprises. The difference consistshat at the inter-regional form
inside of the country it is a question of set dfesterprises located in different
regions of one country and at the economic forndttision of labor is carried out
between set of the enterprises located on altdgyrof the countries-partners.

Thus economic form of IDL represents division oftiaty between
countries in the scale of their full national ecomes. This form expresses a
concentration of efforts of separate countriesaaase of certain part of a total

245



internal productGDP), intended for sale on a foreign market. In otherds it
shows what part cBDP of the given country is exchanged for any parGbiP
of another country.

The basic theses opening content IDL are:

— IDL is a specific type of public division of labaunlike interstate the
international division of labor occurs between gorises of different countries.

— IDL has two characteristic features: specializabbmanufacture and
an exchange; specialization of enterprises is showtnree forms — subject;
professional and territorial; unlike forms of s@di@ation of manufacture
different forms of IDL express exchange betweeraoergroups of enterprises.
These forms are intrabranch, interpatrimonial as@whemic.

The essence of economic content of IDL is it regmessa system or way of
organization of coproduction at which enterpriseemf different countries
specialize on manufacturing of certain goods onses and then exchange them.

Special-purpose production is separately made ptedby member
countries of the international division of laborieln are delivered by them on
the world market.

There are the following types of specialization:

1) manufacture of end goods;

2) specialization on manufacture of details and units;

3) technological specialization.

Industrial cooperation represents objective devekmp of stable
industrial communications between stood apart pnt&s irrespective of
whether it is inside the country or on internatios@ene. Cooperation is caused
by all course of differentiation of a social protlan, division of the increasing
number of its components in independent sectorsdofstrial activity [6, p. 43].

Characteristic features of cooperation:

1) in conditions of development of this process indejent
manufacturers from different countries on a contralcbasis carry out joint
activity of creation of separate types of productipaving strictly address
purpose and forming elements of end productiorother words, independent
manufacturers specialize or differentiate betwésglfiindustrial duties on joint
release of coordinated production;

2) cooperation presupposes a partial exchange betpaeitipants of
jointly made production.

But it means that cooperation possesses two cleaisitt features of the
international division of labor and consequentlpi® of its forms.
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The reasons for development of international indaistooperation:

— tendency of increase in capital intensity of outplinew production
requiring huge financial assets;

— possibility by rather greatest growth of componeptschases to
achieve substantial growth of output of end prosluatiuding going on export;

— possibility of an increase in labor productivityesiterprises;

— aspiration of the large enterprises and corporatibm increase
revenues from export of production

— In some countries there is a difference betweermrihguties on ready
cars and on a complete set of components. Expartansiustrial countries pass
to export of intermediate production trying to eigncome the specified
difference.

The laws of IDL development. On the one hand many enterprises of
countries participating in IDL make production mdbtean it is necessary for
satisfaction of personal or industrial demandshefdwn population. On the other
hand the managing subjects of each separately takemry making this excessive
production on purpose exchange it for goods theyl @&o not make or produce in
insufficient quantity, but they are let out by #rgerprises of other states.

On the whole this phenomenon represents precisehcemtration of
efforts of enterprises on manufacture of some g@wdsexchange of them, but
not inside the country, and at another level —calesof group of countries or all
world economy.

Now there are processes of convergence of modeiatainal, economic
and social values and attitudes and the economgstfmajority of the countries
became open.

Open economy is economy of a country where allestibjof economic
relations can make without restrictions operatioms the international
commodity and capital markets.

One of the main criteria of the level of opennelssomntries to the world
market is export quotéEf) — ratio of volume of exported goods and services
GDP/GNP of countries (table 17.4).

Economy is considered to be relatively closedsfakport quota is less
than 10%, and relatively opened if export quotacse than 35%.

But estimation of economic development level isumatjue criterion of a
situation in the country, its development. Modeife focuses attention on a
person. In 1990 in special United Nations Developim@rogramme human
development index was developed which reflectsityuat life of population of
countries. It is published in the annual report.
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Table 17.4
Parameters of participation of the country in in&tional trade

The formalized form (%) Analytical value of a pareter
E = Ex 100 Firstly, testifies to a degree of dependence of
“TGDP manufacture of any national economy [on

selling goods in foreign markets.
Secondly, export quota shows possibilities of
a given country to make certain quantity|of
production for sale in the world market.

whereE, — export quota;
Ex — volume of export;
GDP - volume of total internal product.

Im Import quota shows what part of GDP impprt
Iq: —GDP -10Q is. It is possible to compare it with export
guota and thus to establish a parity between
wherel, — import quota: export and import. They can be equal, put
Im— size of import; more often these sizes do not coincide.
GDP - volume of total internal product
FT Shows total amount of external commodity
FT, = = -100, - - - .
GDT circulation of a given country with a country-

partner or with all world community, but does

whereFT, — foreign trade quota; not give any qualitative characteristic.

FT — size of foreign trade turnover,
GDP - volume total internal a product.

Human development index is calculated on the ba$ighree base
parameters:

— life expectancies,

- level of education,

— GDP per capita.

According to report for 2007 Belarus has improvisdoiosition on human
development index and for the first time becameantry with a high level of
human development. Compared to the previous yelriBemoved from 67th
position to 64, that is the best parameter amoadCts countries. The Russian
Federation takes 67th position, Kazakhstan — 13kdaine — 76th [5].

17.3. Modern tendencies of world economy development

Defining processes of world development nowadagsimategration and
internationalization of economy of certain courdrieonsecutive entrance into
the world system, regionalization and globalization

American professor G. Duning — the recognized aittha the field of
international entrepreneurial business — trackagest of globalization of world
production. The first stage under its statementgeded 30 years prior to the
beginning of the First World War.
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The second stage — 25 years after the Second Wiaid

In the middle of 80th the third advanced stage lobglization of world
production began. Between the second and thirdestdgere was a pause in
intensive growth of international direct investméalling onto 70th and first
half 80th. Each stage of intensive formation andettgpment of transnational
enterprises was accompanied by accelerated ecompavith. At the same time
each stage of globalization of economy pursueovits objective.

Primary purpose of the first stage was exploitabbmatural resources in
the territories which were under control of cousgrexporters of capital which
direct investment looked for the most profitableastment.

On the second stage export of capital in the fofairect investment was
directed at moving to other countries of manufacifrthat goods and services
which had passed the phase of fast growth in degpic@muntries-exporters.

The third stage (modern) is characterized, uponigynby desire of
transnational companies to get natural resourcemmodity markets. Their
aspiration to rationalize structure of capital istveent and to take advantage of
advantages of global or regional economic integnatio get additional
technological, organizational or market possilatmore effectively to provide,
keep and raise global competitive positions to bexastronger in most quickly
growing markets.

Let's study the essence of economic categories bdgkation",
“Internationalization" and "integration".

Globalization represents transformation of econofnien the sum of
national facilities connected by to some extentagerrelations into a uniform
industrial zone and uniform market in which capigbods and services, labor
and currency move more and more freely.

Internationalization on a global scale is univeresabnomic development
which finds expression in increasing internatiomaégration (rapprochement,
association) manufactures, investment, markets)ani mechanisms, various
subjects of the world economy.

Integration is a process of economic interconnacatibcountries leading
to rapprochement of economic mechanisms taking fdren of interstate
agreements and to coordination regulated by irdter$todies.

The primary objective of numerous integration agg@mns arisen and
developing in modern international economy can éached by decision of
some problems: [4]

1. Use of advantages of economy of scale.

2. Creation of favorable foreign policy environment
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3. Assistance to restructuring of the countriegigigants.

4. Support of young branches of national industry.

5. Increase of the status in the field of carryoug of a world commercial
policy.

Characteristic features of integration

Firstly, economic integration is distinguished bery high level of
international division of labour in economic cocg@n. Between countries
connected by integration exchange of goods, seyvicapital and manpower
developed intensive, owing to concessionary terms.

Secondly, these countries pursue general coordinaternal and foreign
policy in trade, agriculture, transport, currenoygl @ther areas.

Thirdly, areas of cooperation of the countries tamigy extend in
conditions of economic integration. Between themegal projects are carried
out and joint ventures, banks, currency unionslectVe monetary units, etc.
will be organized.

Forms of international economic integration [4]:

— free trade zone;

— customs union;

— common market;

— payment union;

— economic and currency union;

— political union.

CHEKLIST

1) What is the essence of the category "world econ@rigrmulate your
own theoretical approach to the content of thergisagegory.

2) What are preconditions of formation of the worldeamy?

3) Characterize stages of development of world economy

4) Show the place of the Republic of Belarus in theldveconomy at
present stage.

5) What is the essence of international division bbl&

6) Name factors of occurrence and development IDL.

7) What are the forms IDL?

8) Indicators of participation of a country in intetioaal trade.

9) What do globalization, internationalization on aolidl scale,
integration mean?

10)Forms of international economic integration.
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Chapter 18. FORMS OF INTERNATIONAL
ECONOMIC RELATIONS. BALANCE OF PAYMENTS OF A
COUNTRY AND ITS STRUCTURE

18.1. World trade of goods and services. Technodsgthe goods in the
world market.

18.2. International currency and credit relations.

18.3. International labour migration.

18.4. Balance of payments as generalizing indiaaitéoreign economic
relations of the country.

MAIN CATEGORIES

International trade, international technology trdes international
currency relations, currency system, world monewrrency, complete
convertibility of currency, internal convertibility external convertibility,
currency quotation, reverse quotation, cross--qtiotg spot market, spot rate,
forward currency market, hedging, currency riskalamce of payments, trade
balance, current account, capita account, reserssets.

18.1. World trade of goods and services.
Technology as the goods in the world market

International trade is the sphere of international commodity-money
relations representing a set of foreign tradelafalntries in the world [6, p. 30].

Technology is represented by scientific methods of achievénan
practical purposes. The concept of technology liseamprises three groups of
technologies: technology of products, technologgrotesses and technology of
management [6, p. 342].

International technology transfer is interstate movement of scientific
and technical achievements on a commercial anditpas basis [6, p. 342].

Research andDevelopment intensity of trade isa share of expenses for
researches and workings out in volume of manufactund trade in goods of
certain branches [6, p. 352].

Features of the market of technologies consigtan technology becomes
a good when the real basis for commercializatiomde# is created. The basic
forms of commercial sale of technologies are:

— licenses;

- a know-how;

— engineering;

— consulting.
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The market of technologies is very perspective icemsg a role and
value of modern technology in production processoohpetitive products.

There are certain tendencies in development ohtdolyy:

— exchange of technologies should be considered @artaof business
strategy of a firm equal in rights;

— even more often sale of technologies occurs in eshaghe form a
complex-patent rights, various documentation, perémce of works of type
"engineering";

— rates of sale of technologies advance rates oftrofall other types
of service. Today the world trade turnover in temlbgies has made over
500 bn. dollars This trade is very profitable: sofirm less than 10 — 15% of
sales volume; on the basis of license agreemensala of technologies
cooperation communications between firms occur enere often;

— technology trade demands very high professiondifopadion to deal
with license agreements.

The leaders in export of licenses are developedtoes - the USA,
Japan, Germany and lItaly. They and also some fagtlabing countries of
South East Asia are main importers of licensethéncountries OECD:

— trade of space equipment (22,7% of expenses foearels and
development in total output), office equipment andmputers (17,5%),
electronics and its components (10,4%), medici®eg%) is considered to be
high technology-intensive;

— trade of cars (2,7%), chemicals (2,3%) is consilleas average
technology-intensive;

— low technology-intensive is trade of brick, clajass (0,9%), tree and
furniture (0,3%). [6, p. 352]

The World Bank classifies services into the follogvigroups according to
their interaction with other forms of internatioreonomic relations:

1) factor services — payments which occur in connactwwith
international movement of capital, labour and tetbay;

2) non-factorial services — other types of servican@gport, tourism and
other non-financial services).

Classification of services [16, p. 251]:

1) The services connected to investment (financiatises and travel
services).

2) The services connected to trade (transport anchgumoying services —
freight; storage and warehousing; cargo handlingkgjocargo support during
transportation; attendance of customs formalities).
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3) The services connected to investment and trade:

— business-services: marketing researches, audisuttong, insurance,
advertising services, rent operations,

— communications,

— building and engineering-consulting services,

— computer and information services,

— cultural services (carrying out of exhibitions,r&i

At the present stage there are changes not ordirueture and dynamics
of development of certain segments of the worldketaof services, but also in
geographical directions of international tradearvges:

1) The share of industrially developed countries Heghtty decreased
though their percentage still remains high — al@f96. Eight leading countries
dominate — 75% of export and 50% of import of segi The decrease in share
of international trade of services of industriatlgveloped countries has took
place at the expense of considerable reductiomefBU countries share (the
European union) which wasn’t compensated by graitthe USA (the United
States of America) and Japan share.

2) The share of developing countries, first of alltlee expense of the
countries of Asia has increased. The share ofdhatoes of Latin America and
Africa in international trade of services has dasezl, nevertheless, growth rates
of export and import of services in the countriéd atin America remain the
highest in developing countries.

3) In receipts of industrially developed countries treatest share is
occupied by business services; in receipts of d@ual countries — item
"Tourism" (on the average 17% of all currency rpteiand in a number of the
countries, for example, in Jamaica — 30%, in Pana®i%o).

4) The share of the former Soviet countries is silW - 3,5% and 2,9%
in export and import of services accordingly.

In the world market of cargo and passenger trang®ovices the leaders
are industrially developed countries: Japan that tee biggest fleet in the
world, therefore navigation is up to 50% of expairtservices of this country;
Great Britain, Germany, Norway, the USA.

In sphere of foreign tourism Great Britain, Frandgly, Canada,
Switzerland dominate where tourism brings 40 — 59%xport gain.

Business services (financial, insurance, consyltaglitor, advertising,
etc.) form the greatest share of receipts indulstidzveloped countries.

Belarus in 2008 increased volume of foreign tradgoods and services
in comparison with 2007 by 36,1% to 79 billion daof.
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According to National statistical committee, expotreased by 35,1%
and reached 37,3 billion dollars, import — by 37&64l,7 billion dollars.
Following the results of last year balance of fgrefrade in goods and services
was negative at a rate of 4410,9 million dollargluding goods — minus of
6103,5 million dollars, services — 1692,6 millioolldrs. The increase in cost
volumes of foreign trade in greater degree is ahuse increase of average
prices for exported and imported goods. In comparigith 2007 average prices
of export increased by 33,3%, import — by 20,1%e Thysical volume of
export increased by 1,7%, import — by 14,6% [2].

The volume of foreign trade in services for 2008cheed 6,807 billion
dollars, having increased by 28,6% in comparisah @907. Export of services
increased by 30,2% to 4,25 billion dollars, imperby 26% to 2,557 billion
dollars [2].

18.2. International currency and credit relations

International currency relations are a set of public relations developing
at functioning of currency in the world economy a®iving a mutual exchange
by results of activity of national economy.

Development of international currency relationsasised by:

— growth of productive forces,

— creation of the world market,

— deepening of international division of labour,

— formation of world economy system,

— internationalization of economic relations.

Though currency relations are secondary in relatoreproduction, they
possess relative independence and make on its rietpact.

In conditions of internationalization of economidel dependence of
reproduction on external factors increases — dyosof world production,
foreign level of science and technique, developm&ninternational trade,
inflow of foreign capital. Instability of internanal currency relations, currency
crises make negative impact on reproduction process

The form of organization of monetary agreementsdixn international
agreements represents international monetary system

International monetary systemis a form of organization of monetary
relations fixed in international agreements thatcfions independently or serves
international movement of goods and productionoiac7, p. 17]
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Currency system is a form of organization and regulation of cuogn
relations fixed by the national legislation or mstate agreements. There are
(table 18.1):

— national currency system;

— world currency system;

— international (regional) currency system.

Table 18.1
Basic elements of national and world currency syste
National currency system World currency system
National currency Reserve currencies, internatianahetary|
units

Conditions of convertibility of nationalConditions of mutual convertibility of
currency currencies
Parity of national currency Unified mode of currgmarities
Presence or absence of currency restrictipRegulation of exchange rate regimes.
currency control Interstate regulation of currency restrictions
National regulation of international currencinterstate  regulation of international
liquidity of a country currency liquidity
Regulation of use of international creditnified rules of use of international credit
means of circulation means of circulation
Regulation of international payments off Bnification of basic forms of international
country payments
Regime of national currency market andegime of world currency markets and gold
gold market markets
National bodies regulating currencynternational organizations which are
relations of a country carrying out interstate currency regulation

Currency is not new type of money but its functioning inhepe of
international transactions’ service.

National regime of currency transactions by vari&usls of operations
for residents and non-residents defines convatyilmf currency.

Currency convertibility is ability of residents and non-residents to
exchange national currency on foreign one freelihaut any restrictions and to
use foreign currency in transactions with real anaincial assets. [7, p. 19]

Full convertibility supposes absence of any control and any restgctio
both on current and on capital operations.

Full convertibility of currency means:

— free (without restrictions) exchange of nationatency for a foreign one;

— possibility to use a foreign currency in transacsiowith real and
financial assets;

— free import and export of foreign currency.

256



Full convertibility became the privilege of advadosountries with very
strong export positions.

Regime of full convertibility of national currencffully convertible
currency) operates in very few countries. Todayhsaountries as the USA,
England, European Union, Japan, Canada, Singapostralia, New Zealand
and some rich oil-producing countries use it. Fudhvertibility is presumed
only by countries which have constant powerfulanflof a foreign currency.
Similar situation occurs when countries have carsidle competitive export of
their goods and services and also inflow of foremapital, wishing to be
invested in their national market.

Countries with weak economy do not presume reginfe fudl
convertibility. Using it they:

— risk to remain without foreign currency;

— seriously lose at exchange operations as raterefgio exchange is
too high;

— face domination of import.

The noted negative effects make countries with weaknpetitive
positions take safeguard measures to protect thmtigo from threats of
international competition. They impose restrictioos regime of currency
convertibility which degree is rather differentidte

1) full convertibility;

2) partial convertibility;

3) isolation of national currency.

Partial convertibility of national currency may be:

— according to differentiation of restrictions of cemcy transactions on
national and the world market;

— according to degree of restrictions on operatiofisbalance of
payments.

Internal convertibility presupposes:

— the right of residents to exchange free conductammmercial
transactions and operations with financial assets;

— the right to exchange domestic money for a foreigmency;

— the right to have currency deposit accounts inteomal bank.

External convertibility is the right to hold operations with a foreign
currency with non-residents, the right to perfopalenge operations directly in
the world market with its participants.
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Internal convertibility can be accompanied by restrictions on operations
conducting to outflow of currency from the countiyn that case internal
convertibility is reached in the absence of extemwnvertibility. It can be
reached for the account of:

— currency export embargo (establishment of barriers)

— Central Bank requirements to exporters to sell auaency stock
exchange a part of foreign currency earnings.

Imposed demands and restrictions are aimed atrige@pbiforeign currency
in the country. Threats of its outflow will sharpiyeaken country positions.

Currency co-circulation representsuse of one or several foreign
currencies in monetary system of a country alongh wiational currency
recognized as lawful payment means [7, p. 23].

For example, except for the national currency,he tountry the most
widespread currency — the US dollar, and collecttugropean currency —
circulate. This currency co-circulation may alsovédnallegal character. The
reasons of aspiration of the population to useoogifn currency for internal
calculations are its higher purchasing capacity atelady character. In
conditions of inflation storage of savings in fgmicurrency serves as means of
their preservation, protection against depreciaiweats.

Currency co-circulatiorallows inflow of foreign investments expanding.
Operations with reliable currency are a guarantestatility of foreign business.
Storage of capital in the form of currency savirggfavorable and for domestic
business for the same reasons.

However society as a whole sustains very big lofses currency co-
circulation of national and foreign currencies:

1) Positions of national currency are undermined bsealemand for
foreign currency automatically reduces demand Her riational one as a result
the latter depreciates.

2) There are additional complexities of monetary polia struggle
against inflation. Money supply contraction of GahtBank does not reach
desirable effects as limited assets are compendsatemtditional demand for
foreign currency. This process leads to extendifigtion against which Central
Bank initially tried to struggle.

Standards of currency systems:

1. Gold standard — international currency system based on official
fastening by countries of the gold maintenance umn# of national currency
with obligation of the central banks to buy andl setional currency in
exchange for gold.
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2. Gold — exchange standard nternational currency system based on
officially established fixed parities of currenci@sthe US dollar which, in turn,
was converted in gold at a fixed rate.

3. Modern currency systemis a system with a combination of fixed
and floating rates of exchange regulated on adrdhtbasis by agreements
between countries, and on multilateral — througl iMechanisms.

4. The European Monetary System- zone of the coordinated ‘float’ of
courses of national currencies to dollar createEBymember countries for the
purpose of maintenance greater stability [4].

The main element of currency system of each coustiys national
currency.National currency is a monetary asset of a couatny it possesses
certain purchasing capacity. It is formed by qyatif home market and level
international relations.

Internal factors of purchasing capacity of mones; ar

— labour productivity in the real sector defining estg level of
established prices;

— money supply and velocity of its turnover;

— rate of bank percent.

In open economy purchasing capacity of money igadtarized by a
fourth component — rate of exchange. It shows wiohime of foreign goods
(actives) can be bought for a certain sum of natiomoney.

Purchasing capacity of money in home market cheniaes its ability to
exchange for goods of this market, on a foreigrketanate of exchange becomes
the indicator of efficiency of exchange of natiomaney for foreign goods.

Rate of exchange is defined finally by level ofl reactor development of
the country, level of its competitiveness. But dispesses also return action on
purchasing capacity of national money. Fallingha# tate of national currency
will necessarily cause increase of internal primesause of import rise.

In each country purchasing capacity of national eyois formed first of
all by level of internal prices. The level of nat& prices depends on the
accepted measure of prices and their dynamics.

Exchange ratedefines price of one unit of foreign currency whgahould
be paid by national money. Unlike real rate of exufe, exchange rate is not
abstractly payment magnitude, and a concrete marieg of foreign currency.
Exchange rate shows how much national money kcessary to give at present
time for foreign currency purchase.
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Currency quotation is definition of exchange rate on the basis of setecte
market mechanisms. In different countries two basiethods of currency

quotation are used - direct quotation and indir@ctross-country-quotation.
Note. Familiarize independently with essence oégmies "spot-rate”, "forward-rate",
"nominal rate of exchange"”, "real rate of exchanfg'p. 41-58].

Speculations in the currency marketare operations, allowing to receive
income at the expense of rate difference at cangest one currency in another.

Hedging represents action of a participant of the curremegrket,
pursuing the aim to exclude loss of future incormeassible change of rate of
exchange [20]. Hedgermspiring to secure themselves against currencys,risk
should mark out first of all such risks, monitoeth constantly, and measure
their size and dynamics

The factors influencing exchange rate Different directions in
movement of exchange rates between national aetjfocurrencies lead to the
situation when increase in rate of one currencydeta fall of rate of another
(see pic. 18.1).

Growth of rate of
national currency

Fall of rate of
R foreign currency

Pic. 18.1. Inverse relationship of dynamics ofgaiEnational currencies

Increase in supply of foreign currency occuas a result of two
interconnected processes:

— inflow of foreign currency to the country;

— growth of demand for national currency.

Each of them defines features of dynamics of umfgprocess of
interaction of currencies between different co@stipic. 18.2).

Demand for national
currency

A 4

Foreign
currency inflow

A

Pic. 18.2. Mechanism of supply of foreign currency
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Factors of demand for foreign currency:

1) import of goods and services;

2) storage of savings in foreign currency;

3) demand for currency credits;

4) export of capital or "capital flight";

5) tourist trips of citizens abroad,;

6) aid to foreign states in their currency.

Factors of supply of foreign currency comprise:

1. Export of goods and services. It is that field otivaty which provides
inflow of foreign currency to the country. Expodesell goods to foreigners and
bring currency gain to the country.

2. Receipt of an external currency loan.

3. Arrival of foreign tourists that require currenayr ftheir expenses in
the country.

4. Capital import:

a) inflow of foreign loan capital in the form of depiss(increases inflow
of currency which is converted into the national);

b) enterprise capital (settling down in another cqustould have a stock of
its national currency. Therefore it is compelledhinertain part to exchange money
resources for currency of that country where h&ldedo spend the business).

Currency policy in the Republic of Belarus.Exchange rate policy has
been directed at preservation of financial stahéid stability of Belarusian rouble
exchange rate to the basket of foreign currenaigsding in equal shares the US
dollar, euro and Russian rouble. From January, tdthdNovember, 1st, 2009
parameters exchange rate of Belarusian roubleetddlsket of foreign currencies
was within the anticipated values. For the spetifieriod cost of a basket of
foreign currencies has increased by 5,4% (fromt@@M12 roubles).

Taking into account mutual rates of foreign currescthe official
exchange rate of Belarusian rouble decreased fesmaty, 2nd till November,
1st, 2009 to the US dollar by 3,5% (from 2650 td27oubles for 1 dollar), to
euro — by 9,2% (from 3703 to 4044 roubles for loguto Russian rouble — by
3,7% (from 90,16 to 93,48 roubles for 1 Russiarbleu

In 2010 binding of Belarusian rouble exchange tatehe basket of
foreign currencies (euro, the US dollar and Russable) will remain. For
maintenance of necessary flexibility of reactioneathange rate on situation
change on foreign markets the corridor of fluctoadi of the basket of foreign
currencies plus/minus 10% from the central valuaaédo cost of a basket,
developed to the beginning of 2010 will be used] [1
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18.3. International labour migration

Theoretical approaches to the essence of manpowgration are
generalized in the table 18.2 (worked out on tresbaf [4, 5, 13]).

Thus, on the basis of the systematized theoresigpfoaches the author
deduces the following definitiorMigration of manpower (labour force) is a
process reflecting qualitative and quantitative mgwof able-bodied population
from one country or region to another, because rmployment and low
standard of living of population, for the purposeimprovement of material

well-being and life conditions.

Table 18.2

Ordering and generalization of theoretical appreadb manpower migration

Author/source Essence of the concept
The law of the Republic gfMigration of manpower is voluntary legal departure
Belarus "About external labourabroad of citizens constantly living in the temjtof the
migration” from June, 17 | Republic of Belarus and also entrance of foreigizas
1998. Nel693 (with the lastf and persons without citizenship, constantly liviogt of
changes and additions fronborders of the Republic of Belarus, on its tersitfmr work
July, 2, 2008) reception under the labour contract.
A.1. Dobrynin, Mlgr'atlon of manpowq - high mobility of labour, its free
: moving from one regions to others for the purpo$e o

L.S. Tarasevich .

search and work reception.

Migration of manpower is moving of able-bodied
Business Dictionary population from one country to another because of

unemployment, low standard of living of population.
The modern economiCMlgratlon of_manpower - moving of peoplg, workers,

- connected with the change of place of living andlwo

dictionary

place.

Migration of manpower is a process of moving of able-
S.P. Katsubo bodied population searching for work or better ¢bons

of life.

Emigration is leaving abroad, and immigratienarrival from abroad.
Reemigration — returning of emigrants to a constasitdence [18].

The difference between these two streams (emigratia immigration)
gives amount of pure migration, their sum — volurhé&otal migration.

Depending on geographical directions external awermal migration of
population are distinguished.
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Internal migration is understood as population mguwetween cities and
regions of one country, and external is migratimmf one country to another. In
turn, external migration may be intercontinental amdland.

Depending on duration of each moving populatiofft shidivided into:

— constant or irrevocable (intercontinental migratard also migration
from village to city usually has irrevocable chaedy;

— temporary — as a rule, midland;

— seasonal, connected with annual trips on earnimgs\avement of
nomads;

— pendulum, presupposing daily trips to a work plaaé of border of
municipality.

Depending on legal status migration can be legaliléagal.

Global world market is a mechanism of interactidrdemand for work
and its supply on the world scene [20].

Economic consequences of labour migration:

1. The countries accepting foreign labour use it asfaetor of
development of productive forces.

2. Immigrants allow industrially developed countriesridg the period
of economic growth with smaller expenses movingnahpower and smoothing
disproportion in their distribution between couasriand manufacture branches,
exposed to considerable structural shifts in commecwith scientific and
technological revolution or integration process.

3. As a result of development of processes of labagration there is a
double labour market in many industrially develogedntries.

4. Local businessmen win from import of foreign labailso because it
allows them to constrain to a certain extent rafegowth of wages.

Migration policy. Host countries have a selective approach to nmaograt
policy: creation of favorable conditions for reaeptof foreign labour in which
the country is most interested also cutting ofbtbfer migration inflows.

Scales of admissible migration:

— highly skilled experts connected to high technolagnufacture;

— experts with a world name in activity of any kind;

— workers ready for heavy and harmful unskilled wéok minimum
salary of the country;

— businessmen investing in real sector of economy.

Programs of remigration stimulation:

— payment of indemnification for driving off;

— training on new specialties;
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— rendering of material aid to countries-donors ossh@migration

Professional-branch restrictions also exist in fben of an indirect
interdiction i.e. when priority trades for entrarme allocated. The preferable
mode of host countries, as a rule, concerns fotigviive groups:

— workers applying for low-paid, not prestigious, Yweaand harmful
work (work on harvesting, in hothouses or repaiopsh habitation building,
drilling of oil wells);

— experts of quickly developing spheres of nationgbremy -
bookkeepers, workers of trade, banks, new hi-teahdhes;

— representatives of rare professions, i.e. "piecgeds (diamond
cutters, restorers of pictures and manuscripts, tod®c practicing
nonconventional methods of treatment etc.);

— experts of higher class and representatives ofraliberofessions
(outstanding scientists, musicians, sculptors,tsp@n, highly skilled doctors etc.);

— supervising personnel of firms and their divisionsnd also
businessmen which transfer activity, in a host tguand create workplaces.

As an example of indirect restrictions can serve "List of concrete
professions”, made by the Ministry of migrationNew Zealand on basis of the
careful analysis of a national labour market. O#tieds of activity fall under an
actual interdiction.

The Republic of Belarus and international labour maket. According
to decision of Ministers of the Republic of Belardsbout the state migration
program for 2006-2010N21403 export of labour is a perspective direction of
migration which will allow the Republic of Belarws join international labour
market and in the long term — to promote growthneestment into national
economy. [14]

The geography of labour contacts on labour imoaiso extensive: more
than from 30 countries of the world come for wookBelarus, but the stream
from the CIS countries is the most considerabl®891persons (87%), including
from Ukraine 975 persons (77,9%). The stream oframty from Russia is
insignificant — 42 — 45 persons (3,6%) every y&asides from the far abroad
countries (Turkey, Austria, Algeria, Vietnam, Palaetc.) — approximately 150
persons annually [14].

Officially registered number of workers-migrantsantmve arrived for work
to Belarus, is insignificant: the maximum quantifythe arrived was observed in
1998 — 2969 people, lately their number was redune2D03 1252 persons arrived
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and in 2004 — 530. In 2006 basic importers of lalvaere countries of the CIS — of
55% of all arrived, including: Ukraine — 21%, R@assi23% [9].

Analyzing migration streams from the country andthe country, the
basic migration exchange of Belarus occurs to Rus&skraine and Kazakhstan.
Immigrants from these countries make 85,3% in gdneumber arrived to
republic of the CIS countries and Baltic. Still 8elarusians attractive countries
for labour export are the USA and Germany in whictthe first quarter of
current year 96 and 136 persons accordingly hateHewever, experts have
noted, it in times is less, than was 10 years Agtheir opinion, the number of
persons leaving abroad from Belarus will gradudégrease [15].

If we speak about age structure of workers — migramong arrived for
work to Belarus in 1996 persons at the age of 3@ years (44.5%) prevailed.
The next years number and a share of persons ®fatig has decreased to
25%B too time the share of people till 24 years — fr@®% to78% (in
comparison with 2002) [21], [9] has considerablgvgn.

18.4. Balance of payments as generalizing
indicator of foreign economic relations of the coutry

Balance of payments: concept, the reasons of dravgrup, the theory.
Balance of payments is understood as statisticebrde of all economic
transactions or liabilities which have been carreed (or term on which has
come) during a certain interval of time (month, el year) between residents
of a given country and residents of any other coesbf the world [20].

Balance of payments fixes a condition of paymentkraceipts of a given
country. International monetary fund characteribedance of payments as
"statistical record of all economic transactiongimy a given period between
residents of the reporting countries".

Such formulation demands some explanations.

Firstly, considerations of concept "resident". Diphkts, military, tourists
even if they are out of territory of the countrgt @s residents of that state,
which citizens they are. It also concerns firmsisla resident of that country
where it was registered but not where it carries the operations. As to
branches and divisions they too can be residentisb@&na representative of
places of their registration. The status "residet€pends on the fact of
registration of its constant location or residirihe exception is made for
international organizations (the United Nations &ngation, the International
monetary fund, the General agreement on TariffsTaade, etc.) which are not
residents of that country where they are located.
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Secondly, it is necessary to specify that balance reflects not individual,
but aggregate transactions between the country and other states.

Kinds of the foreign trade transactions [20]:

Export of goods.

Export of services.

Percent and dividends.

Unilateral transfers or transfers.

Long-term loans and investment of foreign residents.

Short-term investment and loans of foreign firms and organizations.
. Foreign reserves.

These kinds of transactions can be united in three groups:. current account
transactions which concern first of all:

— export-import transactions (points 1, 2, 3 and 4);

— transactions connected to movement of capital (points 5 and 6);

— accounts of official reserves (point 7).

Kinds of balances of payments:

1. To estimate position of a country in international payments export and
import ratio first of all is defined. Line under volumes of receipt and sale of
goods abroad allows to receive trade balance.

2. Addition to balance of goods and services of sums in unilatera
transfers and gifts allows to receive current account bal ance.

3. Addition current account balance by article on long-term transfers and
payments allows to deduce basic balance.

4. Addition to basic balance of article "movement of short-term capital”
gives balance of independent accounts. Importance of such balance is connected
by that movement of international short-term capital can be not a temporary
phenomenon, but a consequence of development of a national economy.

5. One more version is balance of liquidity. It differs from balance of
independent accounts by inclusion of such articles, as errors and admissions,
short-term obligations which are in hands at non-residents, and foreign short-
term obligations which are at residents of the country

The role of government reserves:

— guarantees of maintenance of national currency rate,

— Insurance upon unexpected losses at poor harvests, acts of nature, civil
disorders, military actions.

— reserves guarantee credit status of the nation and at use in the form of
credit provide additional profit in the country budget.

6. In practice of some countries balance of international investment debts
Is used. It fixes increase or, on the contrary, outflows of liabilities and assets.

Noga,rwdRE
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Such balance can be defined as a sum of all l&#t @ed credit accounts in time
business of movement of capital.

Methods of regulation of balance of payments ar@egdized in
the pic. 18.3.

METHODS OF CURRENT REGULATION OF BALANCE OF PAYMENS

Administrative — current direct control of articles of balance pdyments, use olf
currency restrictions.

Foreign trade policy methods economic levers of government on regulationrade
balance: grants to exporters, introduction of addél duties on importers;

Methods of fiscal policy— economic levers of government influencing ecoicom
growth, its efforts in industrial and structurallipg promoting import of foreign capitall
and interfering outflow of capital,

Credit-and-monetary- Central Bank influence on balance of paymentouih
regulation of monetary weight of the country anztaxdingly, through discount rate.

Pic. 18.3. Methods of regulation of the balancpajfments

Theories of balances of payments [20]:

1. The classical theory

2. Keynesian theory of balance of payments.
3. Monetary theory of balance of payments.

Note. Study balance of payments of the RepubBelairus independently, using [1].

CHECKLIST

1. Characterize international trade of goods, seryisetinology.

2. Show a place of Belarus in the world economic psees in the area
of trade of goods, services and technology.

3. International migration of labour force: concepgasons, kinds,
modern tendencies, scales, directions and econmngequences.

4. Modern centres of gravity of manpower.

5. Forms and methods of governmental and internatioeguilation of
external labour migration.

6. The Republic of Belarus and the international labonarket.
Migration policy and the Republic of Belarus.

7. What are the tendencies of migration of labour adern conditions?

8. What reasons induce people to move from one cotmtayother?

9. Name problems of illegal migration and methodstefregulation in
the Republic of Belarus.
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10.Estimation of operating mechanisms of managemenmigfration
processes in Belarus.

11. Characteristic of migration processes of Germany.

12. Economic consequences of migration of labour famtoes.

13. Branch distribution of migrants in Belarus.

14.Social and economic problems of labour migrants.

15.Why is balance of payments always balanced in thalitons of
floating rates?

16.How is it possible to reach equilibrium of balarafepayments at a
fixed exchange rate of national currency?

17.Why is deficiency of balance of payments dangerous?

18.What are possible threats for a country at praficyeof balance of
payments?

19.What levers does government have for alignment afrre of
payments?

20.What arsenal of means does National Bank have &tanbing of
balance of payments?

21.What factors can affect toughening of currency b Belarus?

22.Why is long passive condition of balance of paymetdnsidered an
aggressive inflationary threat for a country?
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